0
*
-
Y
0
0
LU
Y

mMICro

'USAID

FROM THE AMERICAN PEOPLE

Financing Microfinance
Institutions: The Context for
Transitions to Private Capital

Accelerated Microenterprise
Advancement Project

Marc de Sousa-Shields, Enterprising Solutions
Cheryl Frankiewicz, Chemonics International

With
Eileen Miamidian, Enterprising Solutions
Jos Van der Steeren, Enterprising Solutions
Brad King, Enterprising Solutions

Edits by

Anita Campion, Chemonics International

December 2004



Accelerated Microenterprise Advancement Project (AMAP) is a 4-year
contracting facility that USAID/Washington and Missions can use to acquire
technical services to design, implement, or evaluate microenterprise
development, which is an important tool for economic growth and poverty
alleviation.

For more information on AMAP and related publications, please visit
www.microLINKS.org.

Contract Number: GEG-I1-00-02-00013-00
Task Order: #01
Contractor: Chemonics International

Marc de Sousa-Shields, is a Research Director for the Transitions to Private
Capital topic under the AMAP KG Task Order funded by USAID. He is a
Partner and the Director of Project Development for Enterprising Solutions
Global Consulting.

Cheryl Frankiewicz, is a consultant at Chemonics International.
Chemonics International Inc. is a global consulting firm promoting economic

growth and higher living standards in developing countries based in
Washington, DC.

&

v




Contents

ADDTEVIATIONS ...ttt ettt et ettt et e b e et e e ate e beesbeeeabe e seeeabe e seeenbeeseeenbeeseesnbeeneens v
DIETINITIONS. ..ttt ettt ettt et e b e et e bt e eab e e bt e sab e e bt e e it e et esateebeesaees A%
EXECULIVE SUMIMATY ...c.vtiiiiiiiiiiitieieet ettt ettt ettt sbe bt esaeesae e vii
INELOAUCTION ...ttt et st ettt e sbe e st e bt e saaeeaee Xiv
1 Business Lifecycle, MFIs, and FINance .............cooceeiiiiiiiiiiiiieeeeeeeee e 1
2 Mainstream Eye for the MFL.........ccoooiiiiiiiiiice e 9
3 Non-Commercial Capital and MiCrofinance............coceevueriireiiiersienieniiieneeseeieneeseeeeeeees 21
4 Imprints and Impulses: The Influence of Non-Commercial Capital in Microfinance.......... 30
5 Commercial Capital Challenges .........coccviiriiriiniiiiinieeecee e 37
Appendix One- MFET LIfECYCLE.........ooiuiiiiieiieciicicce ettt et beessne e 57
Appendix TWO- MFET PEer GIOUD .....ccccuiiiiiieeeiieeeiee ettt ettt e teeesaeeessaeeesesaeensaeenes 59
Appendix Three- INVEStor TYPOIOZY .. ..oervieiiiiiiieiieiieeeeeee ettt et eaeens 61
Appendix Four- MFI Global Debt Market Projections...........cccoccvieriieeriieeciee e 65
BIDLIOZIAPNY ..ottt ettt ettt e bt e b e et e e eabeebeeenbeeenreeneens 67

il



AMAP
CAF
CDFIs
CGAP
DCA
EBRD
HNWI
IFC
IMI
MBB
MIF
NGOs
OPIC
PKSF
ROE
SRI
S&P
WWB
USAID

Abbreviations

Accelerated Microenterprise Advancement Project
Corporacion Andina de Fomento

Community development finance institutions
Consultative Group to Assist the Poor

Development Credit Authority of USAID

European Bank for Reconstruction and Development
High net high worth individuals

International Finance Corporation of the World Bank Group
Intenationale Micro Investitionen Aktiengesellschaft
MicroBanking Bulletin

Multilateral Investment Fund

Non-governmental organizations

Overseas Private Investment Corporation

Palle Karma Sahayak Foundation

Return on equity

Socially responsible investing

Standard and Poor’s

Women’s World Banking

United States Agency for International Development

v



Definitions

This report assumes a moderate level of investment and financial literacy. Due to the number of
terms that could conceivably require definition, providing a glossary of terms was not possible.
Rather, readers are invited to go to one of a number of helpful online resources that provide
investment and banking terminology. For investment terms, see Investopedia at
www.investopedia.com. For banking terms, see: http://www.glossarist.com/glossaries/
economy-finance/banking.asp. For terms specific to microfinance, see the Microfinance
Gateway at www.cgap.org/docs/Guideline  definitions.pdf. For those who prefer paper,
Barron’s Dictionary of Finance and Investment Terms is recommended.

Some terms are highly specific to this paper and require definition. Readers are urged to read the
following definitions in advance of the report.

Commercial or private capital refers to all private sector financial resources available for use.
In the case of investment, this includes monetary capital that is privately owned and invested
directly by its owners or via intermediaries. Commercial capital expects to make positive rates
of return relative to risk. This includes owner remuneration for use of their capital plus a) the fee,
if any, incurred by an intermediary for placing and managing funds on behalf of an investor; b)
the cost to the intermediary, if any, for mobilizing capital; and c) a profit to the intermediary, if
used. In other words, commercial capital is that which can be pooled, invested and paid for with
a profit to any intermediating parties that may be involved in the process.

Public Investors and development institutions are public bodies, such as bilateral agencies
(such as USAID and the Swedish International Development Agency) and multilateral financial
institutions (such as the World Bank and the Inter-American Development Bank), which provide
funding and financing to development projects and businesses, including microfinance
institutions, among other activities.

Developing countries or emerging markets, according to the World Bank definition, are those
countries whose gross domestic product per capita is less than approximately $10,000 annually.

Developed countries, according to the Word Bank definition, are countries whose gross
domestic product per capita is greater than approximately $10,000 annually.

Microfinance institutions (MFI) are defined as a single organization (for example, a non-
governmental organization or a credit union providing microfinance) or a unit whose primary
business is microfinance within a diversified institution (for example, a microfinance unit within
a commercial bank).



Non-commercial capital is that which is not commercially viable according to the above
definition of commercial capital.
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Executive Summary

“Until now microfinance has been driven fundamentally by development
concerns, most importantly higher incomes for the poor. Increasingly,
microfinance will be driven by the twin concerns of the competitive market
place: market share and profits.”

Robert Peck Christen and Elizabeth Rhyne,
Microfinance Enters the Marketplace, 2000, p. iv.

Microfinance is in the process of transforming from a sector dominated by a mission-driven
ethos to one responding to the needs and interests of private capital. The sector must do this if it
has any hope of reaching a significant number of poor people with permanent financial services.
The transformation must be made with confidence that the low-income financial service market
niche of developing countries (estimated at more than $300 billion), which microfinance
professionals have proven viable, will be better served by a transformed, highly competitive
industry.

The transition to private capital has, in fact, already begun, and a few microfinance institutions
(MFIs) are entirely funded by private money. But the transition has been uneven, slower and
more difficult than most imagined. Many claim this is so because MFIs lack the capacity to
attract and absorb private capital. Capacity remains a challenge, to be sure. The sector still has
trouble attracting experienced managers and directors, it continues to struggle with new product
development, and business systems are often inadequate. At the same time, however, advances in
and access to best practice knowledge, improved regulatory regimes and stronger sector
associations, among other things, have had a cumulative and positive effect on the sector’s
capacity. So while it may be a stretch to claim (as some have) that there are no human resource
limitations in microfinance, it is clear that many MFIs can profitably employ commercial capital
to invest in the capacity required to grow.'

From a commercial investor’s perspective, it is also clear that the sector’s limited ability to
attract private capital is at least partly symptomatic of its having been midwifed by non-
commercial capital, whose $5 billion to $10 billion investment over the last five to ten years has
left an indelible imprint on the sector. This influence has fashioned an industry that is mostly
driven by a social mission, but also driven in various and often conflicting ways by conventional
business practices. For this reason, the transition to private capital is as much about managing
the residual non-profit influences and non-commercial capital interventions as anything else.

"'t is important to point out that the focus here is not on the many thousands of tiny programs scattered around the world, but
rather the 200 to 300 smaller MFIs. These are MFIs that typically have 1,000 to 3,000 clients, a good deal of operating
experience and a basis for strong potential growth.
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To understand the current and somewhat complex relationship between microfinance and its
ability to attract private capital, this paper first turns to the lifecycle theory as an analytical
framework to describe the ideal and actual capital needs of MFIs as they mature. The lifecycle
theory is a simple, yet powerful, concept that describes the typical evolution of businesses as
they grow and mature. It argues that industries and companies pass through stages of
development that are similar to the phases of human life. Both are born, grow, mature and
eventually die. At each stage of life, companies live or die in part based on their ability to attract
appropriate forms of capital. The value of the lifecycle theory is that it provides a framework to
describe the cycles through which MFIs pass and helps one understand deviations from normal
business development.

The theory predicts that as MFIs mature, they progress from employing high-risk equity to a
variety of risk-tolerant funding sources. This research found that this theory has generally
applied to MFIs. But as with all things microfinance, some characteristics of the transition from
one set of capital needs to another are unique to the sector. Four observations stand out.

First, the majority of sector risk capital has and continues to come from non-commercial sources
whose allocation is based on development aims as opposed to profit maximization. As pioneers
of the sector, non-profit institutions were favored by non-commercial capital as well. This
created the unique situation where early risk takers were not-for-profit organizations and non-
commercial capitalists; as a result, and unlike other business sectors, early risk capital was
seldom owned by a profit maximizing investor or institution.

Second, in a bid to “pick the winners,” a great deal of the sector’s risk capital has been invested
in MFTIs across their lifecycles, rather than just at start-up. Much has been invested, for example,
to fund institutional and product development for mature MFIs. This influential strategy has led
non-commercial capital to invest in many MFIs that should be sourcing capital from the private
sector. By channeling these limited non-commercial financial resources into mature MFIs that
could access commercial capital, higher risk ventures were denied scarce resources and non-
profit maximizing behavior was reinforced.

Third and not surprisingly, most MFIs continue to rely on non-commercial sources for funding. A
recent survey of the Consultative Group to Assist the Poor (CGAP) of 144 MFIs from around the
world found that that over 90 percent feel donor funding is the most “appropriate” form of
financing. This included not only immature MFIs but also profitable MFIs and profitable, mature
deposit-taking institutions.

Fourth, at the sector level, microfinance has not seen the rapid merger, failure or acquisition
activity typical of fast growing industries. Perhaps the sector is too young for this, but there are
several identifiable barriers that may be slowing these rationalization processes, many of which
relate to limitations of the non-profit business model and operating mentality that emphasize
social mission oftentimes over commercial goals. Hence, the preference for the term
“sustainability” over “profitability.”

The profit maximizing calculations made by the private sector, in contrast, allocate capital based
on the dictum that any investment opportunity meeting an investor’s risk and reward
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expectations will be considered. Needs vary by investor type, but there are generally predictable
decision-making and asset allocation patterns. A typology of investors suggests that high net
worth individuals and some institutional investors, mostly those who are self-identified as social
investors, are most likely to invest in MFIs. To invest, institutional investors will, however, need
guarantee support to satisfy the fiduciary and regulatory requirements that apply to all investors,
social or otherwise. And while international investor interest is more apparent, domestic
investors are a better bet for long-term, responsive access to low-cost capital. Unfortunately,
very little is known about the attractiveness of MFI investing as compared to other opportunities
for local investors. Understanding the constraints and opportunities among local lenders and
equity investors will provide a key to increasing access to local investment funds.

In the absence of commercial funders, non-commercial funders have played a pivotal role in the
development and commercialization of microfinance. Where their investment allocation once
favored smaller, higher risk ventures, non-commercial sources of investment funds now tend to
focus on larger and regulated institutions. Investments from publicly owned international funds,
such as the IADB’s Multilateral Invesmtent Fund (MIF) or funding from the European Bank for
Reconstruction and Development (EBRD), for example, are 88% concentrated in regulated
MFTs, which are the institutions most able to attract private debt or equity capital. Private
international social investment funds that target MFIs seem less concentrated and have only
about 40% of all debt funding in larger, regulated microfinance institutions. This figure is,
however, due largely to Oiko Credit and Rabobank Foundation, which have invested a combined
total of about $60 million in 160 and 90 MFIs respectively, but primarily in smaller MFIs.
Neither of these funds manage public institutional (i.e. donor) funds, which is the primary source
of funds for most other MFI funds which, again, tend to invest in mature institutions. The
geographic concentration is also skewed toward more successful markets or initiatives. Latin
American MFIs, for example, receive over 40% of all investment, with almost 20% of all funds
going to MFIs in Peru alone. Eastern Europe has attracted over 40%, though most of it
concentrated in ProCredit banks, which together receive approximately 34% of all MFI fund
capital.

The search for any kind of capital will ultimately have to satisfy the interests of investors, as well
as meet the needs of MFIs. This will involve more complex and calculated funding
considerations as MFIs work to secure the lowest cost and most appropriate form of capital
possible. Each of the main types of capital available requires strategic cost and management
decisions.

To take on savings, normally the least costly capital, is a major decision that demands
exceptionally strong product costing capacity, as well as a keen sense of market. This is
particularly true, as many MFIs are finding, if the cost of managing the many small deposits
from low-income credit clientele must be offset by attracting a few larger deposits from wealthy
clients. Not all MFIs will be able to take on savings, simply because they cannot comply with
deposit regulations, or because such regulations do not exist in appropriate forms. For those that
do, they will face significant business culture and management challenges in the transformation
to become regulated entities. Best practice liability management to control liquidity, rate and
concentration risk, as well as to maximize profitability, also becomes a priority.
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Even though the majority of microcredit loans are or will be intermediated savings, debt from
banks, investors or non-commercial funders will remain vitally important to the sector. Debt will
remain important for both deposit and non-deposit-taking MFIs for both funding and balance
sheet management.

International social investment funds are a growing debt option and are viewed by MFIs as an
attractive alternative to purely private sector capital. Such social funds are attractive because
they almost always provide funding at well below market costs and have keen knowledge of
MFIs. These advantages, however, may be offset by the fact that over 85 percent of lending and
investments are in hard currency, exposing MFIs to foreign exchange risk they are seldom able to
manage or absorb. With annual fund disbursements expected to reach an estimated $100 million
in the coming year or two, only around 2 percent of total estimated demand for debt will be
funded by the funds. This limits the role of the MFI funds to a demonstration role or, if given
more support, an important tactical role explicitly leveraging private domestic capital.

MFTs are looking to commercial banks for capital as well. Reserve requirements and a lack of
sector information hamper commercial bankers’ interest in MFIs. To overcome these obstacles,
guarantee programs that avoid negative past experiences will be required. Other domestic and
international debt providers who are bound by fiduciary laws will similarly require guarantees if
MFTs are to tap bond and other sources of non-bank commercial capital markets.

In the absence of readily accessible local capital, however, international initiatives with the
explicit goal of leveraging local capital represents an important bridge to commercial capital.
Initiatives such as the UNITUS’ supported equity fund and the recent ICICI, Share and Grameen
Foundation securitizations in India are examples that merit greater donor support and replication.
So does the Emergency Investment Fund for Latin America proposed by Omtrix, which may be
an appropriate measure to ensure MFIs have rapid access to funding in the event of social,
economic or environmental crises that plague developing countries and can place MFIs under
severe liquidity stress.

MFT equity is a special problem. Equity investment is important to MFIs because it is a much
more flexible form of financing than other available options. It is necessary for regulatory
purposes that a bank (MFI or otherwise) meets and maintains certain capitalization requirements
to collect client savings. It is also important — critically so — because the owners of equity
control and guide an institution: hence, what drives owners drives the institution. In the case of
MFTIs, owners have been driven largely by mission to alleviate poverty, where sustainability,
rather than profit, has been the motivating factor. This, combined with being a poorly
understood sector, has worked to limit the amount of private sector participation in MFIs, despite
return on equity yields that are demonstrably higher than many other competing investments.
Attracting equity has many barriers, including valuation problems (MFIs over price and the
market under prices MFIs), limited means for investors to extract income from investments (for
example, poor share liquidity, few dividends and majority shareholders unwilling to maximize
profits), and the frequent incompatibility of non-profit and for-profit ownership. The fear that
for-profit owners will abandon the poverty mission is a key, though still unsubstantiated, source
of distrust among non-commercial shareholders. Conversely, for-profit owners fear that unless
they are in the majority, non-profit owners will forever plow retained earnings into expanding



services to the poor without rewarding the risks their capital is taking. Building sound
relationships between incoming for-profit and existing mission-driven owners is critical.

Poor reporting transparency and standards that are not entirely consistent with private sector
needs exacerbate the challenges facing all types of capital access for MFIs. Many regulatory
issues inhibit both the microfinance banking and investor environment in ways that prohibit or
limit transition to private capital.

