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Foreword

The microfinance industry is well on its way to maturity. Only a few years ago, the focus was on how to
grant and recover loans and reach sustainability. While these continue to be important concerns, today
other issues have also come to the fore, such as the financing of microfinance institutions (MFIs). In their
start-up phase, many MFIs depended on borrowings from donors and governments. Currently, however,
deposits are their main source of funds, easily surpassing other funding options.

In examining this and related phenomena, the current study gathers together a large database on the fund-
ing side of Latin American MFIs, providing detailed coverage of 61 regulated MFIsin nine Latin Ameri-
can countries with major microfinance markets. Together, these 61 MFIs had US$ 1,899 miillion in total
liabilities at the end of 2003, including deposits of US$ 1.24 billion (65 percent of total liabilities), bor-
rowings (from governments, donors, banks, socia investors, and others) of US$ 517 million (27 percent
of liabilities) and bonds outstanding of US$ 33 million (1.7 percent of liabilities). In addition, the net
worth of the 61 MFIs came to $376 million (20 percent of total liabilities, for aleverage ratio of 5:1).

After examining these and other important stylized facts associated with the funding of regulated MFIs,
the study goes on to examine the relative costs of the four major funding sources: deposits, borrowings
and stock and bond issue. As one important aspect of this anaysis, it examines the operating costs associ-
ated with deposit nobilization, based on detailed costing studies of 10 Latin American MFIs (six of
which are new studies and are undertaken for this analysis). Average annual operating costs are found to
be relatively high for savings deposits (11.4 percent of the amount mobilized) but much lower for time
deposits (2.4 percent), which helps explain why most of the deposits mobilized by MFIs consist of time
deposits (74 percent of the totd).

The study also examines rather comprehensively the other advantages and disadvantages of each of the
four funding sources. It recommends a funding structure for both maturing and mature MFIs in both sta-
ble and unstable macroeconomic environments.

Finaly, the study provides numerous best practice recommendations for using each of the four major
funding sources. The recommendations are particularly detailed in the area of deposit mobilization, exam-
ining, for example, overall strategy, client segmentation, organization and management, strategies for
competing and increasing market share, marketing, and controlling the major market risks (liquidity, term
mismatch, interest rate and currency mismatch). The study ends with a series of suggestions for how do-
nors and governments can best support the funding side of MFI operations.

Alvaro R. Ramirez
Chief
Micro, Small and Medium Enterprise Division
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Administrator of Private Pension Funds

Automated Teller Machine

Andean Development Corporation

Mexican treasury hill

Commercid Financing Company (atype of regulated financia indtitution in
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Socia Research] (Peru)

Municipa Savings & Loan (atype of regulated microfinance ingtitution in Peru)
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Rura Savings & Loan (atype of regulated microfinance institution in Peru)
Deposit Insurance Fund

Institution for the Development of Micro and Small Enterprises

(atype of regulated microfinance ingtitution in Peru)

Foreign currency

Peruvian Federation of Municipa Savings & Loans

Private Financial Fund (atype of regulated microfinance ingtitution in Bolivia)
Fomento a Iniciativas Econdmicas (an MFl in Bolivia)

Financial System Development Fund to Support the Productive Sector
(agovernment institution supporting the microfinance sector in Bolivia)
Fundacion para la Produccion (a second-tier ingtitution in Bolivia)

German Technica Cooperation

Inter-American Development Bank

Instituto de Estudios Peruanos [Institute of Peruvian Studies]

International Finance Corporation

International Financial Ingtitution

Financial transaction tax (Bolivia)

Local currency

Microfinance institution

Nacional Financiera Boliviana (a second-tier ingtitution in Bolivia)
Nongovernmental organization

Return on equity

Savings account

Superintendency of Banks and Financia Ingtitutions (in Bolivia)
Superintendency of Banking and Insurance (in Peru)

Limited purpose finance company (atype of regulated financia institution in
Mexico)

Time deposit

Mexican equilibrium interbank interest rate

United Nations Development Programme

United States Agency for International Development

Workers' accounts. Payment for Time in Service (Peru)
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Executive Summary

CURRENT TRENDSIN MFI FUNDING
(CHAPTER 1)

In recent years, with the maturing of the micro-
finance industry in Latin America, large num-
bers of microfinance institutions (MFIs) have
greatly increased their outreach and sustainabil-
ity. Their capital structure has aso been matur-
ing and is progressively approaching the struc-
ture that predominates in banks.

While many MFIs initidlly depended on domes-
tic and international borrowing, their main
source of funds is now by far deposits. Thus, an
important milestone in the funding of MFIs has
been reached. This observation is based on the
analysis of a database we have constructed cov-
ering 61 MFIs that specialize in microfinance
and are subject to prudential regulation. These
61 MFIs are located in nine Latin American
countries with major microfinance markets. Bo-
livia, Colombia, Ecuador, H Savador, Hondu-
ras, Mexico, Nicaragua, Paraguay and Peru. At
the end of 2003, the 61 MFIs had attracted US$
1.24 billion in deposits, which represented 65
percent of their total liabilities. The deposit/loan
ratio had reached 76 percent by the end of 2003,
indicating that the amount of deposits was d-
most equal to the size of the loan portfalio.
Thus, it is now fair to say that deposits are no
longer the forgotten half of microfinance.

At the same time, borrowing has generally -
creased in importance in the MFI capital struc-
ture. The issuance of bonds, while promising,
continues to be little used. Although precise es-
timates are not available, issuing stock to add
new shareholders is a mechanism rarely used by
MFIsin Latin America. Instead, the capita base
of the MFIs has been increased mostly by ren-
vesting a large share of the sizable profits that
the MFIs have generated. (MFI profitability is
examined in Chapter 3.) At the end of 2003, the
61 MFIs had US$ 517 million in borrowings (27
percent of their total liabilities of US$ 1.9 bil-
lion), US$ 32.9 million in bonds (1.7 percent of
total liabilities) and US$ 376 million in equity

(20 percent of total liabilities, for a leverage ra-
tio of 5:1).

Peru and Bolivia have been clear leaders in &-
tracting deposits: they have mobilized 78 per-
cent of the total deposits captured by the 61
MFIs in the nine countries, or approximately
US$ 964 million of the US$ 1.24 hillion total.
The Peruvian MFls aone mobilized 62 percent
of the nine country total (US$ 772 million), with
the Bolivian MFIs mobilizing the remaining 16
percent (US$ 193 million). In terms of borrow-
ing, total liabilities and equity, the dominance of
the MFIs in these two countries is only dightly
less, with 66, 73 and 71 percent, respectively, of
the totals.

The 61 MFIs have attracted funds from the gen-
era public into time deposits (74 percent of their
total deposits a the end of 2003), savings &-
counts (26 percent), and checking accounts,
which have been little used to date (0.1 percent).
Time deposits offer customers greater returns,
and high MFI time deposit interest rates have
enticed many bank clients to transfer their time
deposits to MFIs. Time deposits are the most
stable type of deposit, a least in the short run,
and have the lowest operating costs, advantages
that must be set against their greater financia
cost and the depositors sensitivity to the interest
rates paid. Very few of the 61 MFls are author-
ized to offer checking accounts. Those that do
have such authorization give these accounts little
priority due to their high operating costs, the
powerful (and interconnected) information sys-
tems they require and the limited demand for
this product by microentrepreneurs.