Summary Conclusions

This report argues that the microfinance sector is at a crossroads between financing dominated
by non-commercial sources and one increasingly and necessarily responding to private sector
financing needs and interests. It concludes that if the sector is to meet its goal of serving a large
portion of the world’s poor with permanent financial services, it must continue to prove the
viability of its core low income market and develop significantly deeper access to domestic
commercial capital.

The microfinance sector in most countries has proven its commercially viability and that MFIs
can serve the market profitably when applying best practice asset management. What it has not
yet shown is whether it can become an integrated part of the formal financial sector. Funding
will play a significant part of its integration, especially in helping the next generation of
“winning” MFIs to emerge. These MFIs, mostly smaller, existing microfinance institutions or
unconventional entrants, such as consumer finance companies and bank subsidiaries, are the
most likely to spur the growth, competition and innovation that will attract the interest of
commercial investors.

The implications of successfully pursuing private capital will change the very nature of
microfinance. At the broadest level, this change implies a shift in focus from foreign to local
investors. It implies adopting a private sector culture, language and governance style, including a
greater focus on profitability and greater openness to mergers, acquisitions, and other forms of
entrepreneurial dynamics characteristic of young and growing sector.

To attract a significant amount of private investment, the microfinance sector must work to
explicitly break down the multiple information and regulatory barriers that separate private
capital from MFIs, which will require that MFIs submit themselves to the most credible and
widely accepted audits, ratings and supervision available.

Despite representing only a small fraction of current supply, non-commercial capital will
continue to play a critical and catalytic role in the search for private capital. Current allocation
patterns that concentrate the majority of the sector’s risk capital in a small number of MFIs that
are largely capable of sourcing commercial capital, however, will not encourage the growth of
private capital.

In the transition toward private capital, non-commercial investors need to focus resources at the
early high risk-return stage of microfinance institutional development. This means the next
generation of “winners” and countries with no or shallow microfinance market coverage.

u uch i W ut mi : ice. inv ) . .
Because so much is known about microcredit best practice, investment in the next generation
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should focus less on asset development and more on serving the needs of private capital. This
will require non-commercial capital mimicking as closely as possible the methods, disciplines
and objectives of private capital. Examples, such as ACLEDA in Cambodia and XAC Bank in
Mongolia, demonstrate how small, relatively new institutions can choose strategies that help
them access private capital rapidly and profitably. A primary and obsessive focus should be to
lever domestic capital as quickly as possible, as MFIs prove they can grow the value of their
business in their core, low income market.

Non-commercially funded international MFI investment funds have the opportunity to play a
significant role in this development if they invest in the next generation of MFIs and have the
explicit goal of leveraging domestic capital. This will create scarcity of inexpensive capital
resources for mature MFIs forcing them to seek out commercial capital. Non-commercial capital
should also continue and increase investment in public goods, such as in credit bureaus.
microfinance associations and regulatory improvements.

Observations & Recommendations
For donors and other non-commercial capital suppliers, the report offers a few concluding
observations and recommendations.

General Observations

Non-commercial capital should not favor supporting non-profit MFIs over commercial entities,
unless the former clearly promises a more efficient and effective route to rapid market
penetration and profitability.

Domestic capital is almost always a preferable source for MFIs than international capital, over
the long run. This is true for deposits, local debt and equity, even if the short-term financial cost
of international capital is less than domestic capital. Some exceptions may include post-conflict
markets or countries where capital markets and banking systems are extremely shallow.

As a means to improve competition among MFIs, public and private MFI funds should invest in
the next generation of MFIs, whether small existing MFIs with potential, subsidiaries of
commercial banks or unconventional players, such as pawnshops or consumer financiers.

Specific Recommendations

Savings
Ensure that MFIs are keen to dramatically advance deposits and the capacity to price, collect and
administer them, particularly if they operate in both the low- and high-income savings markets.

Debt

Nurture local commercial debt networks by supporting the generation of sector information and
dissemination, improved collateral arrangements, guarantee programs and strategic regulatory
changes and tax advantages. In larger markets, local private sector loan funds should be
considered, as should local bonds and securitizations for mature institutions.

Xii



Equity

Court potential profit-driven, private sector investors as potential owners of MFIs. Support non-
commercial capital investors seeking to sell shares. Seek to create a more liquid market for MFI
shares by encouraging dividend payments and access to formal capital markets (such as business
buyer/seller networks, over-the-counter securities markets, stock exchanges, etc.).

International Social Investment Funds
Provide support to international social funds to explicitly leverage domestic capital for MFIs as
opposed to relying on them to do so on their own limited budgets.

Other Non-Commercial Funders

Limit non-commercial funds to early-stage MFI development or to reach new MFI markets.
Ensure that leveraging private capital is an explicit goal of any non-commercial funding
intervention. Continue funding regulatory change, facilitating investment as well as other public
good initiatives, such as strengthening credit bureaus or sector associations and drafting
investment laws affecting access to private capital.

Future Research
This paper suggests three lines of research to improve private capital, particularly at the domestic
level.

Supply of capital: To increase access to local capital, researchers will investigate the
opportunities and barriers to MFI investment among domestic lenders and investors. Research
will provide USAID missions with templates for assessing and accessing private capital in
domestic markets.

Demand for capital: Through a closer examination of mature and promising MFIs, develop a
diagnostic template to understand MFI capital needs, possible capital development strategies and
management capacity requirements. Research will help MFIs and USAID missions develop
customized plans to gain access to private capital.

Regulatory developments: Analyze regulatory environments highlighting and detailing
policy facilitating investment in MFIs. Two to three case studies will be featured. The research
will familiarize USAID missions with common and critical regulatory considerations and
changes that could improve MFIs’ access to private capital.
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Introduction

According to the Consultative Group to Assist the Poorest (CGAP), the current combined
portfolio of microfinance institutions (MFIs) worldwide is approximately $15 billion.
Microfinance is believed to be growing annually between 15 and 30 percent, translating into a
demand of between $2.5 billion to $5.0 billion for portfolio capital and requiring $300 million to
$400 million in additional equity each year. Non-commercial investors, including donors,
bilateral and multilateral financial institutions, disburse approximately $400 million annually to
the sector. They simply cannot provide the level of funding necessary to support the
microfinance industry’s demand for capital funds, particularly since much of their support goes
toward regulatory change, information services, sector associations and other sector development
initiatives. Hence, it comes as no surprise that a CGAP survey of over 144 MFIs found funding
to be the number one constraint to growth (CGAP 2004).

Estimates vary, but the bulk of the worldwide microfinance portfolio is currently funded by
deposits (25 to 30 percent), debt (35 to 40 percent) and equity (30 to 40 percent).” Debt suppliers
include non-commercial investors, commercial banks and private social investors. Equity is
primarily owned by national and international non-profit organizations and non-commercial
investors, particularly multilateral development banks. Donors have invested an estimated $5
billion to $10 billion over the last ten years, much of it going toward the equity base of MFIs,
either as capital or technical services grants. It is not known how much pure commercial equity
is owned by the private sector, though some banks either own some or all of an MFI and a small
number of private investors also own shares, though they are the minority.

Scope of this Report

This report provides a comprehensive global overview on financing of the microfinance sector in
developing countries. Its primary goal is to define the MFI financing context as a means to
understand the sector’s potential for accessing greater amounts of commercial capital. The
assessment involved a literature review, interviews with 15 leading MFIs and over 20 leading
MFT financing stakeholders and investment decision-makers, and consultation with a roundtable
of MFI financing experts.

Commissioned by the United States Agency for International Development (USAID) under the
Accelerated Microfinance Advancement Program (AMAP) Knowledge Generation contract, the
report is intended primarily for microfinance development professionals, but may also be of
interest to private sector investors.” It is the first of a series of investigations that have the shared
objective of providing insights into how MFIs can access more private capital.*

2 Regional liability structures vary tremendously, and many MFIs are not legally able to collect savings. Also, the percentage of each type of
liability varies greatly depending on what data set is being used. Estimates used here are taken from the MIX Market. The data is not exact, but
the order of magnitude is correct.

3 This paper uses conventional finance terms common to both microfinance professionals and private sector investors. In the case of terms
specific to microfinance, we use the closest conventional finance equivalent. For example, the distinction used in microfinance to describe
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This report recommends steps to test and refine its own findings in future research. Future
research has the explicit goal of identifying or helping to develop tools or interventions for
increasing MFI access to private capital.

This paper has two companion documents. The first is Financing MFIs: A Regulatory Context
This document overviews the investment regulatory environments and the ways and extent to
which they encourage the supply of commercial MFI financing. The second document is
Financing MFIs MicroNote, which provides an overview of this paper for USAID Mission
Project Development Officers active or interested in microfinance.

Structure of the Report

Part One overviews business lifecycle theory. Using data from the MIX Market, the MicroBanking
Bulletin and interviews with 15 mostly mature MFIs, it compares the business lifecycle to MFI financing
patterns. This comparison helps describe specific challenges facing the microfinance sector’s access to
private capital.

Part Two establishes the potential “universe” of MFI investors by describing the asset classes of
microfinance investments with those of other established asset classes. It next places the MFI
asset classes within the investment or asset allocation strategies of the most common types of
commercial investor, defining both the most likely and able investors and the relative share of
portfolios available.

Part Three assesses investment decision-making patterns of the major non-commercial capital
investors in microfinance, identifying several notable impacts that condition access to private
capital.

Part Four critically overviews the impacts and influences that the not-for-profit business model
and non-commercial capital have had on shaping the current microfinance context.

Part Five examines barriers MFIs encounter when trying to access the three main sources of
MFTI funding: deposits, debt and equity.

Part Six provides conclusions drawn from the paper’s findings and outlines next steps for
Transitions to Private Capital research.

“operationally self-sufficient” and “financially self-sufficient” have no conventional finance equivalent. We use “profitability” and degrees
thereof in place of these terms.

* This paper does not seek to estimate total supply and demand for MFI capital. Such a task would require far more resources than available and
would, in any event, offer questionable overall value. Instead, the paper relies on estimates made primarily by CGAP.
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Business Lifecycle, MFIs, and Finance

1.1 The Business Lifecycle

Microfinance institutions and the microfinance sector are unique in many ways, but as with all
industries and businesses, they pass through commonly defined stages, or points in a lifecycle.
The so-called lifecycle theory is a simple yet powerful concept that observes how businesses and
industries are born, grow, mature and eventually die. At each stage, they share a set of common
market development, management capacity and financing structure characteristics.

A number of authors have applied the lifecycle theory to greater or lesser degrees as a means to
explore a range of research questions related to microfinance growth and development.” It is
used in this study as a tool for comparing financing patterns at different stages of an MFI’s life to
that of the “typical” business, as predicted by the lifecycle model.®

There are many variations used to describe the basic stages of the business lifecycle. Four are
normally included: youth, growth, maturity and decline or exit. Appendix One provides a
detailed explanation of each lifecycle stage as it relates to MFIs. It is important to note here that
while the theory is explicit about the characteristics of each stage of growth, it does not predict
when, or how fast, a company or sector will evolve. Some sectors, such as telecommunications,
have gone through the lifecycle phase at least three times in the last thirty years, the most recent
iteration being the fast-moving mobile technology phase. Likewise, the steel industry has been
through at least two evolutions, but over some 50 years, each has taken several decades to
complete. As businesses can go through multiple lifecycles, the theory does not specify age in
terms of years, but identifiable stages with common characteristics. It is also noteworthy that the
lifecycle does not predict the causes of change. In the case of steel, for example, tariffs and
protectionism slowed development; conversely, in telecommunications, technology drives
current developments, whereas deregulation drove change during the 1980s and early 1990s.

The lifecycle theory also characterizes the capital needs of businesses at each stage of life.
Again, while the theory generalizes needs, it provides a means to compare typical financing
patterns against that of microfinance.

* It is important to recall that the lifecycle theory is not used here to identify the causes of MFI financing challenges or sector change. Many view
an MFI legal status as an important determinant of access to private capital. Various institutional types come with distinct challenges, but the
basic progression of capital needs remains strikingly similar. For applications of lifecycle theory in microfinance see Kooi, Peter, Raising Capital
through Equity Investments in MFIs: Lesson from ACLEDA, Cambodia, UNCDF/SUM and UNDP Africa, New York, NY, 2001; Meehan,
Jennifer Tapping the Financial Markes for Microfinance: Grammeen Foundation USA’s Promotion of the Emerging Trend and Next Steps,
Grameen Foundation USA, October 2004; and Schneider, Louise, Strategies for Financial Integration: Access to Commercial Debt, Women’s
World Banking, Financial Products and Services Occasional Paper, Women’s World Banking, New York, New York, July 2004.

® The focus of our discussion is on financing businesses through the various lifecycles. For a fuller explanation of the lifecycle model see
Appendix One.
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A traditional company’s finance needs at youth are usually relatively modest (depending on the
type of business), but business risk is high at this point of development and funds can be difficult
to secure. This is why most businesses at this stage fund themselves through friends and family,
savings and sweat equity. Other potential sources include suppliers, customers and government
grants. As there is rarely any formal assessment of business potential, financing decisions are
based on the attractiveness of the business idea and faith in the individual(s) involved.

In the growth phase, businesses need expansion capital normally in excess of that which
personal connections can supply. Possible sources include banks, profits, partnerships, grants,
suppliers and leasing. “Angel” investors, venture capitalists, or other equity providers willing to
take greater risk in exchange for greater potential return are often sought at this stage. Use of
supplier and commercial bank debt is common, though it usually requires collateral businesses
seldom have. Towards the end of the growth phase, businesses often require mezzanine financing
as a means to prepare for public share offerings and/or to increase growth. Financing at this stage
is more complex and requires increased management and more formalized systems.

Figure One
Lifecycle Stages & Typical Funding Needs
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In the mature phase, business growth tends to flatten and companies concentrate on reducing
costs and maintaining market share. As a result, business planning, strategy and efficiency
become critical. The firm becomes more sophisticated about financing and financing decisions,
and about managing cash flows and tax liabilities. As profits mount, debt generally becomes
increasingly desirable for tax shelter properties and for leveraging shareholder gains. Sources of
capital include profits, commercial banks, capital markets (bonds, money markets, etc.) and
equity investors.

The progression of capital needs and related business developments may seem obvious, but it is
ignored at the peril of businesses and investors. The now infamous U.S. “dot.com” businesses
offer a classic case study. By securing massive infusions of initial public offering capital, many
dot.coms skipped over management lessons normally learned in the start-up and early growth
phases. Immature management, combined with underdeveloped markets and often non-existent
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asset bases led many dot.coms to squander millions of dollars. This wild expansion and
derailment of Internet-based businesses will have long-term impacts on the sector’s ability to
raise capital in an organized fashion. By contrast, a steady progression through lifecycle stages
would have moderated sector expansion and “market-tested” management, resulting in a stronger
base for future investment and growth.

Financing through the MFI Lifecycle

As with any other youthful venture, MFIs in the youth phase need highly risk tolerant capital.
This has come primarily in the form of non-commercial equity such as grants and subsidized
loans from charitable organizations and development agencies. A good deal of sweat equity has
also been invested by non-profit organizations sponsors/owners and founding managers.

In the youth phase, MFIs need capital to gain market share and to achieve economies of
operational scale. Capital sources are retained earnings, non-commercial equity in the form of
technical assistance, free, low- or no-cost loans for portfolio use. This stage often finds MFIs
making the transition from non-profit organizations to regulated institutions. This normally
requires equity infusions similar to mezzanine finance. Large sums of long-term debt for
portfolio capital are also common at this stage. Investors are typically large multilateral financial
institutions, founding non-profit organizations, and occasionally other investors including banks,
employees (primarily through employee stock option programs or ESOPs), private investment
funds and wealthy individuals. Commercial bank debt can be important, as are deposits, for those
MFTIs legally able to collect them.

Figure Two

MFIs Lifecycle Stages & Typical Funding Patterns
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At maturity, MFIs increasingly resemble other formal financial institutions. Their financing
needs not only focus on volume, but the cost and flexibility of funds as well. Financing for
regulated MFIs mostly comes in the form of deposits, medium-term debt and retained earnings.
Non-regulated institutions rely on commercial bank loans, national and international
development agencies, governments, supporting non-profit organizations, and retained earnings.
Larger MFIs may also issue new stocks (that is, equity) or bonds.

Where MFIs Diverge from the Typical Business Lifecycle
As predicted by the lifecycle model, the progression from high-risk equity to a variety of risk

tolerant funding sources largely applies to the experience of MFIs. As with all things
microfinance, however, some evolutionary characteristics are unique to the sector.

Non-commercial Capital is the Risk Capital for the Sector

While subsidies can play an important role in the start-up of a new sector, non-commercial
capital, technical assistance and low- or no-cost portfolio financing has played a disproportionate
role in microfinance compared to other industries, since it comprises the bulk of the sector’s risk
capital. According to CGAP, donors have pumped between $5 billion and $10 billion into the
sector over the last five to ten years. Of course, not all of this was direct investments in MFIs.
Even if only half the funds were direct investments, however, this would represent 17 percent to
33 percent of outstanding MFI assets. Since much of this capital was used for “technical
assistance and to cover operating deficits” it de facto represent a large share of the sector’s early
risk capital.”

The Use of and Continued Reliance on Non-Commercial Capital Across the MFI
Lifecycle

Lifecycle theory predicts that the use of risk capital decreases as a business matures. The
available data for MFIs supports this lifecycle progression.® Mature, profitable MFIs listed on

" CGAP, “Foreign Investment in Microfinance: Debt and Equity from Quasi-Commercial Investors”, Focus Note No. 25, January 2004,
http://www.cgap.org/docs/FN25_Foreignlnvestment Final.pdf.

¥ The MIX Market and MicroBanking Bulletin data are used throughout this report since they are comprehensive sources of publicly available
information on MFIs. The two data sets are reasonably representative of the universe of MFIs, even though many MFIs (primarily small) are not
included. Though they suffer from common statistical limitations inherent to small sample sizes and uneven reporting, both data sets offer
enough longitudinal data to provide a sense of trends within the industry. Trend analysis should be considered indicative rather than definitive,
however.
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Table One

Commercial Funding Liability by MFI Age
2001 & 2003 *

Youth 57.3 57.3 311 58.4
Growth 49.3 49.3 24.0 36.8
Mature 86.8 86.8 79.1 94.3

Data from 2002 displayed similar trends between age categories. It was not included here since it was strongly
skewed, due either to outlying or incorrect data.
Sources: MicroBanking Bulletin, Issue 8, November 2002 and MicroBanking Bulletin, Issue 9, July 2003.

Table Two

Capital Asset & Commercial Funding Liabilities by Region

Capital/ Asset ~ Commercial Funding  Debt to Equity

Ratio (%) Liabilities Ratio (%) Ratio (%)

All MFIs (n = 124) 42.7 44.1 1.9
FSS MFIs (n = 66) 404 76* 25
Africa 44.4 42.6 2.0
Asia 37.6 65.8 1.6
East and Central Asia 60.1 9.0 11
LA 35.3 71.8 2.7
Middle East and North Africa 714 239 0.4
Source: MicroBanking Bulletin, Issue 9, July 2003

the MicroBanking Bulletin (MBB), for example, consistently have more commercial funding
than younger institutions.” (See Table One.) Findings are similar regionally, albeit at levels
corresponding to the relative maturity of the sector in each region. (See Table Two.) In Eastern

? Commercial funding is defined as all funding sourced at market rates. The commercial funding liability ratio presented in Table 1 is a function
of commercial rate funding/total liabilities. It is important to note that the standard deviations for this ratio are quite high, indicating substantial
variations from the average. A closer assessment of the data suggests that if MFIs deviate from the norm, it is towards less, rather than more,
commercial funding.
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Europe, for example, the sector is still quite young, and average commercial liabilities are much
lower than other regions. In the more mature markets of Latin America and Asia, commercial
liabilities are higher, averaging 71.8 percent and 65.8 percent respectively, with a combined
average of over 100 percent for mature institutions. In Africa, the average commercial funding
ratio is 42.6 percent, though it varies a great deal by age and size.

These observations make sense Vis-a-vis the lifecycle model. Two other observations do not.
First, contrary to lifecycle predictions, start-up MFIs are expected to have less commercial
funding than growth MFIs, but the available data illustrate similar, if not higher levels for start-
ups.'® (See Table One.) Second, profitable, non-deposit taking MFIs are not, on average, fully
commercially funded. In fact, the average commercial liability level is less than 60 percent. The
lifecycle model expects businesses to have full access to commercial capital at this stage. This
finding is symptomatic of anemic leveraging, or debt to equity ratios, which are far below the 8:1
many MFI professionals believe is ideal."" Counter-intuitively, but consistent with commercial
liability findings, profitable start-ups have higher average leveraging than growth-stage MFIs.

Figure Three Figure Four
Preferred Sources of Capital By MFI Age Preferred Sources of Capital by Type
%of MIX MAs who consider grantstobe amein Funding Sought Today by MFIs

funding source (organized by MA age)
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Source: MIX Market, August 2004
Source: MIX Market, August 2004

The presence of between $300 million and $500 million in loan guarantees suggests the problem
of inadequate leverage is more profound that the average commercial liability ratios imply.'*
Indeed, many of the best performing MFIs still need guarantee support to access commercial
debt. A recent evaluation of mature, highly profitable Latin American MFIs, for example, found

12 Please note that this observation is based on a small sample size and is therefore subject to bias. That the same trend is noted in 2001 through
2003 suggests some statistical rigor, however.

' The Basle Convention standard suggests an institution’s equity be no less than 8 percent of its risk-weighted assets. As such, the limit on how
much an institution could borrow will ultimately depend on the institution’s mix of assets.

12 Sources: CGAP (2004); Enterprising Solutions (2002); Goodman (2003).
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that third party guarantees were often required to secure debt in adequate volumes.'” Even world-
class MFIs such as Women's World Banking (WWB) Cali and other Colombian WWB affiliates
require guarantees despite consistently high levels of performance.

The lack of commercial capital available to MFIs is disconcerting. More worrisome, however, is
the stated preference by most MFIs for non-commercial capital. A recent CGAP survey, for
example, found that almost all types of MFIs, in all markets, believe non-commercial funding is
the most appropriate form of capital. MIX Market data confirms that non-commercial capital
continues to figure significantly in the capital searches of MFIs of all ages. (See Figures Three
and Four.) While it may seem prudent to seek out the lowest cost capital available (in this case,
non-commercial capital) for the reasons elaborated in Part Five, such behavior may, in fact,
contribute to barriers to private capital, and may ultimately cost more than some non-commercial
capital, slowing the development of the sector.

Sectoral Lifecycle Developments

Just as individual businesses go through lifecycles, so too do industries or sectors. An important
and constant part of sector development is rationalization, or the processes by which strong
businesses grow to dominate a sector and weaker ones are acquired, merge or fail. This process
is certainly evident in the finance sector in countries with reasonably liberal financial laws. The
number of small US banks, for example, has declined from 15,000 to 8,000 over the last ten
years. The number of Canadian credit unions has dropped from over 3,000 to under 800 in the
same period. In Mexico, the number of large banks has decline from 15 in 1990 to 6 today. A
similar process is taking place in most developing countries where financial liberalization has
taken place."

The microfinance sector has yet to experience significant rationalization even in the most
competitive markets. Neither Bolivia nor Peru, for example, both relatively mature markets,
have seen a single high-profile merger. There have been relatively few failures as well.

Perhaps the sector is still too young. But even if it was not, there are several potential barriers
that may be slowing the rationalization processes. Many charity supported MFIs and small
cooperatives, for example, resist change and growth because they are satisfied serving a small
niche clientele others have yet to discover. Some charity-minded funders keep non-commercial

13 See Jansson, Tor, “Financing Microfinance”, Inter-American Development Bank, Sustainable Development Department Technical Paper Series,
Washington, D.C., 2003, http://www.iadb.org/sds/publication/publication_3252 e.htm.

'* See Hanson, James A. (2003) Banking in Developing Countries in the 1990s, World Bank Policy Research Working Paper 3168, World Bank,
Washington D.C. Rationalization processes, such as mergers, failures and acquisitions, are a key part of a healthy market dynamic. Mobile
phone markets offer the most obvious and dramatic example of this process. Competition in these markets is fierce and has pushed ownership of
cellular phones to near saturation levels in just a few years. The industry is also among the most innovative as well. The result: more clients are
served with better, lower-cost services. But even older industries, such as steel, textiles and agriculture, experience periodic rationalizations that
benefit the consumer through greater product diversity and lower costs.
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operations alive that for-profit investors would not. Many non-profit MFIs do not have
commercial shareholders constantly pressuring for growth and profitability, which can lead to
mergers, acquisitions or closures. Private shareholders are much faster than non-profits at
“pulling the plug” on failing institutions.

Summary
The evolution of capital needs as predicted by the lifecycle model compared to that of
microfinance financing yields several important observations. They include:

e Non-commercial capital has been the main form of early risk capital;

e Non-commercial risk capital remains an important source of funds, even as MFIs mature;

e Some mature and profitable MFIs that should have full access to commercial capital do
not make it a priority, or simply choose not to access it; and

e The microfinance sector has not experienced and may face barriers to mergers,
acquisitions and failures typical of fast-growth industries.

The comparison also suggests that:

e Scarce risk capital is being diverted from youthful and growth-oriented institutions to
mature MFTIs that could likely access private capital;

e Start-up MFIs may be more commercially driven than growth MFTIs;

e Non-commercial capital influence or reinforce non-profit maximizing behavior among
MFIs; and

e Non-profit and non-commercial capital origins of the sector may inhibit sector
rationalization.
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Mainstream Eye for the MFI

2.1 The Mainstream Eye for the MFI

Commercial investors are guided by asset allocation strategies that basically
define the universe of possible investments and the proportion of each asset class they
can buy for a given portfolio.” This means that even before the quality of a specific
investment can be considered, the relative interest of an investor is more or less set.

For the most common types of investors, asset allocation strategies are so well defined, in
fact, that they result in fairly predictable investment patterns. Generally speaking, asset
allocation principles applicable to each of the most common types of investors transcend
international boundaries. This means that the relative proportion of a given asset class
found in a Peruvian or South African pension fund will be roughly the same as those
found in a US or British fund, with obvious differences influenced by local economic
conditions and regulatory regimes.'® Thus, the processes by which investors allocate
funding to different asset classes is of great interest to microfinance, since they can define
the type of investor and the likely amount they are able or willing to consider investing in
MFIs."”

Unfortunately, the asset class or classes to which microfinance investments belong is not
established. This makes it difficult to explain their potential to commercial investors. It
also makes benchmarking, or comparing the performance of a given asset against a group
of its peers, difficult to impossible. This is problematic because most commercial
investors need to prove to regulators and clients that they are making sound investment
decisions.

Establishing MFI investments as an asset class is therefore important if commercial
capital is to be accessed at any scale. It is also a necessary step toward identifying where
MFTI investments fit within investor asset allocation strategies and toward defining the
“universe” of potential investors.

15 Asset allocation, or the process of dividing a portfolio among major asset categories, such as bonds, stocks or cash, has the purpose
of managing risk and maximizing profit through portfolio diversification.

'® It is important to explain that when we speak of asset allocation strategies, we do so at the broadest level. Many readers will note
that asset managers have distinct views on the economy and adjust their holdings strategically. This usually involves differential
weighting of higher and lower risk investments within portfolios. The most common difference is variations of the proportions of
equity versus income investments. (See Figure Five and Six).

'7 For the sake of brevity and unless otherwise stated, MFI investment refers to either direct investments in MFIs or indirect
investment through private funds investing in MFIs.
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MFIs as an Asset Class
The risk and return potential of a given investment is normally understood by comparing

it to an established asset class benchmark. Benchmarks are useful tools that define the
relative standards by which competing investments are judged. Most equity mutual
funds, for example, use the Standard & Poor’s (S&P) 500 as a benchmark. When
assessing an investment, it is important to compare it against the appropriate benchmark.
For example, comparing a bond fund to the Russell 2000 small capital company index is
not particularly meaningful because they have distinctly different risk levels.
Categorizing an asset class is thus critical for understanding an investment’s expected risk
and return potential.

Where MFI investments fit into the rules governing commercial investor asset allocations
is not well established precisely because they are not a well-defined asset class. As a
result, commercial investors considering an MFI investment are forced to judge MFIs on
the basis of perceived rather risk rather than established asset class expectations.
Perceptions vary greatly and are not particularly helpful as a means to understand the
potential for commercial investment

Figure Five
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Figure Six
MFI Investment Perspective - Developing Country Investor
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in microfinance. This led Francis Coleman of Christian Brothers Investment Services to
attempt to place mature and profitable MFI investments on an investment risk spectrum.
(See Figures Five and Six).'® As imprecise an exercise as this may be, the results are
instructive.'’

Coleman explains that among developed country investors, MFIs would be classed as an
emerging market, small capital investment.”* This implies that in addition to normal
liquidity and business risk, microfinance involves additional country currency, transfer
and settlement risks. MFI debt would be viewed as less risky than equity, but is still the
equivalent of small capital company equity. MFI equity, for various reasons to be
explored in Section Five, is at the extreme end of the risk spectrum.”’ Investing in an
MFI investment fund, such as MicroVest, Blue Orchard or LACIF, would be considered
equivalent to intermediate bonds. A triple “A” S&P rating for a local currency MFI bond,
such as those issued by Compartamos, may be considered the equivalent to an emerging
market large capital equity. An un-rated bond issue, or debt in an MFI would be
considered junk, and probably would not be considered by investors at all.

Given the typical range of investment options available in developing countries, MFI
investments have a more attractive risk/reward profile than they do international
investors. (See Figure Six.) Since domestic investors have more intimate knowledge of
local economic environments and because none of the added risks of international
transactions exist, MFI equity would likely be considered a risky small capital equity.**
MFI debt would vary depending on the MFI involved, but a mature institution likely
represents the equivalent of an intermediate bond.”

Asset Allocation and Commercial Investment

Commercial capital investment decision-making or asset allocation strategies follow
fairly simple rules that balance return and income liquidity needs.”* The relative
importance of each is unique to every portfolio, but some generalizations apply.

'8 Francis Coleman is Vice President of Christian Brothers Investment Services (CBIS). CBIS is a socially responsible asset
management company that manages $4 billion worth of Catholic religious institution money. The analysis was given to a workshop
on Socially Responsible Investment and MFIs, held September 3, 2003 in Guatemala City. See Cheng, Julie and Marc de Sousa-
Shields, “Microfinance and Social Responsible Investment in Latin America”, Workshop Report, Enterprising Solutions and the Inter-
American Development Bank, Guatemala, September 2003, http://esglobal.com/resources.htm.

' Note that the discussion of asset classes, the risk associated with each MFI investment instrument is compared to the closest
approximate perceived asset class. This is technically confusing because asset classes are not normally compared to one another (e.g.,
saying MFI debt is comparable to the risk of a small capital equity). Comparisons are not intended to be technically correct rather
they are meant to provide a general sense of how private investors may perceive asset class risk on their risk spectrum. Doing this
gives us an idea of the potential of an MFI investment opportunity relative to the risk spectrum understood by conventional investors.
% The MFI asset classification is generalized and based on input from several social investment fund managers bound by regulatory
and fiduciary compliance in the US and Europe.

! The issue of benchmarking and equity is covered in more detail in Section Five.

22 The size of a small capital company (measured by the amount of equity) varies by country. In a developing country, a small capital
company may have less than $10 million equity capital, whereas in the US it is often defined as a company having less than $500
million in equity.

¥ MFIs may have considerable foreign currency exposure, which adds to the risk factors that investors would need to consider.

* Liquidity is defined as the ability to convert assets (in this case, MFI shares) into cash or cash equivalents.
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Most generally, investors buy more lower-risk, higher-liquidity investments than higher-
risk, lower-liquidity investments. As a result, the proportion of high-grade tradable
securities in most large institutional portfolios is quite large, as it is in most individual
portfolios. Fortunately, for microfinance, asset allocations strategies are not about
reducing, but managing risk. Each asset class has its appeal and a microfinance
investment might find a place within any portfolio, large or small. Of course, asset
allocations are different for each type of investor and they are also strongly affected by
different economic conditions and regulatory and tax environments. Thus, the chance of
microfinance being considered for investment differs by investor type.

It is important to note that, outside of regulatory and macroeconomic studies of
investment patterns, very little has been written about the investment decision-making
patterns of developing country investors. Fortunately, and as noted, basic asset allocation
principles are not that different among countries. Thus, the chance that any of the
common investor types listed below will consider or make a MFI investment is about the
same in a developing country as in a developed nation. This said, developing country
investors are likely to consider MFI investments as less risky than international investors,
increasing their attractiveness.”

What follows is a typology of commercial investors that outlines typical asset allocation
strategies and barriers to investing in MFIs.*

Defined liability and institutional funds include pension funds, insurance funds, trusts
and other funds managed by or on behalf of a private institution. Within OECD countries
there are over $8 trillion in pension fund assets alone. Insurance funds in the US control
over $3 trillion.”” These funds invest in a wide variety of instruments, though regulation
and fiduciary practice portfolios tend to limit the bulk of investment to high-grade,
tradable securities.

Some very large funds buy higher risk assets, such as venture funds, private equity funds
or emerging market investments. These purchases are used to offset risk posed by other
assets in a portfolio and are typically part of well-defined risk diversification and
decorrelation strategies.*®

2 As will be seen, however, the research clearly did not find enough information on the investment patterns and habits of developing
country investors. More investigation is required to build an effective case and strategy for encouraging more domestic investment in
MFIs.

%6 Regulation and taxation issues strongly shape investment decisions. These issues are touched on in this document, though not in
detail. For a fuller treatment of regulatory considerations see MicroNote: Financing MFIs: A Regulatory Context.