A closer examination of MFI depositors shows
that: (i) MFIs have attracted a large number of
depositors, thus expanding and diversifying their
principal liability, (ii) the vast mgority of clients
are smal depositors, who provide only a small
share of tota deposits, and (iii) both the inter-
mediate and large size depositors provide sub-
stancial shares of total deposits.



CHARACTERISTICS OF THE FOUR
TYPES OF FUNDING
(CHAPTER 2)

This chapter explores in greater detail the four
types of funding used by MFIs.

Deposits

MFI depositors are very heterogeneous. It is im-
portant to segment these clients and develop
specific strategies for each group with respect to:
the type of service they are offered, adaptation
of existing products to the requirements of each
group, creation of new products and growth do-
jectives. It is important to segment clients by
deposit size and aso by such criteria as age and
gender. It is useful for MFIs to analyze their
own client databases in greater depth in order to
more effectively orient marketing and cross-
sling efforts. Most MFIs have not done this
yet, in some cases because of limited databases,
but in most cases because they have not recog
nized the importance of this work.

Banks and other MFIs usually constitute the
principal competition for microfinance institu-
tions in attracting savings. The main strengths of
MFIs in capturing deposits are their relatively
high interest rates, personalized and efficient
service, an image of financia solidity, the fact
that no commissions or account maintenance
fees are normaly charged, low minimum
amounts for opening accounts, and the loca
roots of regiondly-based MFIs. MFI weaknesses
in mobilizing deposits include: the lack of ra-
tional networks similar to those of banks, which
facilitate payments and transfers; their relatively
low net worth; the lack of automated teller me-
chines (ATMs); and the limited range of services
offered.

Attracting deposits creates additional operational
risks and significantly affects the market risks
that MFIs face: liquidity risk, term mismatch
risk, interest rate risk and echange rate risk.
Deposit mobilization has important impacts on
MFIs in generating and mitigating each of these
risks.

Attracting deposits creates new challenges for
MFI marketing activities since MFIs must com-
pete in the market with al of the established n-
termediaries. A marketing department or unit is
needed to plan advertising campaigns, anayze
clients and client satisfaction levels, and plan
and direct the use of communications media.

Borrowing

An andysis of MicroRate's database on the
amount and composition of borrowing by 23
regulated MFIs in seven Latin American coun-
tries shows that at the end of 2003, the public
sector was the single most important source,
providing 47 percent of the funds lent to MFIs;
donors held second place with 21 percent; local
commercia banks and other internal sources
were next with 18 percent; and last, international
socid investors and other external sources pro-
vided only 14 percent of total funding.

The importance of borrowing from public-sector
institutions and donors is that it dlows MFIsto
enjoy interest rates and meturities that would be
difficult to obtain from domestic or international
commercial lenders. Borrowing from these for-
mer sources allows MFIs to reduce liquidity and
term mismatch risks. At the same time, the in-
terest rates charged by these sources are clearly
positive in real terms and are trending up toward
commercial rates. This avoids the creation of
serious digtortions in the financial system and at
the same time prepares MFIs to increasingly
access commercia financing.

Borrowing also affects the risks faced by MFIs
in several ways. First, when MFIs have credit
lines that have not been fully utilized, liquidity
management is greatly facilitated since these
funds can be mobilized quickly to dea with
short-term difficulties. Second, exchange rate
risk is normally increased, given that a substan-
tial part of MFI borrowing isin foreign currency
(FC), while most MFI loans arein local currency
(LC). Third, interest rate risks are al so increased,
given that most MFI borrowing is at variable
rates (especialy borrowing from government
second tier facilities, donors and socid invest-



ors) and most MFI loans are at fixed rates. H-
nally, borrowing may increase concentration
risk, by leading MFIs to depend on a small
number of creditors.

Bond Issue

Of the Latin American MFIs, the only ones in
recent years to issue bonds on a systematic basis
have been Mibanco in Peru and Compartamosin
Mexico. As a result, at the end of 2003, bonds
represented only 17 percent of the tota liabili-
ties of the 61 Latin American MFIs.

The various Mibanco and Compartamos bond
issues have severa characteristics in common:
terms primarily between 18 months and five
years, al bondsissued in local currency, and the
use of an investment bank with broad experience
and an excellent reputation to facilitate place-
ment. If the bond issue was aimed at ingtitutional
investors, the first issues used a credit enhance-
ment to facilitate their sale.

Stock Issue

Stock issues by Latin American MFIs have es-
sentially been limited to programs of reinvesting
profits and the incorporation of new sharehold-
ers through the private placement of shares. A
public offering of shares through the stock mar-
ket has not yet been made. As underscored in
Annex A, before beginning to look for new
shareholders, an MFI should prepare a capitali-
zation plan, that is, a medium-term strategy for
funding the asset side of the MFI’s baance
sheet. There are three main scenarios for incor-
porating new MFI shareholders.

The first scenario is the option that has been -
lected by most nongovernmental organizations
(NGOs) that have become regulated. The NGO
retains control of the entity, but through a pri-
vate placement, it invites donors and socia in-
vestors to join as shareholders. Thisis away to
obtain additional capital resources, improve the
MFI’s image through the presence of highly
creditworthy shareholders, and bring in technical
assistance. At the same time, the NGO managers
get an additiona benefit since they maintain
control of the MFI. The inclusion of private

shareholders is normally deferred, athough
some MFIs have already begun to incorporate
them.

The second scenario occurs in entities, such as
the rura savings & loan institutions (CRACs) of
Peru, in which the shares are primarily owned by
private investors, rather than by an NGO. These
private-sector investors may want to add donors
or socia investors as shareholders because of the
advantages cited in the previous paragraph.

The third scenario involves privatizing MFls
that are owned by the public sector, for example,
the municipa savings & loan ingtitutions
(CMACSs) of Peru. But privatization processes
are complex and often have unpredictable e
sults.

FINANCIAL AND OPERATING COSTS
OF THE DIFFERENT FUNDING
SOURCES (CHAPTER 3)

This chapter examines the total costs of different
MFI funding sources—including both their fi-
nancia and operating costs—based on cost stud-
ies of 10 MFIs. The ingtitutions examined cover
awide range of sizes and funding mixes, factors
that influence their financial and operating costs.

These cost data show that capital is generally the
most expensive funding source, while the cost
ordering of the remaining sources varies accord-
ing to the size of the MFI. This ranking, from
lowest to highest cost, is given in the table ke-
low. The degree to which borrowing is subsi-
dized is found to have substantial impact on
whether deposit-taking or borrowing is cheaper
for the MFI. Thisis particularly the case for the
large MFIs, given that these ingtitutions typically
have achieved significant scae economies in
atracting deposits. Thus, the cost ordering of
funding sources given in the table below may be
affected by changes that governments and a-
nors make in their subsidy policies.

The MFIs examined here capture deposits
through two basic products. savings accounts
(SA) and time deposits (TD), in both loca cur-
rency and dollars. Considering our sample of
nine MFls that offer both products, the average



total cost of savings accountsis 15 percent, ver-
sus 12.2 percent for time deposits. The operating
costs for savings accounts are much higher than
those for time deposits, averaging 11.4 and 2.4
percent per annum, respectively, of the average
account balances. The interest rates paid on the
deposits congtitute the difference between tota
costs and operating costs, and equal 3.6 percent
for savings acounts and 9.8 percent for time
deposits. These costs demondtrate that for time
deposits, the mgjor cost component is the inter-
est rate paid and not operating costs, while the
reverse is true for savings acounts. In view of
the high financial costs of time depodits, it is
important to set their interest rates carefully:
high enough to attract the needed funds, but oth-
erwise at the lowest possible rates. Many MFIs
still do not give this task the priority it deserves
despite paying out substantial sums in time ce-
posit interest. Their still-wide financial margins
allow them to absorb without great difficulty the
high interest rates that they currently pay on
TDs.