7 For full statistics: see Organization for Economic Co-operation and Development web site at:
http://www.oecd.org/dataoecd/20/41/2768608.pdf

2 Correlation is the simultaneous change in value of two numerically valued random variables: for example, the positive correlation
between cigarette smoking and the incidence of lung cancer. In terms of investing and the interests of this paper, decorrelation refers
to two conditions. First, many investors believe that developing country and emerging markets are decorrelated. Second, many also
believe that MFI performance does not suffer, or at least not as much, by the economic environments that cause the fortunes of other
financial institutions to fall. Investing in emerging markets therefore offsets risk found in developed country investments.
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Normally only managers of very large portfolios include high-risk investments in any
significant volume. CalPHERS, the largest US pension fund with assets of $146 billion,
for example, invests around $1.4 billion, or 1 percent of its portfolio in emerging
markets.”’ Of these, most are concentrated in South Korea, Taiwan, and other fairly well
developed emerging markets. The combined total emerging market investment of 15
other large US pension funds, by contrast, was found to be less than $100 million. This is
because fiduciary practice encourages defined liability funds to invest primarily in the
market or currency of beneficiary liabilities. Transaction costs also limit higher-risk,
specialty investments, such as investments in MFIs or MFI funds.* Larger funds also
need to invest several millions of dollars in any single investment to merit the costs of
analysis and fiduciary compliance. MFI investments are rarely this large.

In developing country markets, defined liability funds are growing at a fast rate. They are
subject to strict asset allocations regulations that often stipulate the exact quality and
quantity of assets a fund may buy. Some countries restrict funds to purchasing
government securities.”’ In many Latin America countries, regulations are more liberal
and most funds are able to buy a modest amount of high quality domestic tradable
securities, and an even smaller amount of international securities.*> This allowed
Peruvian pension funds to buy MiBanco bonds, which, with the help of guarantees from
the International Finance Corporation (IFC) and the Corporacion Andina de Fomento
(CAF), was considered an acceptable, high-quality security. As in developed countries,
however, defined liability funds will have a difficult time investing in MFIs without some
form of guarantee, until such time that they become a more defined asset class with an
established historical performance profile.

Publicly available funds are those funds that have passed rigorous regulatory hurdles
allowing sales to the general public. Mutual funds are the most common type of publicly
available funds. They currently control over $14.5 trillion in assets worldwide of which
approximately $6.5 trillion are held in the US alone. Funds mostly intermediate
individual capital, but some is institutional capital. These funds invest in a wide variety of
instruments, though most are publicly traded securities. Asset allocation strategies are
usually linked to a single asset class (for example, blue chip equities, bonds, small caps,
etc.) geared to the market it hopes to attract. The bulk of mutual funds invest in
conservative bond or blue-chip equities. A much smaller number of funds invest in
higher-risk, small capital or specialty investments.

% Figures for 2003. See the CalPHERS Annual Report at: https://www.calpers.ca.gov/mss-

publication/pdf/xtCTINcuOVtOn 2003%20CAFR%20with%20art.pdf

*® Transaction costs include all expenses related to finding, assessing, managing and divesting or closing out an investment or loan.
3! See Hanson, James A. (2003). Banking in Developing Countries in the 1990s, World Bank Policy Research Working Paper 3168,
Washington, DC: World Bank.

32 See Yermo, J., “Insurance and Private Pension Compendium for Emerging Economies, Book 2, Part 2:2a, Pension Funds in Latin
America: Recent Trends and Regulatory Challenges.” Organization for Economic Co-operation and Development, available at:
http://www.oecd.org/document/28/0,2340,en_2649 201185 2742748 1 1 1 1,00.html.
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Mutual funds are bound by numerous rules regulating public offerings. In the US, for
example, they must value at least 85 percent of their portfolio holdings daily. In theory,
they can invest 15 percent in non-liquid investments, such as MFI opportunities. In
practice, however, most funds want to value 100 percent of their holdings daily. There are
exceptions. A new Luxembourg registered, Swiss-based mutual fund dedicated to
microfinance, responsibility, has negotiated a special agreement with regulators to value
their holdings monthly or quarterly. The US-based Calvert Foundation offers a
“community investment note,” which is publicly available as well. The notes are
designed to pay a below-market rate of interest. Structured as promissory debt, these
notes meet all federal and state registration requirements for public distribution.

The costs of launching and maintaining a publicly available MFI mutual fund is a second
challenge, particularly for funds investing in businesses with limited market appeal. This
is because a fund needs to amass $50 million to $75 million in assets within three years to
be an attractive business proposition. Most fund managers do not believe they could
attract this level of funding to a microfinance fund due to the risk level and difficulty of
explaining what amounts to a fairly complex investment.

As with managed money, public funds are also sensitive to transaction costs. In the
mutual fund market, competition is so intense that most funds do not charge a fee for
purchasing them, and there are tremendous pressures for the lowest possible management
fees as well. Complex MFI investments and transactions are, as a result, not affordable
without great scale. Not surprisingly, responsAbility will initially target larger
investments in other private funds investing in MFIs and potentially very successful,
large MFIs.

Public funds have a much shorter history in most developing country markets and tend to
be available only where fairly large, upper-middle-class investor markets and relatively
developed capital markets exist (for example, in Mexico, South Africa and Malaysia).
Funds are typically conservative in nature, favoring a mix of high-quality domestic and
international tradable securities. Funds are subject to similar regulatory regimes and
follow similar asset allocations as those found in developed markets. There are a small
but growing number of social investment mutual funds in developing country markets.
These funds, such as the ABN AMRO’s Fondo Ethical in Brazil, do not typically consider
microfinance investments (even though, for example, ABN AMRO supports MFI
activities).*

Private funds are those that are not cleared by regulators to be sold to the general public.
Rather, they are sold privately to institutional (pension, university and trust funds) and

high net worth investors. Funds invest in a broad range of investments, often in medium-
to high-risk instruments, such as private equity funds for strip malls and high-technology

33 See Bayon, R., J. Chen, and Marc de Sousa-Shields, “Towards Sustainable and Responsible Investment in Emerging Markets.”
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venture capital, or in specialized investment instruments (such as hedge funds). Private
funds usually correspond to a single asset class and are bought by investors as part of
their overall asset allocation strategy. Private funds are not heavily regulated and need
only comply with their own prospectus and general business law.>* Often private funds
have minimum investments of several million dollars as a way to maintain low operating
costs.

Except for those formed to invest in microfinance, few private funds would consider
investing in microfinance. Nonetheless, some small business emerging market venture
funds and equity capital funds, including Avishkaar in India, have made MFI
investments. While a potentially interesting source of capital, local funds have not yet
made significant investments in the microfinance sector.

There are also a handful of private funds dedicated to MFI investments that operate in a
manner consistent with private sector funds. They are discussed in Part Three, which
focuses on non-commercial funds, since it is not yet clear how commercial their
operations really are.”

Individual investors can be divided into two types: 1) those with modest portfolios; and
ii) high net worth individuals (HNWI).*® Individual investors place money in private and
public funds, as well as invest directly in stocks and bonds through brokers. Asset
allocation rules for both types of individual investors depend mostly on a person’s age
and portfolio size. Risk tolerance is generally negatively correlated with age and portfolio
size. Thus, modest portfolios, or those under $500,000, are reasonably conservative,
consisting mostly of mutual funds, blue chip securities, high-yield bonds, and cash/cash
equivalents. Due to the small size of most of their investments, modest portfolios owners
are more risk averse and highly sensitive to transaction costs.

Asset allocations for HNWI are more sophisticated, and portfolio size allows for greater
risk diversification into non-tradable investments, such as MFIs. Investments of this sort
vary widely and often reflect an investor’s personal interests. They can include such
things as luxury real estate, yachts, art collections, racehorses, or, in the case of social
investors, organic farms, alternative energy holdings, and investments in MFIs. HNWI

3* A prospectus is a document disclosing specific financial information required by the ruling investment industry regulators (for
example, the United States Securities and Exchange Commission). Companies issuing stocks or bonds, or selling mutual funds or
other investment products to the public are required to provide a prospectus to investors prior to purchase. Regulations vary by
instrument or investment (for example, what is found in a mutual fund prospectus is different from one for a bond issue or a new stock
issue). What appears in a prospectus also varies by jurisdiction, though generally the same regulatory principles apply. For more
information on this topic, see http://www.investorwords.com/cgi-bin/searchTerms.cgi?term=prospectus.

% Data on private funds are difficult to come by since they are privately held and under no obligation to divulge business information,
except to shareholders. Some organizations, such as Blue Orchard, however, do provide regular information to the public.

3 Accredited or sophisticated investors, including high net worth individuals, institutional investors and certain other entities, are
wealthy investors who can meet certain requirements for net worth. In the US, HNWI are those with over $1 million in assets or over
$200,000 in income for more than two consecutive years. Definitions and regulations vary by jurisdiction, but high net worth
individuals are generally sufficiently knowledgeable about investments or, if not, can afford to pay for such knowledge. Given their
relative sophistication, institutional investors are free to suggest a much wider range of investment products and services than non-
accredited investors. This means any alternative investment, such as in MFIs or MFI funds, are acceptable investment options.
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tend to be less sensitive to transaction costs, particularly when it comes to non-tradable
hobby investments. However, given that HNWIs represent a small portion of the investor
universe, and the large and diverse choice of investments competing for their funds, it is
not surprising that we don’t see a large number of individual investors in the
microfinance sector.

In developing countries, HNWI place much of their investment portfolios in offshore,
hard currency investments, though their asset allocation decisions are similar to those
noted above. But both modest portfolio holders and HNWI also invest significantly in
their own countries and often in small- and medium-sized businesses. Typically, these
businesses are owned within a family or among a small number of associates. There is,
unfortunately, little information on the decision-making processes that result in these
types of investments. As these are the investors with the greatest potential for investing in
MFTIs, research on how domestic investors decide which ventures merit equity
investments could be of great benefit to microfinance.

Financial institution lenders, such as banks and non-bank financial institutions, provide
debt financing to businesses. Their main asset allocation considerations include loan
portfolio management (such as diversification, pricing, terms, etc.), transaction costs,
collateral and reserve requirements, and a host of other business and banking regulations.
Banks regularly lend to businesses with risk-return profiles similar to those of MFIs, but
normally do so only on the basis of long-established relationships and/or with full
collateral coverage. Reserve requirement expenses, which increase as collateral coverage
decreases, play a large role in determining the attractiveness of a bank loan. As most
MFTIs cannot offer significant collateral and do not have long-standing relationships with
banks, commercial bank loans are difficult to source. Even if they can offer collateral,
lending can be complicated by a MFI’s typical lack of cash flow projection capacity.
Most lenders are uninformed about the microfinance sector as compared to the in-depth
knowledge and data they may on other sectors, such as canning or printing.*” Information
barriers between commercial financial lenders and MFIs are, in other words, significant.
A lack of supervision and rating of MFIs by “market approved” rating agencies, such as
Fitch or Standard and Poor’s, further compounds the market’s lack of confidence in
MFIs.

Depositors make distinctly different allocation decisions than other investors. For
depositors, there are five main elements in the decision of where to invest their savings:
stability of the financial institution, yield, access, liquidity and the range of products
offered by an institution.”® The relative importance of each depends on several factors,
but two are most important: type of account and size of deposit.

37 For a good overview see Schneider, Louise, Strategies for Financial Integration: Access to Commercial Debt, Women’s World
Banking, Financial Products and Services Occasional Paper, Women’s World Banking, New York, New York, July 2004, p. 6.
3 Yield on a savings account is defined as net return after accounting for inflation and banking fees.
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Generally speaking, there are three types of savings accounts: passbook and demand, plus
time deposits. Passbook and demand account holders typically favor liquidity over all
other variables. Convenience, measured in the time and money needed to access an
account, is also important. These considerations are exponentially important for low-
income savers who comprise the bulk of MFI savers. These factors are less important for
higher-income passbook savers who want a range of complementary financial services
that MFIs normally cannot provide (such as investment accounts and electronic banking).
For time depositors, yield is typically the most important factor, followed by institutional
stability. Liquidity, by definition, is less of a concern than convenience and ancillary
services. The most important characteristic of time deposit savers is that they are highly
rate sensitive and will switch institutions based on marginal interest rate differences.

Social investors are different from other investors in that they seek both financial and
social returns. Social investors are not a separate class of investors. In fact, almost all
(99.7 percent) of the $2.8 trillion social investor funding worldwide is bound by the same
fiduciary and securities laws that govern conventional investments.

As a result, most funds specializing in socially responsible investing (SRI) are found in
tradable securities, directed by asset allocation strategies remarkably similar to
conventional investors. Comparing the holdings of major SRI and non-SRI mutual fund
companies, for example, could find the two sharing 80 percent of the same stocks.”> This
is because the great bulk of funds are held in screened portfolios that are managed to
avoid only the worst companies doing what social investors consider offensive, such as
selling tobacco or producing nuclear power. Shareholder activists hold the next largest
share of funds. These investors buy shares in companies they do not like with the explicit
purpose of changing business practices found to be offensive. This is done through
meetings with managers, via proxy resolutions at annual general meetings companies, or
through publicity campaigns.

These social investment strategies overarch asset allocation strategies and investment
selection strategies that are same as those used by conventional investors. Together they
limit involvement in MFI-like investments to a fairly tightly defined set of conditions: 1)
when investor demand is great; 2) when it is legally possible; 3) when return potential is
attractive and achievable; and 4) when asset allocation strategies permit.

While these conditions are fairly restrictive, social investors have something their
conventional counterparts do not: a natural predisposition to consider MFI-like
investments. In fact, a survey in 2002 of social investment professionals estimated a
strong interest in microfinance or equivalent investments in developing countries. While

% For a full treatment on social investment, see “Sustainable and Responsible Investment in Emerging Markets” by Enterprising
Solutions, published by the International Finance Corporation in 2003.
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this appetite has yet to be tapped, similar impulses have led social investors to invest $14
billion in MFI-like investments in developed countries. As much as an estimated $120
million of social investment capital has been placed in MFIs.* In these cases, however,
investments have received some form of tax incentive or have required investors to
accept a lower than market rate of return. It is critical to note that despite interest, asset
allocation strategies of social investors in both developed and developing countries have
permitted very few MFIs investments. Among developed country social investors, part of
the reason is that their asset allocation strategies permit very few investments in
developing countries. In fact, only about 0.1 percent of total SRI assets, or $1.5 billion,
has found its way to emerging markets. This limitation alone poses significant challenges
to MFI funding by SRI.

Social investors face many barriers to tapping demand for investment in MFIs. First, as
noted, while demand appears to be significant, few social investment firms have the
resources to develop a specialty instrument for microfinance. Second, even though there
is demand, it is not clear to many social investors that they could recommend an
emerging market small business investment to all but high net worth individuals. Third,
few, if any of the specialty funds available to social investors offer near commercial
terms, which are required by the great majority of social investors.

Summary — The Able and Willing
Asset allocation strategies and regulation combine to dramatically limit the universe of

possible private sector investments in MFIs, even before the quality of the asset is
discussed. The few investment dollars legally able to invest in MFI-like assets are further
reduced by the absence of widely accepted benchmarks and/or ratings from credible
rating agencies. Transaction costs and the difficulty of understanding an MFI investment
also limit the availability of funding.

Any MFTI investors must be highly risk tolerant, particularly patient, able to absorb high
transaction costs and free of regulatory concerns. Internationally, that would be high net
worth individuals who are also socially responsible investors with an interest in both
emerging market and community investments. Socially responsible institutional investors
may also have an interest, but as with conventional investors, they fear unknown risks,
high transaction costs and concerns about remaining in compliance with their fiduciary
responsibilities.

4 Enterprising Solutions Global Consulting, “Social Investment, Microfinance & SMEs, The Potential for Social Investment in MFIs
and SMEs in Developing Countries”, Enterprising Solutions Brief No. 3, www.esglobal.com. Note that community development
finance institutions (CDFIs) are financial institutions dedicated to the development of local economies. They come in a variety of
forms and can include credit unions, non-profit loan funds, business development institutions with financing activities, or
organizations offering low-income housing investment instruments. For more information, see the National Association of

Community Development Financial Institutions’ website at www.nhi.org/online/issues/79/coallaw.html.
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The truth is, without a simple, convenient investment offerings, few developed country
investors will have the courage to invest in MFIs. Some sort of guarantee will, however,
attract institutional investors, social or otherwise, but only if transaction costs are
tolerable compared to other competing investments. Otherwise, MFI investments are
likely to come from social investor charitable fund allocations, from funds they can
afford to lose entirely, from funding that only needs to generate low rates of return, or
when guarantees or subsidies are in place to offset risk or ensure a certain level of returns.

In developing country markets, there is good immediate and long-term promise to
stimulate local investments. Local investors do not face the added risks inherent in
international investment and have a clearer idea of local economic risks. MFIs may also
offer a relatively more attractive risk-reward profile than other competing local
investment opportunities. Certainly, local high net worth investors should be interested
once informed of appropriate opportunities. Some institutional investors could be
attracted if guarantee programs are in place for low transaction cost and widely available
instruments, such as bond issues. A number of commercial banks have lent to MFIs and
could do so increasingly through incentives, such as the use of guarantee funds like those
available through the USAID’s Development Credit Authority (DCA), tax or regulatory
changes. Key to access will be addressing information gaps about microfinance.' Even
when investors are fully informed of the risk and return potential of MFI investing,
securities and banking regulations discourage domestic investors’ interest.

411t is worth noting that while still nascent, social investment exists and is growing in many developing countries. In South Africa, for
example, there is over $1.2 billion in domestic SRI assets, much of which is held in community development investments, including
financial service companies. SRI movements are also growing rapidly in Asia and, to a lesser extent, in Latin America and Africa.
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Non-Commercial Capital and Microfinance

3.1 Non-Commercial Capital and Microfinance

As with commercial investors, non-commercial investors are governed by fairly
predictable — though quite different — investment rules. Understanding their habits and
decision-making is important not only because they are significant MFI funders, but also
because their funding decisions interact with and influence the appeal of microfinance for
private sector investors. Decision-making points vary by investor type, but generally
include:

e Meeting investor’s development objective (such as poverty alleviation);
e Return — whether funds will garner sufficient “development return” on

investment;

e Reputation risk — whether investment will improve an investor’s reputation;

e Compliance with institutional or fund investment Figure Seven
policies;

e Compliance with applicable regulations (such as Investor Typology:

charitable laws and government regulation); and

. Non-Commercial
e Investment transaction costs.

Investors

Specialized Investment Funds

Private & Public Funds Dedicated to Microfinance

There are approximately 45 private social investment funds Charftable Investors
e NGO Support Organizations

dedicated to MFIs.** These funds control an estimated $400 « Foundations
million to $550 million held mostly in debt, though some is
found in the form of equity and guarantees. Of this total are five

new funds set to start up in 2005 with $125 million. This will | PeieoPnenBane
bring the near-term undisbursed supply of foreign funding to « National

Bilateral Investors

just over $310 million and will helped place an estimated $80
million to $100 million annual investments. Almost 80 percent of the funds operate
internationally from developed country markets.

Many funds are affiliated to various degrees with established development organizations,
mostly NGOs. Of these, several are affiliated with a sponsor organization (e.g., ShoreCap
is affiliated with ShoreBank and ACCION Investment Management with ACCION

2 This number is drawn from a recent CGAP study of foreign investment in mircofinance (see Ivantury, Gautam and Julie Abrams,
The Market for Microfinance Foreign Investment: Opportunities and Challenges, for the 2004 KfW Financial Sector Development
Symposium, Berlin, 11" and 12", November 2004). and defines private funds as those not controlled by public institutions (despite the
fact that over 80% of funding for private funds comes from public sources). Moreover, it is difficult to estimate the number of funds
because the line between an investment fund and an organization giving grants or the occasional loan can be blurry. See the MIX
Market for a fairly complete listing of the funds.
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International). Many funds are owned and managed as part of an MFI network support
organization. They operate with varying degrees of independence and formality — from
totally independent subsidiaries to a department within an organization.*’ A small
number of funds are independently incorporated businesses (such as Blue Orchard and
responsAbility).

Some funds offer capital at near market rates, but the majority are below market. In most
cases, interest rates or expected returns in the case of equity, are not only below market
rates but they often do not, in the case of hard currency lending, account for potential
currency devaluation or foreign exchange risk. Not surprising, while there is a small
trend toward attracting private capital, most funds are not, and do not seek to be
profitable.** Many are in fact heavily subsidized either by donors or investors willing to
take below market rates of return. As a result, very few funds can cover full operating
and financing costs through investment income.” Approximately 90 percent of MFI
investment funds comes from international financial institutions, bilateral donors, and
individual and institutional donors.

Table Three
MFI dedicated Funding by Segment

(millions $USD for international funds only)

Private Funds Public Funds All Investors 1] Numbgr e
Volume Institutions
Equity Debt i Guarantees
Regulated MFls 101.3 134.1 424.1 80.6 535 795.6 114
Unregulated MFls & 33.9 05 55 0.6 77 482 110
Cooperatives
Unclassified MFIs 141.7 23.4 52.53.50 15.4 222 254.7 293
Total 276.9 158 481.6 96.6 83.4 1096.5 517

Source: Ivantury, Gautam and Julie Abrams, The Market for Microfinance Foreign Investment: Opportunities and Challenges, for the
2004 KfW Financial Sector Development Symposium, Berlin, 11t and 12, November 2004

* For detailed descriptions of funds see Goodman, Patrick, “International Investment Funds: Mobilizing Investors Towards
Microfinance”, Appui au Developpement Autonome, Luxembourg, November 2003, available at:
http://www.microfinance.lu/comas/media/fondsinv_endefl].pdf and Enterprising Solutions Global Consulting, “Intermediating
Capital to MFIs: A Survey of Financial Intermediation to Microfinance Institutions”, Enterprising Solutions Brief No. 2,
www.esglobal.com.

* Many funds are quasi commercial in the sense that shareholders or fund investors accept lower than market rates of return on their
investments, even though funds charge at or near market rates to portfolio companies and otherwise operate as commercial investors.
Such funds certainly could not operate as commercial entities if they were paying full risk adjusted rates of return to investors.

* Due to a lack of public disclosure among the funds, assessing their financial performance is difficult and fraught with a great deal of
uncertainty. The basis for these assumptions can be found in Goodman, Patrick, “International Investment Funds: Mobilizing
Investors Towards Microfinance”, Appui au Developpement Autonome, Luxembourg, November 2003,
http://www.microfinance.lu/comas/media/fondsinv_endefl].pdf and Enterprising Solutions Global Consulting, “Intermediating
Capital to MFIs: A Survey of Financial Intermediation to Microfinance Institutions”, Enterprising Solutions Brief No. 2,
www.esglobal.com and interviews with fund managers.
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Table Four

Foreign Investment in MFIs by Segment
(% of total investments by international funds only)

Private Funds Public Funds All Investors Wl N‘”T‘be.' i
Volume Institutions
Debt Equity Debt Equity ~ Guarantees
Regulated 3% 85% 88% 83% 64% 2% 22%
Unregulated MFis & 12% 0% 1% 1% % 40% 21%
Cooperatives
Unclassified MFIs 51% 15% 1% 16% 27% 23% 57%
Total 100% 100% 100% 100% 100% 100% 100%

Source: Ivantury, Gautam and Julie Abrams, The Market for Microfinance Foreign Investment: Opportunities and Challenges, for the
2004 KfW Financial Sector Development Symposium, Berlin, 11 and 12, November 2004

The predominant MFI investment funds (i.e. those controlling the majority of fund
capital) typically require MFIs to be profitable (or close to it) as a prerequisite for
investment. This requirement has led to the majority of funds to be invested in larger,
regulated, urban-based MFIs. In fact, the concentration of funds is considerable. (See
Tables Three and Four) Over 70 percent of all funding is invested in 114 regulated MFIs.
Just less than 85 percent of private equity and 83 percent of public equity is found in the
same, large MFIs. Approximately 37 percent of all private fund debt finance is invested
in larger MFTs, but a startling 88 percent of public debt and 64 percent of guarantee
funding is found in the same institutions. ProCredit banks, which represent 3 percent of
funding recipients, receive 34 percent of all funding by volume, and 60 percent of all
private and public equity combined. Smaller and unregulated institutions as a result
receive a much smaller share of funding on a per institution basis. A good deal of
funding for smaller, non-regulated MFIs comes from Oiko Credit and Rabo Bank
Foundation, which fund 160 and 90 MFIs respectively with average loans sizes of
$422,000 and $100,000 respectively.*

4 Heinen, Erik, The MFI as borrower: institutional characteristics and repayment performance The experience of Oikocredit in
lending to 93 micro finance institutions (1993-2002) forthcoming for the MicroBanking Bulletin, March 2005; and Ivantury, Gautam
and Julie Abrams, The Market for Microfinance Foreign Investment: Opportunities and Challenges, for the 2004 KfW Financial
Sector Development Symposium, Berlin, 11" and 12", November 2004
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Table Five
Average Public & Private Debt Investment in MFIs

($USD)

Private Public Public & Private
Regulated MFIs 888,596 3,720,175 6,961,404
Unregulated MFIs, Cooperatives & 435,732 142,680 751,613

Unclassified MFls

Overall Average Debt Investment 535,590 931,528 1,467,118

*includes $ 83 million in guarantees
Source: derived from data found in: Ivantury, Gautam and Julie Abrams, The Market for Microfinance Foreign
Investment: Opportunities and Challenges, for the 2004 KfW Financial Sector Development Symposium, Berlin, 11t

and 12t November 2004

Table Six
Geographic Distribution of MFI Fund Funding

(% of Total Investments)

Private Funds Public Funds All Funds
Debt Equity Debt ‘ Equity ‘ Guarantee Percgnta_\ge &
Institutions
Eastern Europe & Central Asia 13% 47% 67% 71% 2% 46% 17%
Latin America & Caribbean 59% 43% 31% 14% 76% 42% 38%
Sub-Saharan Africa 11% 9% 0% 6% 11% 6% 22%
East Asia & Pacific 9% 1% 1% 4% 1% 3% 12%
South Asia 8% 1% 0% 5% 1% 3% 9%
Middle East & North Africa 1% 0% 0% 0% 8% 1% 2%
Total 100% 100% 99% 100% 100% 100% 100%

Many other funds that control a relatively small amount of capital likewise invest in
smaller institutions. SIDI, for example, makes loans as small as $5,000. The minimum
loan size range is thus broad, extending from $5,000 to $2.5 million. The common range,
however, is approximately $50,000 to $500,000, with averages of $300,000 for non-
regulated and $900,000 for regulated institutions.

Table Five shows in more detail the concentration of debt funding. Regulated MFIs
receive on average twice the debt from private sources and 26 times more funding on
average from public sources than non-regulated and cooperative MFIs. Smaller and non-
regulated institutions receive loans 81% the size of the average private investment and
15.3% the size of average public fund investment.

The geographic distribution of funding is equally concentrated. Table Six shows that
Latin American and Eastern European MFIs received over 88 percent of all investment
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funding. Latin America alone receives 60% of all private and 31% of all public debt. This
distribution is due to the large number of mature, regulated MFIs in Latin America, and
the successful efforts of ProCredit banks in Eastern Europe. Three Eastern European
ProCredit banks alone, for example, have received 4 percent of all private funding and 13
percent of all public funding. Banco Solidario (Ecuador) and Confianza (Peru) received
one third of all funding.

Multilateral Development Institutions and Bilateral Agencies Grant
“Investment” Funding

Though growing in importance, MFI fund capital has been dwarfed by grant funding
provided by development institutions (such as multilateral financial institutions, bilateral
aid agencies and national development banks), which, over the past five to ten years,
have invested between $5 billion and $10 billion in microfinance. Investments come in
various forms — from technical assistance, to no- or low-cost loans, to direct equity
contributions. Most, if not all, the grant and investment capital from development
institutions comes from taxpayer revenue or bonds issued on the strength of sovereign
guarantees. As with non-commercial social investment funds, the cost to MFIs of capital
from development institutions varies from free grants to loans at near commercial terms.
Allocation patterns are a function of an MFI ’s overall policy direction (as opposed to the
needs of the microfinance sector or the interests of the private sector) and the need to
balance social and financial returns. Most MFIs attempt to operate in 1as commercial
manner possible, though strategy, policy, and incentives structures can inhibit such a goal.

Foundations

Other important non-commercial investors include foundations, such as the Ford
Foundation and Rockdale Foundation, and charitable non-profit organizations, such as
ACCION International, Women’s World Banking, Cordaid, Novib and UNITUS. While
the volume of investments from non-profit organizations is much less than that from
other non-commercial investors, these non-profits have mobilized a considerable amount
of private charitable funds for MFIs worldwide. In addition, they provide significant
technical assistance. Their funding is distributed mostly on a grant basis, though many —
as noted — have lending and equity investment programs. Some, such as the Ford
Foundation and the MacArthur Foundation, have program-related investment loans which
offer low- or no-cost loans for highly innovative opportunities. The Ford Foundation, for
example, was an investor in ProFund, a specialized equity investment fund for Latin
American MFIs. The Rockdale Foundation is supporting pioneering activities for Middle
Eastern MFIs.
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Apex Institutions

. . . . o 47
Another significant source of non-commercial funding comes from apex institutions.

Apexes take a variety of forms, though most are funded and controlled by governments.
Some are run directly by government departments, others channel funds through national
development banks, foundations, trust funds, or non-profits organizations. There is no
global estimate of apex fund assets, though they have been a significant player in the
financing of microfinance. Often driven by government priorities, capital allocation
criteria vary greatly, though political influences are usually present.*® Eligibility criteria,
for example, do not always demand best practice management or commercial viability. It
is also common that investment allocations are based on political jurisdictions. Rates are
often heavily subsidized and the terms are generous.

Some apex institutions, such as the Palle Karma Sahayak Foundation of Bangladesh
(PKSF), which has lent money at below market interest rates, have been praised for their
support of the microfinance sector. Some argue that these “soft loan funds have partially
replaced grants to MFIs,” indicating a positive move toward microfinance
commercialization.*” The evidence of this trend is limited, however, and, for the most
part, apexes seldom contribute to best practice microfinance. As Fred Levy observes,
“there are few examples... where MFIs have gained access to the financial markets as a
result of the direct efforts of a national apex institution,” and, in many cases, the incentive
to seek commercial funds is weakened by the availability of easier funding from the

50
apex.

Non-commercial Capital Allocation Patterns

While non-commercial capital can attempt to emulate private sector capital, it has been
mostly unsuccessful. This is not to say that non-commercial funders do not make good
investment decisions. Many do. But because return is seldom the primary concern, non-
commercial capital allocations are considerably different from those of commercial
capital. There are eight notable implications of non-commercial capital allocation
patterns.

1. Non-commercial capital can go where private financing finds it difficult or expensive
to go. Non-commercial capital has, in fact, largely funded the development of
microfinance. It still supplies the sector with a significant amount of risk capital and will
remain a vital source, particularly if it is employed with the explicit goal of assisting in
the transition to private capital. This will require a shift from the traditional focus on
supporting better asset management to a broader emphasis, including more support for
liability and capital management.

47 Apex microfinance institutions are defined as institutional mechanisms operating within a single country or integrated market to
channel financial resources, with or without technical assistance and other support services, to a significant number of retail
microfinance institutions.

* Levy, Fred, “APEX Institutions in Microfinance”, CGAP Occasional Paper No. 6, January 2002, www.cgap.org.

4 P. 31, Commercialization of Microfinance: Bangladesh, Stephanie Charitonenko, Asian Development Bank, 2002.

50 Levy, Fred, “APEX Institutions in Microfinance”, CGAP Occasional Paper No. 6, January 2002, www.cgap.org, page XX
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2. Non-commercial capital continues to support small MFls, some of which are
experimenting with reaching poorer clients or with new product development. A good
number of non-profit organizations also establish MFIs with the intention of supporting
or complementing other activities, such as business or community development, health or
educational services. Few of these, however, have a plan for achieving sustainability.
Others seek to serve a particular market, such as a religious community or refugee
population, markets that are often too small to provide MFIs the scale to become
commercially viable. Similarly, apex institutions often distribute funds based on political
expediency as opposed to sound investment practice, with little regard for performance.
Even less favorable, non-commercial capital also continues to support many small MFIs
with little future for growth or self-sufficiency. Supporting smaller and unconventional
institutions should be done with an eye to helping establish the next set of high growth
MFIs.

3. Funds are highly concentrated in large and regulated institutions

Investment allocation decisions by private investors is somewhat concentrated for both
debt and equity. Public investment is highly concentrated in large, regulated Latin
American and Eastern European MFIs. Areas with reasonably mature microfinance
markets in Sub-Saharan Africa and Asia have received very little funding.

4. Many large, profitable MFIs receive non-commercial capital, even when they could
access private sector capital. There are many reasons for this, wanting to invest in a
success story primary among them. Non-commercial capital stakeholders are often
pressured to demonstrate strong social impact. Commonly measured in terms of numbers
of clients, this goal is achieved faster by investing in larger MFIs than smaller ones.
Many non-commercial investors, such as development institutions, also need to invest
fairly large amounts of money that small MFIs simply cannot absorb. Similarly, some
private social investment funds rule out investments in smaller MFIs simply because
fixed transaction costs are too high given the modest sums that could be invested. This
makes investing in the private MFI specialty funds attractive to many multilateral and bi
lateral investors, as they are able to disburse more money to smaller investments.