Given the lower total cost of mobilizing time
deposits compared to savings accounts, MFIs
should generdly give priority to the former. TDs
have other advantages as well: they are easier to
manage and are more stable and predictable in
the dhort and medium term (until the TDs ne-
ture). TDs may well permit a better matching
between asets and liabilities during this same
time period (but not necessarily in the longer
term, after the current TDs mature).

The great operating cost advantage of TDs is
mainly due to the larger balances maintained in
these accounts, which are on average nearly 20
times the size of savings accounts (US$ 7,396
compared to US$ 399). Surprisingly, the cost

advantage of TDsis not primarily due to the fact
that savings accounts have more transactions per
acount than do time deposits (1.56 per month for
savings accounts vs. 0.39 per month for time
deposits). This last assertion can be deduced
from the fact that at all MFIs monthly operating
costs per account are higher for TDs than for
SAs, averaging three times higher overall (US$
12.40 per month for TDs vs. US$ 3.50 per
month for SAS). It appears that this higher per-
account cost for TDs is mainly the result of the
service that larger clients receive from branch
managers and other relatively high-ranking per-
sonnel. Even though savings accounts generate
more monthly transactions per acount, they are
largely attended to by tellers and other personnel
with much lower sdary levels. For this reason,
the costs per account are much lower for SAs
than TDs.

Data from the 10 studies on the cost of mobiliz-
ing deposits show mixed results on the existence
(or non-existence) of economies of scale. The 10
MFIs are ranked according to their total number
of accounts (SAs + TDs), from 1,616 at Fi-
namérica to 100,194 a¢ CMAC Arequipa. The
concept of economies of scale is that the larger
MFIs (those with more accounts) can spread
their overhead costs over a greater number of
accounts.

A comparison of the two smallest MFIs with the
two largest provides evidence in support of
economies of scale. In the case of savings depos-
its, the two smallest MFIs have an average
monthly unit cost (operating cost per account) of
US$ 5.95, compared to US$ 3.20 for the two
largest MFIs. With respect to time deposits, the
average monthly unit cost for the two smallest
MFls is US$ 13.70, vs. US$ 4.40 for the two

Ranking of Funding Sources by Total Cost (from least to most expensive)

Large MFlIs

Small and Medium-Size MFls

1. Bonds

1. Borrowing

2. Deposits and borrowing

2. Deposits

3. Capital — shares

3. Capital — shares

Note: By definition, the large MFIs have more than US$ 50 million in deposits, the small MFIs have less than
US$ 5 million, and the mediumsize MFIs have between US$ 5 and 50 million. It is assumed that the small and most
medi umsize MFIswould not issue bonds since they would not meet the minimum volumes needed to undertake

an issue and the capital markets would have little or no appetite for their paper.




largest MFIs. Clearly, there is evidence of
economies of scale, given the significant drops
in unit costs when comparing the smallest and
largest MFls.

The other six MFIs provide evidence against
economies of scale. These six medium-size
MFIs have the lowest average unit cost for sav-
ings deposits (US$ 2.20 per month) and the
highest average unit cost for time deposits (US$
14.57 per month), instead of having intermediate
unit cost values in both cases. However, it may
be difficult to detect economies of scale in data
such as these, except between extreme cases
such asthe smallest and the largest MFIs. Thisis
due to difficulties in assigning a number d im-
portant operating costs to each product and to
differences in management efficiency among
MFIs.

Microsavings, which consist of savings accounts
with balances of less than US$ 100, account for
74 percent of the tota number of savings a-
counts at smal MFIs, and 76 percent at large
ones. These small accounts provide only 2.5
percent and 3 percent of total savings deposits,
respectively. They aso generate 30 and 59 per-
cent of total account transactions, respectively.
As a result, annua operating costs exceed 200
percent of the amount deposited in microsavings
accounts, leading us to conclude that microsav-
ings generate extremely high operating costs for
MFIs of al sizes. This means that clients with
small balances are being subsidized by the rest.

In dealing with microsavings, MFIs have at least
the following three options:

Subsidies for small savers This option is the
most commonly used by Latin American
microfinance ingtitutions. MFls justify sub-
sidies for small savers by pointing out that
sarving these savers is part of the MFI's -
cia mission, and that even small deposits of-
fer economies of scope and other significant
benefits. However, MFIs hardly ever esti-
mate the cost of this subsidy or explore the
possibilities for rationalizing it. It is possible
that in the medium term growing competi-
tive pressures in the microfinance market-

place will lead to a change in this orienta-
tion.

Adoption of a more selective policy toward
serving microdepositors, through a series of
measures. These measures may include es-
tablishing higher minimum deposit sizes,
paying interest on account balances only
above a certain level, charging commissions
for each transaction, and imposing monthly
account fees.

Massifying the microdepositor client base,
in order to reach a aitical mass that can be
served more economically through techno-
logical and organizational innovations (in-
cluding ATMs), as well as by offering a
range of financial products to small savers—
to both facilitate transactions and fully -
cover the costs generated.

THE BEST MIX OF FUNDING
SOURCES (CHAPTER 4)

In the first chapter, it was established that c-
posit mobilization is by far the major source of
funding for MFIs in Latin America. The total

cost of the different funding sources was then
examined in Chapter 3. It was found that for
large MFIs, mobilizing deposits can be the most
economical alternative, given that very few
MFIs can issue bonds. For small MFIs, borrow-
ing is generally the least cost source of funds.
Mohilizing deposits has aso made a new finan-
cia service available to large numbers of clients
and alowed MFIs to move beyond their previ-
ous focus on microcredit. Deposit mobilization
has reduced financial costs for many MFIs,
greatly diversified their funding sources and fa-
cilitated substantial increases in leverage. The
diversification of liabilities achieved through
deposit mohilization has made funding more
stable, as it no longer depends so heavily on the
sometimes unpredictable decisions of govern
ments and donors. The management of MFIs has
thus become much more autonomous.

While deposits have displaced borrowing as the
main source of liabilities for MFIs in Latin
America, deposits and borrowing are generally
complementary sources of funding. Because of



the longer terms of much of the borrowed funds,
they help solve praoblems of term mismatch and
facilitate medium-term financial planning. Only
in situations of excess liquidity are deposits and
borrowing subgtitutes instead of complements.

Even at small MFlIs, the fact that borrowing can
be done at lower cost than deposit mobilization
should not lead these ingtitutions to prioritize
borrowing and de-emphasize deposit mobiliza-
tion. That is because in choosing between these
two funding sources, it isimportant to consider a
number of other factors:

The amount an MFI can borrow from each
lender is typically restricted by loan limits
these lenders place on the amount of credit
they are willing to extend to any single bor-
rower, including to MFIs.

A significant amount of borrowing concen
trates funding risks and may make the MFI
overly reliant on governments and donors,
which are the main sources of borrowed
funds for the microfinance industry. As are-
sult, liquidity management and the ability to
do medium-term planning would typically
be adversely impacted.

Deposits gresatly diversify an MFI’s funding
sources and thus offer much greater stability
to its overall liabilities.