Non-commercial capital preferences for large MFIs and MFI specialty funds may be
diluting the risk tolerance of their bilateral and multilateral investors. That is, non-
commercial funds control and allocate what is theoretically the highest-risk capital
available to MFIs. Their allocation pattern, as noted earlier, favors larger, mature MFIs.
This increases the scarcity of risk capital to the 200 to 300 smaller MFIs that could
potentially grow rapidly to “in-fill” markets and incite competition (that is the next
generation of successful MFIs). Such allocation patterns are also thought to be
discouraging MFIs from seeking commercial sources of funding, particularly deposits.
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5. Non-commercial capital allocations have favored investing in non-profits more than
for-profit institutions. This reinforces the social objectives of microfinance, possibly
forestalling mergers, acquisitions and even failures required for healthy sectoral growth
and competition. As a result, investing in MFIs where owners risk future and current
income is not common, but it would likely provide greater growth and development
opportunities.

6. Non-commercial fund pricing may be distorting local capital markets. Very few non-
commercial investors lend under purely commercial terms, and most significantly under-
price the market. In Part Four, the activities of non-commercial private funds, dedicated
to MFIs in particular, are considered. The assessment includes a comparison of the price
of US denominated government bonds from a selection of developing countries to the
prices charged by a sample of some of the more commercially oriented funds. (See Table
Nine, page 44). It finds that these funds are far from charging commercial rates. In
addition to undercutting local lenders, the funds may also be encouraging MFI
inefficiencies and/or discouraging local capital searches, particularly deposit
mobilization. The existence of highly subsidized bilateral and multilateral funding
complicates the market for lending to MFIs as many of the investment funds, subsidized
or not, can not compete with the availability of very cheap capital.

7. Most non-commercial funders cannot invest in equity, a scarce form of MFI
financing. Bilateral institutions, for example, are not legally able to buy the shares of
private companies. Some invest indirectly via non-profit intermediaries. This drives up
the cost of capital and can dilute the sense of ownership and control. As argued in Part
Three, the lack of direct and vested ownership is a critical limitation of most non-
commercial capital.

8. Non-commercial funders simply do not have enough capital to satisfy demand nor
are there significant market incentives for changing allocation patterns. Limited
operating budgets and staff with varied levels of “investment literacy” restrict non-
commercial investment. Development institutions have few staff that understand MFI
investments well enough to select the best investments, resulting in an inefficient
allocation of the limited capital they have to offer. Also, some claim that the market for
placing debt in regulated, large MFTIs is peaking. The argument is that larger MFIs will
replace expensive debt with lower cost savings. While this may be true on an institution
by institution basis, conservative projections -- assuming efforts to replace debt with
savings continue at their current pace -- show the annual demand for debt among
regulated and large MFIs will grow to $2 billion annually in 2009, up from about $450
million today. Assuming current growth patterns, public and private debt funds together
would serve less than 10% of the projected demand. (See Appendix Four) This means
that rather than becoming smaller, the demand for debt among larger MFIs will actually
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increase and should remain a seductively inexpensive market for international funds to
serve. The unregulated MFI debt market will also increase from $220 million to around
$1.5 billion in 2009, but again, this market will demand smaller investments,
unattractively increasing transaction costs to funds.

Summary
As a result of their pioneering role and current involvement in the microfinance sector,

non-commercial investors have had a significant impact and influence on MFI financing
patterns. As with private investors, they have relatively common asset allocation
strategies that result in identifiable distribution preferences. Clearly, the relative
abundance of funding for successful and high profile MFIs has serious implications for
supporting the “next generation” of successful MFIs. This funding concentration may
also be affecting market dynamics dampening competition and sector vitality, and hence
interest from private sector investors. While it may be understandable why private funds,
with a few investors with commercial return expectations would favor larger, regulated
institutions, it is surprising that public sources do so, particularly given are the primary
source of industry “risk capital.” Their investment in private funds has helped move
down scale somewhat, but the impact is limited if one that considers Oiko and RaboBank,
which do not use public institutional money, account for a significant share of
investments in smaller MFTs.

A second important conclusion is that while commercial MFIs may be on the rise, the
majority of them have grown from non-profit institutions that historically received the
bulk of public and private funding support. Non-commercial funding allocation may thus
be reinforcing the sector’s mission-driven ethos, which is at odds with many of the
preconditions to attract private capital. While arguably unavoidable in the pre- “best
practice era,” concentrating non-commercial capital in the most successful MFIs may not
be the best way to maximize the positive impact of the limted source of risk capital to
create a strong commercial microfinance sector.
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Imprints and Impulses: The Influence of Non-
Commercial Capital in Microfinance

4.1 Imprints and Impulses: The Influence of Non-Commercial Capital in
Microfinance

In 2002, CGAP published an influential paper entitled Water, Water Everywhere but not a
Drop to Drink. ' This paper defined in a succinct way the financing challenges facing
MFTIs in the mid to late 1990s. Its central thesis was that the capacity to absorb capital
and not the lack of it was the main constraint to growth faced by the microfinance sector.

Over the last several years, however, capital does not seem to be as ubiquitous as it once
was, and financing has taken on a new urgency. Over 90 percent of the 120 MFIs
surveyed recently by the CGAP cited lack of capital as the single most important
constraint to growth. Capacity remains a challenge, to be sure. The sector still has trouble
attracting experienced managers and directors, it continues to struggle with new product
development, and business systems are often inadequate. At the same time, however,
advances in and access to best practice knowledge, improving regulatory regimes and
stronger sector associations, among other things, have had a cumulative and positive
effect on the sector’s capacity.

So while it may be a stretch to claim (as some have) that there are no human resource
limitations in microfinance, it is clear that many MFIs can profitably employ commercial
capital to invest in the capacity required to grow.”*> From a commercial investor’s
perspective, it is also clear that the sector’s limited ability to attract private capital is at
least partly symptomatic of its having been midwifed by non-commercial capital, whose
$5 billion and $10 billion investment over the last five to ten years has left an indelible
imprint on the sector. This influence has fashioned an industry that is still largely driven
by social mission but is increasingly adopting (in varying degrees) conventional business
practices and perspectives. For this reason, the transition to private capital is as much
about managing the residual non-profit influences and non-commercial capital
interventions as anything else. As Robert Peck Christen and Elisabeth Rhyne explain, the
industry is in transition from one that “has been driven fundamentally by development
concerns” to one increasingly led by “by the twin concerns of the competitive
marketplace: market share and profits.”

! CGAP Donor Brief, No. 3, “Water, Water Everywhere but Not a Drop to Drink,” CGAP Donor Brief No. 3, May 2002, available

at: http://www.cgap.org/publications/donor_briefs.html

52Tt is important to point out that the focus here is not on the many thousands of tiny programs scattered around the world, but rather
the 200 to 300 “second tier” MFIs. These are MFIs that typically have more than 1,000 clients, a good deal of operating experience,

and a basis for strong potential growth.

%3 Rhyne, Elizabeth and Robert Peck Christen, (1999) Microfinance Enters the Marketplace, USAID, Washington, D.C., page iv.
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No Longer Not-for-Profit in the Service of the Poor?

A residual non-profit mentality is a hallmark of the sector’s origins. While diminishing at
the management level of mature MFTIs, this sentiment is still quite strong at the ownership
level. Most telling is the continued preference for the term “sustainability” over
“profitability.” This may be a subtle distinction, but it reflects an inherent resistance to
the commercialization of microfinance and to accepting one of the most basic concepts of
commercial activity: maximizing profits.

In fact, the non-profit model seldom translates into superior MFI performance despite its
preferential tax treatment and lack of regulation and supervision.”* On almost all
indicators, for-profit MFIs outperform non-profit MFIs regardless of age or region of
operation. (See Table Seven) In a recent study, Nimal Fernando found that for-profit
institutions tend to have stronger

Table Seven
Comparative Performance: Non-Profit and For-Profit MFIs

Commercial Administrative

. Adjusted Return Adjusted Return Portfolio at Risk
| FehE | on Assets on Equit Expelses) (30 Days)
Liabilities quity Loan Portfolio y

2003

Not-for-Profit 338 -0.3 05 20.0 6.4
For-Profit 100.3 0.4 6.3 23.3 7.0

2001

Not-for-Profit 44.3 6.4 -233 37.3 28
For-Profit 120.6 -1.03 2.3 27.1 27
Source: MicroBanking Bulletin, Issue 9, July 2003, and MicroBanking Bulletin, Issue 7, November 2001.

governance, greater stability, better access to capital, increased equity and greater scope
and scale.”

** The comparison should be tempered in light of the fact that many commercial MFIs have been supported by a good deal of grant
and subsidized capital.

% Fernando, Nimal, “Micro Success Story? Transformation of Non-government Organizations into Regulated Financial Institutions,
Asian Development Bank, June 2004.
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Institutional transformation from a not-for-profit to a for-profit MFI has proven an
excellent laboratory for highlighting the limitations of the non-profit business model.”® A
key observation from those who have studied transformations is that creating a
commercial business culture within a previous not-for-profit business is a central
challenge.’’ The need for and difficulties in addressing technical challenges, such as
upgrading systems,improving staff skills, and complying with increased supervision
cannot be understated; but the ability to develop and then harness professional
management and governance capacity, however, has proven time and again the true test
of transformation.

Accepting a for-profit vision is especially difficult at the ownership level. This is
particularly true if new commercial capital is involved. Sharing control of strategic
priorities can cause major business “culture shock,” particularly when profit-maximizing
owners collide with socially-oriented owners.”® This shock is felt most when commercial
shareholders, and this would include the majority of social investors, actively and
anxiously push for growth and profit maximization. Non-commercial shareholders,
whose primary mission is developmental, do not have the same concerns for protecting
their equity investment as commercial shareholders do. In addition, board representatives
of non-commercial capital do not have as personal a stake in the MFI as private investors
do, which potentially dilutes their level of commitment to effective oversight.

This is not to say that non-commercial capital funders and their managers do not have
anything at stake when investing in MFIs. They risk their reputation, careers, status, and,
in some cases, livelihoods. But these risks are different from those encountered by
commercial investors that employ life savings or the capital of friends or family
member.”’ Obviously, too, many MFIs have thrived under a not-for-profit model, as non-
commercial capital has greatly contributed to the growth of the sector. But a lack of “true
private ownership” results in a very different governance mentality and growth
perspective.

Imprints of a mission-driven history complicate what should be a straightforward impulse
for growth. As the sector matures, the limitations of a non-commercial approach are all
the more apparent. As Peter Kooi wrote of ACLEDA, “grant equity caused problems

% We have not taken into account external considerations, such as market environment and regulatory regimes, that normally
complicate transformation, particularly when there is more than one potential corporate status to choose from or a lack of an
appropriate regulatory regime.

57 See for example: Campion, Anita and Victoria White, “Institutional Metamorphosis: Transformation of Microfinance NGOs into
Regulated Financial Institutions”, Microfinance Network Occasional Paper No.4, 1999; Fernando, Nimal, “Micro Success Story?
Transformation of Nongovernment Organizations into Regulated Financial Institutions, Asian Development Bank, June 2004;
Castello, Carlos and Danel, Carlos, Transformation and Expansion of Microfinance Instiutitons, in “Challenges to Microfinance
Comercialization”, Microfinance Network and ACCION International, 2002, Kelly Hattel and Sahra S. Halpern, editors.

%% Financial cooperatives, which are normally already regulated institutions, confront similar challenges when adopting a growth and
profit maximizing mission.

*? To be fair, non-commercial capital allocation strategies, as we have seen, are not designed to maximize profit nor are most of the
supplying institutions structured in a way that can support this aim.
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around the uncertainty of ownership as it delayed bringing private investors in.”® On the
flip side, Paul Dileo notes: “Early cultivation of local investors to establish a track record
as a reliable borrower” was key to the rapid success of BASIX, an Indian MFL®' As
opposed to being hampered by the search for private capital, the growth and development
of BASIX was accelerated by it. While it may not have been true in the mid to late
1990s, given what the sector knows today, even the most poorly structured commercial
loan or private investment could impart greater market discipline than the most well
conceived grant or donation.

Non-commercial capital combined with the not-for-profit business model and mentality
combine to provide several sectoral-level barriers to the transition to private capital. At
the simplest level, the charitable instincts of some non-commercial capital has sustained
many poorly managed and ill-conceived MFIs long after they should have failed, merged
or grown into something much larger. These MFIs are not “market tested” through the
search for commercial capital and drain precious resources away from growth-oriented
MFTIs.

Characteristics of the not-for-profit business structure also complicate transitions to
private capital. Non-profits do not allocate retained earnings to shareholders. Developing
the taste to do so is a habit that MFIs have yet to fully embrace, even when ownership is
shared with commercially oriented non-commercial capital. This is because in the
absence of direct ownership, most non-commercial capital is highly patient and does not
depend on returns for income. Unfortunately, most private capital is not like this, and
requires income as part of the incentive to invest and seeks verifiable dividend histories
as a means to gauge potential. More than the small handful of MFIs that have provided
dividends are going to be needed to demonstrate that MFIs are serious about attracting
private investors.

A more complex, far reaching challenge, is that non-profit structures do not encourage
mergers, acquisitions or, more importantly, being acquired. Given the nature of most
non-commercial partners’ funding sources, exiting from deals is important, but not to the
same intense and consuming degree it is with their private sector counterparts, venture
and equity investors. For them and many owners of firms in new, fast growing sectors,
an objective is not to retain ownership but to be bought by a larger entity. Many
businesses explicitly structure themselves and their financing to make themselves
attractive for sale (for example, becoming highly leveraged to gain market share). The
non-profit ownership model and mentality, by contrast, is one of perpetual existence.
This tendency is compounded by a non-profit ownership control that is heavily vested in
the notion and fears that commercial interests will cause mission drift (see below).

% Kooi, Peter, Raising Capital through Equity Investments in MFIs: Lesson from ACLEDA, Cambodia, UNCDF/SUM and UNDP
Africa, New York, NY, 2001.

% DiLeo, Paul, “Building a Reliable MFI Funding Base: Donor Flexibility Shows Results”, CGAP DIRECT Case Study in Good
Donor Practices No. 5, April 2003, http://www.cgap.org/docs/CaseStudy_05.pdf. Data from early 2003.
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The for-profit business model is quite different. It is based on making profits, the hope of
which pushes businesses to become large and successful, or, if not, die trying. In some
cases this openness and drive simply prepares a for profit business for acquisition or
failure. Either way, the clients benefit from competition of increasingly competent
institutions. Markets with just one or two relatively strong institutions and a plethora of
smaller institutions with poor prospects for growth is not only bad for sector
development, but for clients — both those being served and those waiting to be served.

Mission Drift without Non-Commercial Capital?

MFTI growth is complicated by the fear of mission drift, or the threat that as an institution
becomes more commercial, for-profit instincts will cause it to “drift” from the low
margin, low-income market to a higher-margin, small business market. This worry
intensifies when MFIs consider the introduction of outside commercial equity capital.

Figure Eight
MFIs: Drifting Down, Not Up?
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Robert Christen suggests that the worry over mission drift may be overestimated.®”
MicroRate data support this claim.®> Mature Latin American MFIs, for example, show
some upward movement of the average loan size, the standard measure of mission drift.
Median loan sizes are not increasing, however, suggesting the sector is simply serving a
broader range of clients than before, some of whom need larger loans. And as these MFIs
grow, the number of small loans increases, resulting in more of the poor being served
overall.

What is important about this finding is not that successful MFIs continue to serve the
poor, but that they are doing so in a way that proves the viability of the low-income
financial service market. This is the true mission of microfinance, for if a viable market
exists, it will continue to be served, if not by the MFIs then by banks or other financial
institutions. As Christen notes: “when shown a good business opportunity, banks take it —
regardless of the client group — as long as it fits with their other core activities.”®* The
work of the sector is not necessarily about serving the poor, but proving it represents a
viable market for commercial capital.

If the market is viable, commercial banks or other larger financial institutions will
inevitably play a significant, if not dominant, role in the future of microfinance. This is
true, not just for the commonly cited reasons, such as superior branch structure, greater
access to inexpensive funding, or better technology, but because of the new market
dynamic they will create as they enter the market. Undoubtedly, they will target the most
viable and profitable clients, particularly from large urban markets. This will force
traditional MFIs to grow, innovate or strategically market themselves to other low-
income clients, most likely the poorest of the poor in urban markets and increasingly
those in rural areas. (See Figure Eight)

This dynamic is likely not only because the microfinance market is viewed as
increasingly viable, but because commercial financial institutions, particularly domestic
commercial banks, are facing declining margins in their intensely competitive traditional
higher-income markets.® This reality is forcing them to consider new markets. Tumbling
technology costs, and improved and adapted credit technologies make downscaling
initiatives increasingly attractive.

The process of commercial bank downscaling has already begun in many countries. In
the late 1990s, very few banks were involved in the market.®® Today, most countries have

62 See: Christen, R.P, “Commercialization and Mission Drift: The Transformation of Microfinance in Latin America”, CGAP
Occasional Paper No. 5, January 2001, http://www.cgap.org/docs/OccasionalPaper 05.pdf.

% MicroRate, “The Finance of Microfinance”, October 2002, www.microrate.com.

¢ Christen, R.P, “Commercialization and Mission Drift: The Transformation of Microfinance in Latin America”, CGAP, page 35.

% As financial liberalization increases in developing countries, international commercial banks are gaining a greater share of local
markets. A recent World Bank study by Claessens, Demirguc-Kunt and Huizinga shows that in the liberalizing context, the profit of
domestic commercial banks across a range of developing countries is declining in the face of international bank competition.

% Valenzuela, L., “Getting the recipe right: the experience and challenges of commercial bank downscalers”, ACCION International,
2002.
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a bank or two active or actively interested in the market. A recent Inter-American
Development Bank conference on microenterprise and microfinance saw no fewer than
20 commercial banks participating. As telling, large international MFI non-governmental
support organizations have begun partnering with commercial banks, and consulting
practices have begun developing expertise and services to assist with commercial bank
downscaling. Some banks are actually already doing microfinance without calling it that.
A survey of over 900 bank products in Mexico, for example, found four very large
commercial banks with over ten microcredit and savings products, that under any
measure of the definition were microfinance best practice products.®’

Summary

The purpose of this section is not to disparage non-profit organizations and non-
commercial capital providers or their accomplishments. Rather, it is to point out the
inherent limitations of these models as they affect access to private capital. A broader
objective is to discuss how commercial capital is a key element — not just in sustaining
existing MFTIs, but to elaborate how it is contributing to a new market dynamic that offers
the most potential to meet the sector’s goal of serving the greatest number of the world’s
poor with permanent microfinance services. Our findings and arguments include:

e Seeking profits maximizes growth;

e Non-profit business models rarely maximize profits;

e Risking one’s own capital and that of others improves financial performance;

e Non-profit ownership is a source of commercial investor concern;

e Seeking non-commercial capital reinforces impulses and instincts that make
access to commercial capital more difficult, while seeking commercial capital
does not;

e The entry of commercial capital to microfinance will not cause mission drift.
Rather, it will create a market dynamic supportive of innovation and growth,

helping to serve a greater portion of the world’s poor;

e As microfinance becomes more commercial, banks and other financial institutions
will serve a greater share of MFI markets; and

e Existing MFIs need to be the innovators and pioneers, reaching new and poorer
microfinance markets in the future.

67 Research findings by Enterprising Solutions for a World Bank study on commercial bank microfinance market participation by
commercial banks undertaken in 2002.
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Commercial Capital Challenges

5.1 Commercial Capital Challenges

Attracting and managing private capital begins with sound liability management and
decision- making. This is more than a just function of meeting funding needs. Each type
of capital has its advantages and disadvantages. Cost implications are key, but so are
other considerations, such as the mix of funding, the flexibility of liability structures and,
of course, liquidity management. More complex yet is that every operational decision —
financial and non-financial — has immediate and long-term financial management
implications.

MFT liability management is further complicated by the simple fact that institutions
seldom have easy access to the variety of capital resources enjoyed by other financial
institutions. The barriers to each type of capital — deposits, commercial debt and equity —
offer specific challenges that are addressed below.

Savings

Savings are the most prized form of funding for small financial institutions. They are an
attractive pro-poor product as well as a stable, low-cost source of funds. The introduction
of savings has also been credited with attracting more clients, improving customer
satisfaction and loan repayment, and motivating better institutional governance. Savings
MFIs are also more likely to be fully funded commercially than other MFIs, and rely less
on commercial borrowing.®® This trend is consistent with mature developed country
markets where savings typically constitute up to 85 percent to 95 percent of the funding
base of small savings institutions.”

If savings are so valuable, why do many MFIs not take them? The main reason is that the
microfinance industry developed primarily from non-profit organizations that were not
legally allowed to mobilize savings. Nonetheless, an increasing number of MFIs are
mobilizing savings. In 2000, the MIX Market listed only 25 MFTIs offering savings
services. By 2003, the number had grown to 90. Still, some MFIs do not take deposits
because they cannot meet the regulatory requirements to do so, or because appropriate
regulatory regimes do not exist. A recent CGAP survey of MFI funding issues showed
almost all MFIs by type and region believed regulatory barriers were, after funding, the
greatest challenge to growth. Much of this concern focused on lack of suitable deposit
regulatory regimes.’’

% To control for forced or very new savings programs, this estimate only includes those institutions whose deposits were greater than
20 percent of total assets.

% See Miller, Terrance, “Learning the Ropes from U.S. Community Banking Financial Institutions: Lessions for Microfinance
Institutional and Industry Development”, unpublished paper available from Enterprising Solutions infomex@esglobal.com
August2004; and Wisniwski, Sylvia, “Microsavings Compared to Other Sources of Funds”, , Eschborn, Germany: CGAP Working
Group on Savings Mobilization - GTZ — BMZ, 1999.

" CGAP/MIX, “Study on MFI Demand for Funding: Report of Survey Results”, 2004,
http://www.microfinancegateway.org/content/article/detail/14588.
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Savings are universally understood as an inexpensive, abundant source of funding.
Unfortunately, it is a source the microfinance sector still understands relatively little
about. This is because deposit collection is a distinctly different business than lending.
Many MFIs are basically credit management companies with both human and physical
resource assets tied closely to credit management and growth. Changing focus from
credit to savings has proven challenging and, in many cases, collecting significant
deposits has taken longer than many MFIs would have thought necessary. The difficulty
is reflected in the fact that of the 90 deposit-taking MFIs listed on the MIX Market, only
42 percent had savings equal to or greater than 50 percent or more of assets.”'

Strong institutions are required to manage deposits and the sophisticated systems required
for managing them. Only institutions able to fulfill a variety of regulatory and
supervisory conditions are permitted to collect savings. A case in point is the ability to
accurately pinpoint the cost of deposit collection. This involves complex product cost
calculations, a skill seldom available to MFIs. Estimates of the direct and indirect costs
of deposit mobilization vary greatly — from as low as 2 percent to as high as 30 percent of
operating costs.”

This range is not particularly instructive and clouds the debate as to whether or not MFIs
can effectively mobilize savings from their poor clientele as a competitively priced
source of funding. Opinion and evidence are mixed. Some believe that profitably
managing many small savings accounts is possible, but requires economies of scale and
efficiencies that few MFIs have achieved.”

A sample of 67 MIX Market-listed deposit-taking MFIs with a savings collection history
of more than three years showed that a relatively small average deposit does not
necessarily correlate with a low volume of savings. (See Table Eight) This observation is
true for any size, age or location of MFI. Several West African mutuels/caisses and the
Equity Building Society in Kenya are good examples of how small savings can be an
effective and significant source of portfolio funding. MFIs in the same and other
markets, however, have experienced difficulty mobilizing deposits in volumes sufficient
to meet portfolio needs. XAC bank in Mongolia, for example, wants to decrease
dependence on large institutional deposits and collect more small, less expensive
passbook and current account savers.

I See Mix Market data at: http://www.mixmarket.org/en/demand/demand.quick.search.aspDemand Data from 2002.

" Fiebig, Michael, Hannig, Alfred and Sylvia Wisniwski, “Savings in the Context of Microfinance — State of Knowledge, CGAP,
Washington D.C., 1999; Richardson, David, “Going to the Barricades with Microsavings Mobilization: A View of the Real Costs
from the Trenches” in The MicroBanking Bulletin Issue No. 9 July 2003; and Hannig, Alfred, “Mobilizing Microsavings: The
Millennium Challenge in Microfinance, 1999 available at: http://www.microfinancegateway.org/content/article/detail/2024.

3 Chowdri, Siddhartha, H., “Downscaling Instiutitons and Competitige Microfinance Markets: Reflections and Case Studies from
Latin America, Commissioned by Calmeadow, edited by Alex Silva, August 2004.
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Some believe that funding MFIs with micro-deposits
is possible if the cost of doing so is offset by a small
number of large deposits. “The effective mobilization
of savings from higher income individuals and
institutions will enable MFIs to become true financial ' Average Savings
intermediaries and to diversify their liability structure Return on Equity Balance
within their local markets.””* An assessment of 15
Latin American credit unions by Dave Richardson
supports this observation. His data demonstrated
funding efficiencies with around 20 percent of Non-deposits 9.3% $81
depositors contributing about 80 percent of deposits
(normally term deposits).”” Richardson concludes that | Source: MIX Market

deposits can be an attractive source of funds if a small

number of large deposits cross-subsidize the administrative costs of many small savers.

Table Eight
Return on Equity & Average Savings
Deposit

Savings

0,
Institutions 6.3% $126

The "Robin Hood" strategy of taking deposits from the wealthy to fund loans to the poor
is not without its challenges. First and foremost it requires MFI to split their attention
between two distinct markets: wealthier term depositors and low-income credit and
savings clients. This market mismatch presents many management challenges. As noted
in Part II, longer term large depositors favor rates and security above all, while smaller
depositors favor liquidity, security and convenience. These differences raise difficult
questions about what is the appropriate branch structure, image, business culture and
management capacity. Attracting large deposits will also force competition with
established commercial financial institutions for their traditional clientele, possibly
putting upward pressure on savings interest rates.

The Robin Hood strategy also adds greatly to the complexity of liability management as
each segment offers distinct risk and cost structures. Financial costs for larger deposits
are higher because these depositors generally want medium-term contracts (six months to
two years) with rates commensurate with other fixed-interest term investments. Locking
in term rates presents a risk to the MFI, especially in light of the short-term nature of their
loan portfolio; if rates drop significantly during the term, then profitability can suffer.’® If
the MFIs set prices incorrectly compared to the competition’s, then the MFIs expose
themselves to significant concentration risks, or the risk of having too great a proportion
of funding concentrated in the accounts of a small number of depositors. This risk should
not be underestimated, since time depositors are notoriously price sensitive, moving
money even for a few basis points. Price sensitivity and the perception that MFIs are
higher risk than commercial banks force many institutions to offer the best yields in their
markets to attract clients, driving up the cost of funds.

™ Otero, Maria presenting at the InterAmerican Development Bank annual Microenterprise Conference in Cartegena, Colombia,
September 6, 2004.

7> Richardson, David, “Going to the Barricades with Microsavings Mobilization: A View of the Real Costs from the Trenches” in The
MicroBanking Bulletin Issue No. 9 July 2003.

76 Product cost accounting is important in this sense to ensure MFIs can compare the cost of long-term deposits versus other forms of
long-term debt.
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Despite the challenges, the Robin Hood strategy has been successfully employed by
several MFIs. Caja los Andes, for example, believes it is better served by expanding the
amount and extending the tenor of larger term deposits than other forms of funding, since
they require less up-front effort and can be tailored to each client. Other MFIs, such as
FIE and Banco Sol, have similar strategies. They should take note, however, that
financial liberalization in the US and Canada created conditions that nearly wiped out
trust companies in Canada and savings and loans in the US. These were institutions that
offered a limited line of produces and services and attracted clients primarily by offering

better long-term deposit rates than commercial banks.

Commercial Debt
There are many reasons why debt capital is and will remain

important for MFIs. First, it is always less expensive to lend
someone else’s capital than your own equity. Debt can also
be less expensive than savings, particularly for MFIs new to
the deposit business. Additionally, as MFIs mature they will
require some level of debt to manage healthy balance sheets.
The most important reason debt remains important to MFIs,
however, is that the majority cannot yet access deposits, or if
they can, deposits cannot be collected in volumes sufficient
to cover loan demand. Of course, and for a variety of
reasons, some MFIs prefer to remain non-deposit taking
institutions and, as such, they rely greatly on debt finance.

Debt levels among highly successful mature deposit-taking
institutions can be considerable. Deposit-taking MFIs

Figure Nine
Benefits of Commercial Debt

Improved risk management through diversified
funding sources

Increased access to funding to assure continued
growth in outreach and portfolio

Possibility of lowering financial costs over the
medium term through savings and financial
investment, such as bonds

Longer maturities in the commercially funded capital
structure

Improved profitability from increasing leverage

Access to domestic and international debt and capital
markets, on attractive terms

Source: Strategies for Financial Integration: Access

considered for Blue Orchard’s recent securitization, for example, have debt levels
averaging 38 percent of liabilities compared to 47 percent for all MFIs in the portfolio. A
sample of ten large deposit-taking Latin American MFIs studied by Jansson showed the
continuing importance of commercial debt, which constituted 30 percent of liabilities in
2001, down from 39 percent in 1997 (or a decrease of only 2.3 percent a year).”’
Interviews with fifteen MFIs for this study suggested similar patterns, with debt
comprising between 25 to 50 percent of deposit-taking institutions’ liabilities.

Portfolio funding aside, debt will always play a role in the maintenance of healthy
balance sheets. This is particularly true of larger institutions that require large volumes of
funds for liquidity and rate risk management. Debt in larger commercial financial
institutions normally ranges from 20 percent to 30 percent of liabilities. In small
commercial institutions it comprises a smaller portion of liabilities, usually between 5

"7 Savings in this same sample represented 69 percent of funding in 2001, up from 51 percent in 1997. Interestingly, long-term debt
(including long-term savings deposits) constituted almost 50 percent of funding in 2001, down from 58 percent in 1997, indicating

increasing dependence on short-term savings.
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percent and 20 percent.”® Mature institutions mostly require rapidly available short-term
funds and large quantities of long-term funds. Medium- and long-term debt is important

when deposits cannot keep pace with loan
demand, or in times of economic crisis.

Debt in Transition

The real debt transition question is not whether
MFTIs need commercial debt, but whether they
are developing borrowing relationships that
ensure appropriate risk, liquidity and profit
management. Our assessment is yes they can,
but not fast enough, and that the transition to
more and better-priced debt is really just
beginning.

Commercial debt continues to be shy and most
lenders hesitate to lend to MFIs, despite their
good performance. Those that do provide only
short-term capital, where long-term capital is in
dire need. There are number of good reasons for
this, including the fact that most MFIs do not
have sufficient collateral to back loans. For
commercial bankers, lack of collateral increases
the risk of lending. It also can affect cost, as
uncollateralized loans require lenders to set
aside more reserve requirements than for fully
covered loans. Information barriers are also
strong. Bankers and commercial capital markets
rarely understand microfinance, and many
lenders have the impression that microfinance is
a charitable activity.” Even for those who don’t

Figure Ten
The Next Best Attractive Target Client Group

Facing increased competition for the 150 or so large
commercial clients in their home market, two
commercial banks in Honduras began investigating the
potential of making more loans in the range of $15,000
to $250,000 to small- and medium-sized businesses.

Part of their challenge was to better understand the
sectors in which the businesses operated. They knew
little, for example, of trends outside those affecting
large commercial enterprises and this made lenders
unable to fully assess the risk attached to a given loan.

When presented with the idea of lending to MFIs,
bankers expressed many doubts — doubts based on
incomplete sector knowledge. Once they better
understood the potential and the likely average loan
size, however, their doubts converted to questions such
as “how do we learn more?” and “how can we meet
some MFI clients?".

As a recent WWB publication by Louise Schneider
noted, a significant part of the challenge in accessing
commercial loans can be addressed with better
marketing and public relations. She wrote... As
commercial banking sectors experience increased
levels of competition in their traditional markets and
search for new markets MFIs should proactively market
their high growth industry as the next attractive client
group for hungry banker to pursue.

Schnieder, Louise, Strategies for Financial Integration:
Access to Commercial Debt, Women’s World Banking,
Financial Products and Services Occasional Paper,
Women’s World Banking, New York, New York, July
2004.

have that perception, their understanding of microfinance as a business is limited, and so
too is their ability to assess risks and their willingness to lend.

The result is limited commercial debt interest in MFIs. A recent CGAP survey on
funding showed that the majority of non-deposit-taking MFIs felt they could not fund 30

™ Wisniwski, Sylvia, “Microsavings Compared to Other Sources of Funds”, , Eschborn, Germany: CGAP Working Group on Savings

Mobilization - GTZ — BMZ, 1999.

" The social investment industry suffers a similar image problem. Despite a preponderance of empirically rigorous studies
documenting social investment’s superior performance compared to conventional investments in almost all investment fields, the
mainstream press and uninformed critics continue to claim social investors must forfeit financial yield for social return (See Bayon,

Chen, and de Sousa-Shields for a full treatment of this topic).
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percent portfolio growth with debt alone. This finding is significant because non-deposit-
taking institutions’ main source of commercial funding is debt.

Emergent sources of debt are the social investment funds detailed in Part Three. As
noted, these funds represent a potential bridge to commercial capital markets. Free of
regulatory reserve requirements that hamstring local lenders, these funds can make low-
or no-collateral loans without breaching regulations or incurring extra reserve costs.
Many also provide local market credibility (even if they do not always act entirely
commercial). The funds are also plugged into the microfinance sector, as they are
“fundamentally part of the donor world”.*® As a result, they have access to knowledge
and experience far beyond that which local lenders typically have. This familiarity
reduces risk and transaction costs.