Increasing the volume of deposits mobilized
can help reduce their average operating costs
since it is possible to spread fixed costs over
a greater volume of funds and generate
economies of scale.

Finaly, attracting deposits has other signifi-
cant advantages, including: (i) knowing the
clientele better by examining their deposit

history, thereby reducing the cost of ana-
lyzng loan applications (economies of
scope), (i) achieving greater integration into
the loca and regional economies, which
helps to build loyaty among the MFI’s cli-
ents, (iii) supporting greater prudence in
MFI governance and management since
MFI executives are held accountable by -
cal depositors who continually monitor the
MFI’s performance, and (iv) facilitating the
development and/or cross-sdlling of other
financial products—such as loans, money
transfers, debit and credit cards and micro-
insurance—thus generating revenues that
may be used to offset the operating costs of
deposits, while also providing the client with
better service.

For these reasons, then, the relationship between
borrowing and deposits is more one of comple-
mentarity than of subgtitution. In the medium
term, it is desirable for the most important
source of funding to be deposits, supplemented
by borrowing in order to lengthen the average
maturity of the MFI’s liabilities and reduce av-
erage funding costs. Subsequently, these two
sources could be supplemented by access to the
loca capitd markets, with the MFI issuing
bonds.

The best mix of funding sources depends on the
MFI's maturity level (how solidly sustainable
the MFI is and how developed its deposit-taking
and loan operations are) and the characteristics
of the country where the MFI is located. These
latter characteristics mainly include the coun-
try’s macroeconomic and political stability, as
well as the level of development of its financid
and capital markets. Combining both criteria, we
consider five scenarios, which are summarized
in the table below.

Characteristics of the MFI

Characteristics of the Economic
and Political Environment

Maturing MFls

Mature MFls

Stablein the medium term Scenario 1 Scenario 4 eventually devel-
oping into Scenario 5 in the
long term

Unstable Scenario 2 Scenario 3




In Scenario 1, the MFI operates within a stable
macroeconomic and political  environment,
which it expects to last over the medium term. It
has achieved at least some level of sustainabil-
ity, though it is not among the industry leaders.
While the MFI is well adong in developing its
lending operations, its efforts at deposit mobili-
zation are much more incipient. Some of the
EDPYMEs in Peru are good examples of MFIs
in scenario 1.

The best funding strategy in this case is to
maximize the diversification of funding sources,
supplementing the MFI’ s loans from second-tier
facilities with borrowing from donors and other
domestic and foreign lenders, provided that the
costs are reasonable. MFls that obtain authoriza-
tion to mobilize deposits should undertake this
task progressively. In the initia phase, they
should give highest priority to time deposits be-
cause of their lower operating costs and limited
requirements for information technology infra-
structure and operating systems. Issuing bonds
would typically be advisable only in the medium
term, after the MFI has matured and its financia
viability has been fully established. The MFI
should progressively increase its leverage and
expand its capita base through a consistent pol-
icy of reinvesting a large portion of profits and
adding new shareholders through private place-
ments, especialy if these shareholders can pro-
vide technical assistance and facilitate access to
funding.

In Scenario 2, the maturing MFI operates within
an unstable macroeconomic/political environ-
ment. In this scenario, it is advisable for the MFI
to reduce the terms of itsloans, limit its currency
and term mismatches, reduce its leverage and
seek externaly-borrowed funds, which are not
so affected by domestic liquidity constraints.
MFIs that obtain authorization to mobilize a-
posits should undertake this task with even more
caution than the MFIsin scenario 1. The remain-
ing aspects of the MFI’s funding strategy are
smilar to those discussed in scenario 1.

In Scenario 3, the MFI is clearly sustainable and
has efficient lending and deposit-taking opera-
tions. However, it operates in an unstable mac-

Vii

roeconomic/political environment over the ne-
dium term. The MFI’s funding strategy should
include the following points.

- While deposits (including ingtitutional de-
posits) should be used as the MFI's basic
funding source, they should not represent
more than 65-75 percent of total liabilities.
The use of deposits should be limited be-
cause the unstable environment may result
in: (i) important fluctuations over time in the
availability of deposits (increasing liquidity
and other risks for the MFI) and (ii) deposits
being a less reliable source of funding
growth, given the negative impact of insta-
bility on the growth of deposits.

- Borrowing operations should be strength-
ened and diversified as much as possible in
order to improve term matching and prepare
for potentia liquidity problems created by
the withdrawal of deposits.

- Typicdly, it would not be advisable to issue
bonds in the local market due to the high in-
terest rates and limited terms that accom-
pany macroeconomic ingtability.

- Theinstitution’s leverage should be reduced
because of the much greater risks inherent in
an unstable economy. It would also be g-
propriate to strengthen the MFI’ s capital ac-
counts through a consistent policy of ren-
vesting profits and by adding new share-
holders through private placements. Foreign
shareholders may be especidly advanta-
geous since they can make additional capital
contributions without the constraints im-
posed by unstable local conditions.

In Scenario 4, the MFI shows clear sustainabil-
ity and operates in a stable macroeconomic and
political environment that is expected to last
through the medium term. The following points
should guide its funding strategy:

The MFI should adopt deposits as its basic
source of funding. Deposits may come to
represent as much as 90 percent or more of
the MFI’s liabilities if the financial and qo-



erating costs associated with deposit mobili-
zation can be reduced sufficiently. At the
same time, the MFI should seek to diversify
its depositor base, limiting the share of total
deposits provided by institutional clients—
such as mutual funds, pension funds and in-
surance companies—in order to control the
risks associated with large withdrawals.

The MFI should also increase and dversify
its borrowings and consider issuing bondsin
order to: have available sufficient liquidity
reserves, improve term matching, and be
able to launch new products that require fi-
nancing over the medium term. The MFI
should choose between borrowing and bond
issue considering the advantages of each
source in terms of costs, terms and diversifi-
cation. Some experts believe that bonds
should not represent more than 15 percent of
a deposit-mobilizing MFI’s total liabilities.
This limit would prevent the MFI from an
overdependence on small and shallow capi-
tal markets, which could expose it to exces-
sve refinancing risk.

The MF should boost its leverage to take
advantage of the opportunities available in
this environment. To support its growth, the
MFI should also increase its capital through
an active reinvestment policy, incorporation
of new shareholders through private place-
ments of new shares and, subsequently per-
haps, through public offerings of shares.

Scenario 5 takes scenario 4 to a much higher
level of development. Here, the MFI becomes
very successful and diversified and has a sub-
stantial market share, al in the context of great
macroeconomic stability. The MFI's funding
base is highly diversified, with several kinds of
deposits (including checking accounts). In many
cases, total deposits exceed loans. Such institu-
tions develop broad relationships with the capi-
tal markets, both placing and purchasing securi-
ties of various types based on their nvestment
and funding needs. An example of this scenario
is the Spanish savings banks in recent decades.
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BEST PRACTICES
(CHAPTER 5)

This section provides best practice recommenda-
tions for MFIsin the use of the different funding
instruments. Guidance is also offered on actions
MFIs can take to deal with economic crises and
on how donors and governments can help MFIs
to best develop the funding side of their balance
sheet.

Deposits

In the area of deposit mobilization, MFIs should:
(i) give priority to attracting time deposits le-
cause of their lower operating and total costs and
their contribution to the matching of assets and
ligbilities, (ii) ded with the problem of mi-
crosavings, a problem that is created by serving
a large number of clients with low balances, re-
aulting in high MFI operating costs, and (iii)
analyze their own depositor databases and seg-
ment the clientele. In the area of organization
and management, the MFI should develop -
tailed annua deposit-mobilization plans and re-
view them periodically, should set interest rates
that are differentiated by region and client seg-
ment and should consider creating incentive pay
schemes for personnel in the savings area. MFIs
should attempt to increase their share of the de-
posit market through: efficient and personalized
service, attractive and transparent rates and
terms, convenient branch locations, efficient
information systems with links to the branches,
and effective marketing campaigns.

Deposit mobilization has important repercus-
sions for the major market risks faced by MFIs,
namely liquidity, term mismatch, interest rate
and exchange rate risks. Best practices in man-
aging these risks include setting up an asset-
liability committee made up of the MFI’s princi-
pal managers, and creating an annual manage-
ment plan that includes a primary cash flow
analysis that is updated at least monthly. The
MFI should also use gap models, liquidity ratios
and stress tests to help control these market
risks. It should have contingency plans to dea
with situations of impaired liquidity, as well as
sufficient liquidity reserves. More sophisticated



MFIs may use duration analysis instead of gap
models to control interest rate risk.

To minimize exchange rate risk, MFIs should
make loans in local currency (LC) to clients that
produce nontraded goods and make loans in for-
eign currency (FC) to clients that produce traded
goods. The currency composition of the MFI’s
liabilities should then be matched to that of the
resulting loan portfolio and other assets. Regard-
ing this last condition, if there is an oversupply
of depositsin FC, the MFI may stimulate depos-
itsin LC with higher rates and better conditions,
use deposits (and borrowed funds) in FC as ca-
lateral to dotain LC bank loans (back-to-back
operations) and employ hedging transactions in
the local swap markets.

In order to successfully attract deposits, an MFI
must establish a marketing department that per-
forms a number of functions, including carrying
out marketing studies, both prior to the opening
of new branches and for the MFI as a whole.
This department should periodicaly undertake
client satisfaction and service quality analyses
and implement programs to maintain the loyalty
of its best clients. It should also establish a clear
and effective strategy for the use of the commu-
nications media and savings promotion person-
nel in helping to attract deposits. Findly, this
department should carefully evauate its own
marketing campaigns, including the use of raf-
fles to stimulate deposit mobilization, perhaps
by means of cost/benefit analysis.

Borrowing

With respect to borrowing, MFIs should give
priority to increasing the diversification of their
sources, while simultaneously taking account of
borrowing costs and of the need to avoid exces-
sive dependency on the government’'s second-
tier ingtitutions. Foreign and second-tier borrow-
ing should be used to lengthen the average term
of the MFI’sliabilities and bring greater stability
to its funding. Loca commercia bank borrow-
ing should be used to deal with short-term |-
quidity needs and to convert deposits collected
in FC into loanable funds in LC through back-
to-back operations. Finally, MFIs should use as
aliquidity reserve the portion of borrowings that

have been approved but not drawn down—
especiadly funds from second-tier ingtitutions,
donors and other foreign sources—al of whose
correlations with the domestic liquidity cycle is
low.

Bonds

The MFI should issue bonds only when it has
clearly achieved sustainability and operatesin a
stable macroeconomic and political environment
that is expected to last through the medium term.
Generally, the first bonds should be issued for
periods of 18 months to three years, so that the
market can become familiar with the MFI and its
risk profile. If the MFI seeks to attract institu-
tional investors, it may be important to include a
credit enhancement. This provides a partia
guarantee of principal and serves to raise the
bond'’s rating and facilitate its purchase. In any
event, the MFI should obtain the services of an
investment bank with a solid reputation and ex-
tensive relationships with potential purchasers.
In order to diversify funding sources and avoid
depending excessively on capital markets that
often lack depth, some experts suggest that de-
posit-taking MFIs in Latin America should limit
their bond funding to no more than 15 percent of
their total liabilities.

Stock

It is important to define the role of profit rein
vestment and new share issue within the frame-
work of a medium-term strategic plan. The fa-
vorable aspects of these capital investments are
that they provide the most stable funds available
to a financial institution, that they absorb the
greatest risks of any funding instrument and that
they permit the MFI to leverage liabilities. Their
unfavorable characteristics are the high cost of
the capita attracted, owing to the risk premium
demanded by capital investors, and the high cost
of generating the information that must be pro-
vided to these investors.

MFIs that are considering adding new share-
holders should thoroughly evaluate the different
types of possible investors and the advantages
and disadvantages of each. In addition to the
general advantages and disadvantages noted in



the preceding paragraph, this evaluation should
consider such positive aspects as the capacity of
new shareholders to make additional capital con-
tributions in the future, their potential contribu-
tions to the governance and management of the
MFI, the possibility that they may improve the
ingitution’s credit rating and reputation, and the
potential for new shareholders to facilitate &-
cess to technical assistance resources and credit
lines. The MFI must aso weigh the possible dis-
advantages of incorporating new shareholders,
such as the fact that the investment horizons and
profit expectations of the new investors may
differ from those of the existing shareholders,
possible discrepancies between the two groups
in the definition of the ingtitution’s mission, and
conflicts that may arise among shareholders due
to these and other factors.

Economic Crises

During times of economic crisis, MFIs should
increase primary and secondary reserves, reduce
leverage ratios, update and reinforce contin
gency plans designed to mitigate liquidity risk,
strengthen the functioning of the asset-liability
committee, and reduce term and currency mis-
matches in view of the economy’s greater vola-
tility during crisis periods. The MFI should aso
review its plans and projections for deposit
growth, modifying them to take account of cur-
rent economic redities and adjusting deposit

interest rates in line with the market. Finally, the
MFI should adopt a more restrictive policy on
loans, with lower growth rates, shorter terms and
higher interest rates.

Role of Governments and Donor s

Governments and donors should foster condi-
tions favorable to the MFIs effectively develop-
ing their own funding strategies and, more gen-
erdly, should promote an environment suitable
to the development of the overal financia sys-
tem. Experience aso shows that it is inadvisable
to favor MFIs with specia treatment.

In order to support the MFIs in attracting sav-
ings, governments and donors should: (i) pro-
vide technica assistance to the MFIs to help
them build their capacity to mobilize deposits,
(ii) encourage MFls that mobilize deposits to use
borrowing only as a supplement to deposits, in
order to avoid excessive dependence on public
and international lenders and the displacement
of deposits as the primary funding source and as
an important financial service to be provided in
its own right, (iii) support the development of a
well designed deposit insurance fund once effec-
tive prudential supervision has been established,
and (iv) encourage the progressive integration of
the MFIs into domestic and foreign capita mar-
kets.



1. Current Trendsin MFI Funding

OVERVIEW

Microfinance ingtitutions (MFls) face an array
of options in their funding strategies. Should
they rely on deposits as their basic source of
funding and try to attain a funding structure
similar to that of banks? What should be the role
of borrowing? Should these ingtitutions issue
stock or bonds? To be able to make appropriate
decisions on these matters, MFIs should con-
sider the financial and operating costs of each
funding source. They should aso take account
of other factors that are important in developing
a medium-term funding strategy such as the
risks associated with each source, the influence
of the macroeconomic environment and the
MFI’s level of maturity. The purpose of this pa-
per isto explore this set of problems for MFIsin
Latin America.