While there are many good things about social investment funds, there are some
downsides as well. The majority of fund lending, for example, is in hard currencies (US
dollars or euros). This exposes borrowing MFIs to currency exchange risk, something
they are seldom equipped to manage. Sudden macroeconomic shocks affecting currency
values can threaten the survival of MFIs, even those that are relatively large and stable.’
More invidious, incremental currency devaluation costs are routinely passed along to
MEFI clients, those definitively less able manage macroeconomic tides.*

The opportunity costs of not developing local capital networks in favor of international
loans should not be understated. While initial financial costs of international social
investment funds may be lower initially, well-worn domestic lender relationships will
ultimately outweigh the value of international sources if only for the rapid access they
offer. Over the long term, international funds will be more expensive if MFIs have not
properly networked an abundance of commercial sources. These considerations are
exponentially more important as MFIs grow and need to manage increasingly
sophisticated liquidity and rate risks.

International social investment funds are in great demand and their numbers are growing.
A recent CGAP funding survey showed that all MFIs — with the exception of deposit-
taking institutions — rated social investment funds as the second most appropriate source
of financing. Among the ten MFIs studied by social investment funds (most of which
lend below market rates and are subsidized, and hence cannot be considered commercial)
grew in equal proportion to a decrease in subsidized liabilities — from 10 percent to 2

% Kaddaras, James and Elisabeth Rhyne, “Characteristics of Equity Investment in Microfinance”, Council of Microfinance Equity
Funds, April 2004, available at www.accion.org.

81 Banco ADEMI in the Dominican Republic has recently experienced grave difficulties from overexposure to hard currency loans
when the Dominican Republic peso lost one-third of its value in 2002 and then suffered a further large depreciation in 2003. For
specifics on the economic crisis in the country, see the Perspectiva Cuidadana website at:
http://www.perspectivaciudadana.com/040117/economia05.html

8 Oddly, according a CGAP study, while many MFTIs still prefer local currency loans, there is a continued demand for US dollar
denominated debt, perhaps reflecting strong connections to international non-commercial capital, or worse, a poor understanding of
liability management.
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percent between 1993 and 2002.* Fernando Nimal reports similar findings in his study
of transformed NGOs.** The absence of access to local capital makes international debt
funds important suppliers of funding for some MFIs. With annual fund disbursements
expected to reach only $75 million to $100 million in the coming year or two, however,
the funds will only be able to fund around 2 percent of total estimated demand for debt.
For this reason alone, they should be considered as tactical fund suppliers in a broader
strategy to fund MFIs.

The recent Blue Orchard $40 million securitization of nine MFI portfolios represents
another international source of debt finance. Offering a different rate of return to
investors accepting various levels of risk, the securitization will provide participating
MFIs much needed long-term capital (seven-year terms) at a fairly reasonable price. The
issue has four tranches, the first of which is $30 million in senior notes guaranteed by the
Overseas Private Investment Corporation (OPIC). This substantially decreases the risk
for the 22 individual and 3 institutional commercial investors whose combined
investment totals $27.3 million for 69 percent of the deal.*

Even though the Blue Orchard instrument once again favors large MFIs, it is encouraging
because it has significantly enlarged the potential investment universe for the
microfinance sector by attracting commercial institutional investors. If the economics of
the instrument work

and foreign exchange risk can be well managed, then this vehicle represents a potentially
unlimited source of long-term financing for large MFIs.

8 Jansson, Tor, “Financing Microfinance”, Inter-American Development Bank, Sustainable Development Department Technical
Paper Series, Washington, D.C., 2003, http://www.iadb.org/sds/publication/publication_3252 e.htm.

8 Fernando, Nimal, “Micro Success Story? Transformation of Non-government Organizations into Regulated Financial Institutions™,
Regional and Sustainable Development Department, Asian Development Bank, June 2004,
http://www.adb.org/Documents/Studies/microfinance-success/default.asp.

8 Interview with Dominice, Roland, Blue Orchard, June 09, 2004, personal interview.
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Table Nine
Investment Fund Developing Country Risk Premiums

Developing

Government Dollar Fund ARate Management  Risk Fund B Management  Risk
0, 0, i 0, 0, i
Bond YTM % * to MFI % Fee % Premium  Rate to MFI % Fee % Premium
Argentina 85.49 9 3 -79.49 7.7 3 -80.79
Brazil 5.99 9 3 0.01 7.7 3 -1.29
Colombia 472 9 3 1.28 7.7 3 -0.02
Dominican 16.12 9 3 10.12 77 3 1142
Republic
Guatemala 9 9 3 -3 7.7 3 4.3
Jamaica 10.41 9 3 -4.41 7.7 3 5.71
Kazakhstan 9.15 9 3 -3.15 7.7 3 -4.45
Mexico 3.25 9 3 2.75 7.7 3 1.45
G 5.22 9 3 0.78 7.7 3 -0.52
Philippines
Russia 4.9 9 3 1.1 7.7 3 -0.2
South Africa 3.46 9 3 2.54 7.7 3 1.24
Uruguay 32.03 9 3 -26.03 7.7 3 -27.33
*US dollar denominated‘ debt of emerging market governments expiring between 09/2006 & 09/2007

Ultimately, howex‘/er, MFIs’ exposure to foreign exchange risk and the limitations of
social investments funds, in terms of types and maturities, highlight the need to develop
domestic sources of commercial capital. Foreign funding, as Elizabeth Littlefield, CEO of
CGAP argues, “whether donor money, quasi-commercial or foreign commercial funds,
should be seen as a second-best solution, giving way to domestic sources over time.”™

In the absence of ready access to local capital, however, international initiatives with the
explicit goal of leveraging local capital into the sector represent an important bridge to
commercial capital. Initiatives such as UNITUS’ supported equity fund, and the recent
ICICI, Share and Grameen Foundation securitizations in India, are examples that may
merit greater donor support and replication. So does the Emergency Investment Fund

8 Cited in Microfinance Matters, Issue 5, September/October 2004.

Financing Microfinance Institutions: The Context for Transitions to Private Capital 44



proposed by Omtrix, which may be an appropriate measure to ensure that MFIs have
rapid access to funding in the event of social, economic, or environmental crises that
plague developing countries and can place MFIs under severe liquidity stress.

If local debt is the cornerstone in the transition to private capital, then guarantee
programs should also play a role in facilitating access to commercial capital. Guarantees
are provided to lenders by a third party. They act as a form of collateral to reduce lender
risk, often facilitating loans that would not otherwise be made. They also often lower the
cost of debt at the same time. In addition to simply facilitating access to credit,
guarantees are flexible and simple mechanisms, adaptable to many different situations.
They also create a leveraging effect, generating several times their value. Most guarantee
programs leverage funds at a rate of between 2:1 and 3:1.

Guarantees have three main forms: 1) stand-by letters of credit, i1) collateral deposits, and
ii1) simple guarantee agreements. They can back different financial instruments including
loans, credit lines and bonds. In the 1980s, most MFI guarantee programs consisted of
collateral deposits guaranteeing individual loans. This design, however, is expensive
since each individual loan had to be guaranteed. It also left MFIs open to a moral hazard
in that clients might choose not to repay a loan because they know it is guaranteed.
Today, intermediary models and stand-by letters of credit are the most used forms of
guarantee, which means that an MFI’s portfolio is guaranteed, rather than the individual
loans.

The key to successful guarantee programs is that they are properly designed, which has
not always been the case. Experience to date has been mixed. This is the case for a
variety of reasons, including perceived difficulty of collecting from a third party, poorly
structured agreements, and unattractive loan pricing. Additionally, guarantees can be
costly to establish and the specter of moral hazard is always present, as is the problem of
adverse client selection. These challenges are not inevitable, however, and good
guarantee programs do exist.

Good guarantee programs not only provide access to commercial capital, they help
establish long-term lending relationships with the banking sector. Moreover, benefits can
be had for young and mature, regulated and unregulated MFIs alike. Even mature, highly
successful MFIs use guarantees. WWB Cali, working with support from the Women’s
World Banking international finance team, for example, has used a number of
intermediary guarantees to diversify debt sources, lower the price of loans and improve
terms. Other major actors such as ACCION, LACIF, and the Deutsche Bank have
guarantee programs as well. (See Table Ten.)

A few MFIs have also used guarantees to tap local commercial bond markets.
Compartamos in Mexico was able to sell its first bond issue to high net worth individuals
on the strength of a Standard and Poor’s mxA+ credit rating. It is now using this
experience and employing development institution guarantees in new issues to penetrate
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the much larger Mexican institutional investor market.*’ Others MFIs are employing
similar strategies. As noted, guarantors helped MiBanco bonds attract Peruvian pension
funds and the Grameen Foundation used its own funds to partially guarantee the ICICI-
Share securitization in India.

Local bonds and securitizations have good long-term potential for the sector, but they are
certainly not appropriate for younger MFIs. Moreover, many local capital markets are
not sophisticated or deep enough to support such instruments, so their appeal as a
transitional tool is limited to a certain number of countries and larger MFIs.

Table Ten
Guarantee Models

Development
Credit Authority | Intermediary nfa Up to 50% n/a n/a
(USAID)
Women'’s World . Theoretically 50% of the 1% of the SBLC
Banking Intermediary SBLC credit line; can go up to 90% One year, renewable amount in US$
0, . 0, .
ACCION Intermediary SBLC Around 50% on average; can One year renewable $% per year of credit
go up to 90%* guaranteed
LA-CIF Intermediary SBLC n/a nla Market rates
International Intermediary and Length of credit 3% to 5% per year of
Guarantee . SBLC nfa )
Fund portfolio guaranteed the credit guaranteed
Deutsche Bank
Microcredit . Loan to the
-30,
Development Intermediary ME] n/a 3to 8 years 1-3%
Fund

Management Implications of Debt

As MFIs take on more sophisticated debt instruments, increasingly sophisticated and
informed treasury financing skills are required to determine the cost and liquidity
advantages of different tenors and types of debt, including savings. Efficient liability
management and planning is key, as growing institutions need to ensure sufficient
liquidity while maintaining a minimum of non-performing assets. Striking this balance
demands strong liability information and analytical tools. Unfortunately, aside from a
very limited number of “best practice” liability management resources, there is little

87 Other bond issues include three owned by Intenationale Micro Investitionen Aktiengesellschaft (IMI) for the following MFIs:
FinAmerica, BancoSol and MiBanco.

Financing Microfinance Institutions: The Context for Transitions to Private Capital 46



sector-specific microfinance guidance available to MFIs as they manage a larger number
and greater volume of liabilities."™

Equity

“It is not reasonable to expect a quantum leap in private investment in
an industry that most private investors find difficult to evaluate for
lack of benchmarks and transparent data”™

Nimal A. Fernando,
Micro Success Story? Transformation of Nongovernmental Organizations into Regulated
Financial Institutions, page 11.

Although equity usually makes up a relatively small portion of the total financing of
larger MFIs, it is their most important source of commercial funds for several reasons.
Equity is a much more flexible form of financing than other available options. It is
necessary for regulatory purposes that a bank has enough equity investment to meet
minimum capitalization requirements. Most importantly, though, the shareholders of any
firm are its owners and, as such, control the ultimate purpose and direction of the firm.

It has been a source of some frustration that though many transitioned and transitioning
MFIs demonstrate high return on equity, there still is very little commercial equity
interest and/or investment in the sector.® Indeed, aside from a small number of
international funds, such as ShoreCap and Profund, there is no organized pooling of MFI
equity capital.”® Most equity remains in the hands of non-profit organizations, either
local or international, or is held by international financial institutions. Aside from
cooperative member ownership, a few employee stock ownership plans and a few share
purchases by private institutions or individuals, there is little significant private sector,
local ownership of MFIs.

So why don’t commercial investors take advantage of what is surely favorable
performance and buy shares of MFIs? The answer is that relative profitability is not the
only relevant issue. Both low return-on-equity and high return-on-equity firms attract
investment well enough in other sectors throughout the world. Generally speaking, if a
firm is unable to attract investment, there is either a problem with the pricing of the

8 See, for example, the Bankacademie Treasury Management Toolkit prepared by Joachim Bald; see also Schnieder, Louise,
Strategies for Financial Integration: Access to Commercial Debt, Women’s World Banking, Financial Products and Services
Occasional Paper, Women’s World Banking, New York, New York, July 2004.

8 According to the MBB, the large, regulated Asian and Latin American MFI peer groups averaged a return on equities in 2002 of
31.6 percent and 27.7 percent, respectively (the last period for which we have data). This would seem to compare favorably to US
regional banks, which were averaging 16.9 percent, or US savings and loan/savings banks, which were averaging 14.1 percent at the
time of this writing and that have no trouble raising equity investment.

% The Council of Microfinance Equity Funds, led by ACCION International, is an organization comprised of 19 funds. The majority
of member assets, however, are held in debt.
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investment opportunity or with the investment mechanisms themselves. Equity pricing
issues arise whenever there is poor valuation and/or the firm deviates from the behavior
of a normal, profit-seeking business. Investment mechanisms can be hampered by a
firm’s governance, government regulations and high transaction costs, among other
things. These barriers and other barriers to investment are discussed below.

Valuation

A precondition to the sale of anything, including shares in a bank, is that it has a price.
The higher the price a firm gets for its shares, the easier and “cheaper” it is for it to raise
money. For the sake of argument, let us say that there are four notional valuations that an
MFI might receive:

1. The price range currently being paid by development banks and specialty funds
that invest in MFI equity. This would appear to correspond to the MFI’s “book
value” plus or minus 20 percent to 30 percent;

2. The theoretical correct price that would be reached in a “perfect” market;

The market clearing price that reasonable, profit-seeking investors would pay; and

4. The (heavily discounted) uninformed price that investors unfamiliar with MFIs
would pay upon first hearing about the opportunity.

98]

While the “correct price” is always unknown prior to sale, and the “uninformed price” is
obviously going to be the lowest, the relationship of the remaining two prices is of
interest. Evidence that the market clearing price is lower than the prices paid by
development-oriented investors exists in the simple observation that development banks
find selling their shares in the private market challenging, to say the least. Information
asymmetries exist in the marketplace, but ultimately if MFI shareowners are searching
for investors properly and pricing correctly, buyers should be available. If this is not true,
then there must be a good reason why the private sector is not investing in microfinance
on a more significant scale.

An examination of the stock price of BancoSol of Bolivia — one of only two known stock
exchange-listed MFIs — provides some clue about how at least one open market values a
large, regulated and successful MFI. In 2001, the last date for which the Bolivian stock
exchange has trade information on BancoSol, the Bolivian market seemed to value
BancoSol at 82.5 percent of its book value, a fairly large discount to book. In August
2004, Banco de Credito de Bolivia was offering its 7.3 percent stake in BancoSol at a
price indicating a valuation of 92.7 percent of its book value.

The fact that it has not yet been sold implies that the market-clearing price for BancoSol
shares is some unknown amount less than 92.7 percent of its book value since no one has
purchased the shares since listing. Most mainstream Bolivian banks are trading at factors
closer to 100 percent to 110 percent of book value. The data are too slim to conclude that
markets will value large, regulated MFIs around 20 percent less than mainstream banks,
but it certainly merits more study.
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Forecasting Ability

As with debt financing, the ability of an MFI to accurately forecast its future financial
performance is both an important and largely underdeveloped skill in many MFIs.
Investors will certainly not err on the side of generosity where uncertainty about these
future earnings prospects exists. Anecdotal evidence suggests that MFIs especially tend to
be “optimistic” in their assessments of their own future prospects. Hence, there is a need
to develop good financial planning and forecasting capacity so that MFIs are better
equipped to demonstrate sound forecasting, which would in turn improve their ability to
raise money via equity sales and could also increase the value of current investors’
stockholdings.

Profit Distribution

Since the price of shares is largely determined by expected future profits, any business
decision or policy that seems likely to limit those future profits will also result in a
decrease in the share price. If investors have doubts about an MFI’s commitment to
growth and eventual distribution of earnings, they will further discount the value of the
firm’s shares. This cannot be overstated. If the governance of an MFI does not commit
itself to a specific plan for someday distributing profits to its investors, demand for their
equity will be low. Tellingly, while investigating their investments, the members of the
Council of Microfinance Equity Funds found that “in interviews with general managers
of leading MFIs in all four developing regions, few offered a clear indication of how (or
when) their current investors would exit their companies....””" Any lack of governance
preoccupation with the financial fate of current and future investors is strong negative
signal to the marketplace.

The regular payment of dividends to investors is very good way for a company to build
credibility for this commitment in the marketplace. It shows the market that the firm has
profits and is willing to pay investors for the risk that they are taking. Some MFIs,
including SHARE, ACLEDA, XAC, Card Bank, have offered dividends to investors with
positive results, since investors tend to respect a reliable stream of cash much more than
vague promises of future wealth. The use of preferred shares that pay a regular promised
divide