The present study consists of five chapters and
four annexes. Chapter 1 anayzes current fund-
ing trends for MFIs in Latin America, with par-
ticular attention to deposits. Chapter 2 examines
the characterigtics of the four maor funding
sources for MFIs. deposits, borrowing, bonds
and stock. Chapter 3 quantifies and compares
the financial and operating costs of each of the
four mgor funding sources. Chapter 4 discusses
the best funding mix for MFIsand Chapter 5
presents best practices. Four annexes provide a
detailed guide on how to issue bonds and stock
in Latin America (Annex A), data on trends in
liability structure and capital for 61 regulated
MFIs (Annex B), greater detail on borrowing for
23 MFIs (Annex C) and a description of the
costing study data for six MFIs (Annex D).

INTRODUCTION

In the first half of the 1990s, MFIs in Latin
America were mainly concerned with achieving
sustainability. In particular, they aimed to im-
plement an appropriate lending technology,
which would yield them a high-quality microen-
terprise loan portfolio with returns capable of
covering all costs.

By the mid 1990s, it was clear that the most ad-
vanced MFIs could achieve sustainability. This
led to a debate on how to finance further MFI
growth. Two opposing positions emerged:

The classical view of MFI development held
that mobilizing deposits should be the linch-
pin of MFI funding (for example, see Robin-
son, 1994). Thus it was proposed that MFls
should obtain most of their new funding by
expanding deposits. In this way, MFIs
would diversify their clientdle and reduce
the risks associated with reliance on just a
few creditors. The historica experience of
the industrial countries and Indonesia’s ex-
perience with microfinance provide exam-
ples of this strategy.

The financia systems approach held that
MFIs should specidize in providing micro-
credit. MFIs would attract the funds they
needed to grow by borrowing (see, for ex-
ample, Schmidt and Zeitinger, 1994, pp. 3-4
and 102-5). This approach maintained that
deposit mobilization should be carried out
cautioudy and progressively, given the high
financia and operating costs of this funding
alternative and the complications of provid-
ing good service to two large client groups,
depositors and borrowers.

A decade after this debate began, the present
study explores the state of MFI funding in order
to analyze its main characteristics and trends in
the context of the rapid growth of the microfi-
nance industry in Latin America.

The first section of this chapter evauates the
importance of each of the four mgor funding
sources for 61 regulated MFIs in nine Latin
American countries with major microfinance
markets during the period 2000-2003. The sec-
ond section analyzes deposits in greater detail
since it is the most important funding source.
The fina section examines the main factors that
contributed to the successful mobilization of
savings by MFIsin Latin America



MFI FUNDING
INLATIN AMERICA

This study of MFI funding examines a sample of
the leading MFIsin Latin Americafor the period
2000-2003. In particular, it analyzes the 61 MFIs
that are subject to prudential regulation in nine
countries with major microfinance markets. Bo-
livia, Colombia, Ecuador, El Salvador, Hondu-
ras, Mexico, Nicaragua, Paraguay and Peru. In
addition, in selecting the 61 MFIs, only institu-
tions with most of their operations in microfi-
nance were included." Thus, banks that have
only asmall part of their overall loan portfolio in
microcredit were excluded since the funding
structure of such banksistypical of that found in
commercial banks, rather than that found in
MFIs. Of the 61 MFIs analyzed here, 46 mobi-
lize deposits, only Peru’'s 14 EDPYMEs and
Mexico's Compartamos do not capture savings.
The complete MFI funding database is found in
Annex B.

The main stylized facts of MFI funding that
emerge from these dataare (see Tables 1 and 2):

Deposits are no longer the forgotten half of
microfinance” Deposits represented 61 per-
cent of liabilitiesin 2000 and 65 percent in
2003, and thus congtitute the dominant fund-
ing source for MFIs. Total deposits in
creased from US$ 520 miillion to US$ 1.24
billion during the period, providing the ma-
jority of the funds required to finance the
rapid growth of microcredit portfolios. The
deposit/loan ratio fluctuated around 75 per-
cent, indicating that the total amount o de-
posits was amost equd to the size of the
loan portfolio. For this reason we say that
deposits are no longer the forgotten half of
microfinance® The next section and Chap-

! The Dominican Republic was not included in the
sample owing to alack of data. Chile and Guatemala
also have significant microfinance markets but no
regulated MFIs specializing in microfinance.

2 See Vogel (1984) for adiscussion of the “forgotten
half.”

3 |f the 15 MFIsthat are not permitted to capture sav-
ings are excluded, the deposit/loan ratio isincreased
by approximately seven percentage points, fluctuat-
ing around 82 percent during the four-year period.

ters 2 and 3 provide a more detailed analysis
of the characteristics of MFI deposits.

Borrowing is still important but less so than
in the past. The relative importance of bor-
rowing has fallen from 29 percent of tota li-
abilities in 2000 to 27 percent in 2003.
However, the amount of borrowing has ec-
tually increased in absolute terms, rising
from US$ 245 million to US$ 517 million.
Thus, borrowing is till the second most im-
portant funding source in terms of the
amount of funds supplied to MFIs (less than
deposits but greater than equity).

Bonds are till incipient. Bond issues repre-
sent only asmall share of overall MFI fund-
ing, with 1.7 percent of total MFI liabilities
a the end of 2003. Only two MFIs have a
significant amount of outstanding bond is-
sues. Compartamos (Mexico, 29 percent of
its total liabilities in 2003) and Mibanco
(Peru, 13 percent of its tota liabilities in
2003). Bonds outstanding increased from
US$ 0.8 million at the end of 200 to US$
32.9 million at the end of 2003.

Equity and the issuance of shares. Although
precise estimates are unavailable, MFIs in
Latin Americararely issue stock to add new
shareholders. Instead, the capital base of the
MFIs has been increased mostly by reinvest-
ing alarge portion of the sizable profits they
have generated. (MFI profitability is exam-
ined in Chapter 3.) MFI capital increased
from US$ 177 million in 2000 to US$ 376
million at the end of 2003. The latter figure
is approximately 30 percent less than the
amount the MFIs obtained by borrowing
(US$ 517 million).

Constant leverage. The leverage ratio (the
ratio of total liabilities to equity) fluctuated
in the narrow range from 4.8 to 5.2 in the
2000-2003 period. This constancy reflects
two offsetting trends. the MFIS' growing ca-
pacity to take on and intermediate liabilities
and the aforementioned trend of the MFIs
reinvesting their substantial profits, which
has kept this ratio from rising signif icantly.



The predominance of Bolivia and especially
Peru in funding. These two countries lead
the field in attracting deposits. In 2003, they
captured 78 percent of the total deposits
mobilized in the nine countries. US$ 964
million aut of the total of US$ 1.24 hillion.
Peru mobilized 62 percent of the nine-
country total (US$ 772 million) and Bolivia
the remaining 16 percent (US$ 193 million).
Peru and Boliviawere amost as dominant in
other funding areas. Of the totals recorded
for the nine countries, Peru and Bolivia had
66 percent of borrowing, 73 percent of over-
all liabilities and 71 percent of equity.

Comparison with the Banking System

Table 3 compares the liability structure of the
MFIsin Boliviaand Peru with the liability struc-

ture of the banking systems in these two coun-
tries. The table illustrates that, in general, the
MFI liability structure in both countries is mov-
ing toward the pattern seen in banks. This trend
is characterized by a strong and growing deposit
share and a declining reliance on borrowing.
These two trends are clearly evident in both
countries and are even more marked in Peru than
Bolivia.

The structure of deposits is more diversified in
banks than MFIs in the sense that banks can d-
fer checking accounts in addition to savings ac-
counts and time deposits, whereas MFIs gener-
aly can offer only savings accounts and time
deposits. Even MFIs such as Bancosol and Mi-
banco, which are permitted to offer checking
accounts, have done so to only a very limited

Tablel
MFI Funding Trendsin Latin America, 2000-2003
(US$ millions, at end of year)

Deposits Borrowings Liabilities Capital
2000 | 2001 | 2002 2003 2000 2001 | 2002 | 2003 | 2000 2001 2002 2003 | 2000 | 2001 | 2002 2003
Bolivia 1079 126.7] 1541| 1926 69.9 702 0 770] 9221 1835 2052 2424 3050 ] 3281 322 ] 352 436
Colombia 9.7 137 | 157 18.1 100 10.5 84 126 | 21.6 271.2 25.7 32.9 84 84 81 9.2
Ecuador 446 | 7651 10631 1291 10.8 204 ) 3621 4751 610 1014 150.6 184.2 95 110 ] 158 235
El Salvador 00 | 149] 28| 353 0.0 136 | 192] 342 ] 00 297 489 716 00 79 85 137
Honduras 21 28 | 15 20 0.8 17 18 1 18] 50 5.0 42 48 19 35 37 4.9
M exico 0.0 00 ] 06 0.8 0.0 181 | 33.3] 466 | 00 231 54.9 748 00 | 112 ]| 223] 350
Nicaragua 1411 1521 113 125 1.7 2.6 1691 3161 175 189 30.1 463 2.2 2.2 49 7.8
Par aguay 621 | 577 443 | 805 21 181 03] 40 753] 704 531 04 | 175 152 | 105] 146
Peru 2795 | 405.6] 560.1] 7718 1499 | 183.8] 238.1] 246.5] 4858 | 624.8 8455 | 1,080.0] 1046 ] 1310 | 171.2] 2239
Total 5200 | 713.1] 916.7] 1,242.7] 2453 | 322.6] 4314 516.9] 8498 | 11057 | 14584 | 1,899.1] 1770 | 2228 | 2802| 376.3
Source: Superintendency of each country.
Table2
MFI Funding Structure in Latin America, 2000-2003
(percent, at end of year)
Deposits/ Liabilities Borrowings/ Liabilities Deposits/ Loans Liabilities/ Equit
2000 | 2001 | 2002 | 2003 |} 2000 | 2001 | 2002 | 2003 | 2000 | 2001 | 2002 | 2003 | 2000 | 2001 | 2002 | 2003
Bolivia 59% | 6200 | 64% | 63% 0] 38% ] 34% | 32% | 0% | 62% ]| 6/% ] 71% | 70% ] 56 6.4 6.9 7.0
Colombia 45% | 50% | 61% | 55% | 46% | 39% | 33% | 3% | 38% | 46% | 58% | 50% | 2.6 3.2 32 36
Ecuador 73% | 76% 1 71% | 70% B 18% | 20% | 24% | 26% | 123%] 116%] 101% ]| 90% | 6.4 9.2 o5 7.8
El Salvador 0% | 47% | 49% 46% | 39% | 48% 50% | 53% | 54% 3.8 58 52
Honduras 41% | 5% | 36% | 42% ) 16% | 34% | 44% | 3™ | 39% | 43% | 23% | 25% | 26 ] 14 | 11 ] 10
M exico 0% | 1% | 1% 79% | 61% | 62% 0% | 1% | 1% 21 | 25 | 21
Nicaragua 8100 1 8% | 37% | 27% 1 10% ] 14% | 56% | 63% 1 110%] 117%] 45% | 29% | 7.9 8.5 6.2 5.9
Par aguay 82% | 806 | 84% | 89% 1 3% 3% 1% 4% | 90% | 93% | 106% ] 112%) 4.3 4.6 50 6.2
Peru 58% | 6% | 66% | 71% } 31% | 29% | 28% | 23% | 76% | 83% | 80% | 84% | 4.6 4.8 50 49
Total 61% | 64% | 63% | 65% J 2% | 29% | 30% | 27% | 75% | 78% | 73% | % 4.8 5.0 52 5.0

Source: Superintendency of each country.




degree because of the complexity and cost of
this product.

MFI DEPOSITS

Given that deposits are the primary source of
funding for MFIs, we explore their structure in
greater detail. At the end of 2003, the break-
down of total deposits by type a the 61 MFIs
was. 6.7 percent negotiable certificates of depo-
sit, 67.3 percent other time deposits, 25.8 per-
cent savings accounts, and 0.1 percent checking
accounts (Table 4).

As will be seen in Chapter 3, time deposits
(TDs) have lower operating costs and in many
cases lower total costs (operating costs plus fi-
nancial costs) than savings accounts (SAS).
Moreover, given that their maturities are prees-

tablished, matching the maturities of TDs with
those of the loan portfolio is less complicated
than matching the maturities of SAs with those
of the loan portfolio. Therefore, MFIs generaly
give priority to mobilizing TDs. In addition, the
average size of a TD is generally much greater
than that of an SA (almost 20 times greater for
the 10 MFls examined in Chapter 3). Thus, TDs
are able to generate greater quantities of loan-
able funds.

Few of the 61 MFIs are permitted to offer check-
ing accounts. Those that are authorized have
minimal checking account operations because of
the high operating costs associated with these
accounts and the need for powerful information
systems that are connected to al of their bran-

Table3

Liability Structure of MFIsand the Banking System in Bolivia and Peru, 2000-2003

BOLIVIA
Microfinance I nstitutions 1/ Banking System 2/
2000 2001 2002 2003 2000 2001 2002 2003
Bonds 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Deposits 58.8% 61.7% 63.6% 63.1% 77.2% 78.6% 78.6% 81.1%
Checking Accounts 1.0% 0.2% 0.2% 0.3% 14.6% 18.1% 20.6% 23.6%
Savings Accounts 7.6% 9.8% 14.0% 17.6% 15.6% 19.8% 18.2% 23.0%
Time Deposits 50.1% 51.7% 49.3% 45.3% 47.0% 40.7% 39.8% 34.5%
Borrowings 38.1% 34.2% 31.8% 30.2% 18.0% 14.9% 15.3% 12.5%
Other Liabilities 3.1% 4.1% 4.7% 6.6% 4.8% 6.5% 6.2% 6.4%
Total Liabilities 100.0% | 100.0% | 100.0% | 100.0% ] 100.0% | 100.0% | 100.0% | 100.0%
1/ The MFls are Bancosol, Prodem, Caja Los Andes, FIE and Ecofuturo.
2/ The banking system excludes Bancosol.
Source: Superintendency of Bolivia (SBEF).
PERU
Microfinance I nstitutions 1/ Banking System 2/
2000 2001 2002 2003 2000 2001 2002 2003
Bonds 0.0% 0.0% 0.7% 1.3% 0.0% 3.1% 1.5% 1.9%
Deposits 57.5% 64.9% 66.0% 70.9% 69.1% 79.9% 83.9% 84.8%
Checking Accounts 0.1% 0.1% 0.1% 0.1% 12.6% 14.1% 14.1% 15.9%
Savings Accounts 18.9% 19.5% 20.6% 20.3% 18.7% 20.5% 20.5% 20.8%
Time Deposits 38.5% 45.3% 45.3% 50.5% 37.8% 45.3% 49.3% 48.1%
Borrowinds 30.9% 29.4% 28.1% 22.6% 16.6% 6.5% 6.5% 6.7%
Other Liabilities 11.6% 5.7% 5.3% 5.2% 14.3% 8.0% 8.0% 6.5%
Total Liabilities 100.0% | 100.0% | 100.0% | 100.0% | 100.0% | 100.0% | 100.0% | 100.0%

1/ The MFls consist of the CMACs, CRACs, EDPYMESs, Mibanco and Banco del Trabgjo.
2/ The banking system excludes Mibanco and Banco del Trabgjo.
Source: Superintendency of Peru (SBS).
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Table4

Deposits by Type at 61 MFls
(US$ million, December 31, 2003)

(for the 61 MFls)

MFI Country Total Checking | Negotiable Savings Other Time
Deposits Accounts | Certificates Deposits Deposits
of Deposit

Bancosol Balivia 69.9 0.1 0.0 20.6 49.2
Prodem Balivia 48.7 0.8 0.0 16.2 317
CajaLos Andes Bolivia 47.0 0.0 0.0 10.2 36.8
FIE Balivia 19.9 0.0 0.0 5.4 145
Ecofuturo Balivia 7.1 0.0 0.0 1.2 5.8
TOTAL Bolivia 192.6 0.9 0.0 53.6 138.0
Finamérica Colombia 12.8 0.0 12.8 0.0 0.0
Compartir Colorbia 5.3 0.0 5.2 0.0 0.0
TOTAL Colombia 18.1 0.0 18.1 0.0 0.0
Banco Solidario Ecuador 126.6 0.0 0.0 274 99.2
Financiera Ecuatorial Ecuador 25 0.0 0.0 0.0 2.5
TOTAL Ecuador 129.1 0.0 0.0 274 101.7
Financiera Calpia El Salvador 353 0.0 0.0 3.8 313
TOTAL El Salvador 35.3 0.0 0.0 3.8 31.3
Finsol Honduras 2.0 0.0 0.0 0.0 2.0
TOTAL Honduras 20 0.0 0.0 0.0 2.0
Compartamos Mexico 0.0 0.0 0.0 0.0 0.0
Fincomun Mexico 0.8 0.0 0.0 0.8 0.0
TOTAL Mexico 0.8 0.0 0.0 0.8 0.0
Findesa Nicaragua 0.4 0.0 0.0 0.3 0.1
Procredit (Confia) Nicaragua 125 0.0 0.0 4.0 8.1
TOTAL Nicaragua 129 0.0 0.0 4.3 8.2
Vision Paraguay 26.7 0.0 20.7 4.9 11
El Comercio Financiera Paraguay 8.9 0.0 6.0 15 1.3
Financiera Familiar Paraguay 26.8 0.0 238 1.7 1.2
Interfisa Paraguay 18.2 0.0 151 2.2 0.8
TOTAL Paraguay 80.5 0.0 65.7 10.4 45
Banco del Trabgjo Peru 175.7 0.6 0.0 21.2 153.8
Mibanco Peru 66.1 0.2 0.0 147 51.2
CMACs (14 MFlIs) Peru 439.0 0.0 0.0 144.0 294.8
CRACs (12 MFIs) Peru 90.4 0.0 0.0 40.1 50.4
EDPYMEs (14 MFIs) 1/ Peru 0.6 0.0 0.0 0.6 0.0
TOTAL Peru 771.8 0.9 0.0 220.7 550.2
TOTAL 61 MFIs 1,242.7 17 83.7 321.0 836.2
% of Total Deposits 100% 0.1% 6.7% 25.8% 67.3%

1/ EDPYME Edyficar has a small amount of deposits; they are legal, representing deposits of their employees.
Source: Superintendency of each country.




Table5
MFI Deposits by Currency
(per cent, December 31, 2003)

Savings Other Time Negotiable Total

Deposits Deposits Certificates of Deposit Deposits
Country LC FC | Total LC FC | Total LC FC | Total LC FC | Total
Par aguay 719 ] 281 100 | 69.5 | 305 100 | 84.2 | 158 | 100 813 | 187 | 100
Peru 513 | 487 100 | 59.7 [ 403 100 571 | 429 | 100 |
Nicaragua 144 | 85.6 100 55 94.5 100 84 916 | 100
Honduras 100 0 100 100 0 100

Note: Blank boxes indicate that the product is not offered by the MFls.

LC: local currency.
FC: foreign currency.
Source: Superintendency of each country.

ches. Moreover, few microenterprises demand
this product, and so it is not very important for
the MFIs to offer it unless they are trying to
serve a substantial number of small and me-
dium-size businesses, many of which do require
checking accounts.

The difference between negotiable certificates of
deposit (CDs) and other time depositsis that the
CDs can be sold to third parties while the other
time deposits cannot. Issuance of negotiable
CDs isimportant in only six of the 61 MFIs: two
in Colombia (Finamérica and Compartir) and
four finance companies in Paraguay. At the end
of 2003, negotiable CDs represented 100 and 82
percent of the total deposits of these MFIs in
Colombia and Paraguay, respectively. The em
phasis placed on these products reflects the
strategy of these six MFIs to attract institutional
depositors and access capita markets through
the sale of negotiable CDs, athough they also
sell a substantial part of their negotiable CDs
directly to the generd public.

Currency Mix of Deposits

The currency mix of deposits varies greatly with
the country (Table 5). In countries such as Ecua-
dor and El Salvador that have adopted the dollar,
100 percent of deposits are in foreign currency
(FC). The situation in Nicaragua is similar, with
FC deposits representing 91.6 percent of the to-
tal. Depodts in local currency (LC) take on
greater importance at MFIsin Peru (57.1 percent

of total deposits), Paraguay (81.3 percent) and
Honduras (100 percent).

The Size Distribution of MFI Deposits

This section examines the size distribution of
MFI deposits in Bolivia and Peru. These two
countries are selected because the required data
are available and because 78 percent of the total
deposits mobilized by our sample of 61 MFIs
are mobilized by the MFIs in these two coun-
tries.* The following observations and conclu-
sions are derived from Table 6, and refer to the
end of 2003:

First, the large number of deposit accounts is
striking: 185,017 in Bolivia and 683,167 in Peru.

Second, in Bolivia, deposits under US$ 500 rep-
resented 85.8 percent of the accounts but con-
tributed only 3.1 percent of the amount mobi-
lized, with an average balance of US$ 43 per
account. At the other extreme, accounts greater
than US$ 100,000 represented only 0.2 percent
of the accounts but yielded 34.9 percent of the
amount mobilized, with an average balance of
US$ 270,813. Another important segment is that

“ Table 6 provides data for all five MFIsin Bolivia
and for the CMACs and CRACs in Peru. Thus, for
Peru, the table omits the EDPY M Es (which do not
mobilize deposits), Banco del Trabajo and Mibanco
(which mabilize one-third of all deposits collected by
the Peruvian MFIs).



between US$ 10,001 and US$ 100,000, which
represented only 1.3 percent of the accounts but
provided 37 percent of the funds mobilized, with
an average balance of US$ 34,343. Findly, the

deposits between US$ 501 and US$ 10,000 rep-
resented 12.8 percent of the accounts and 25
percent of the total amount mobilized, with an
average balance of US$ 2,312.

Table6
Size Digtribution of Savings Deposits and Time Deposits
(December 31, 2003)

TOTAL MFIsin Balivia

Number of % Balance % Aver age Deposit
Segment Accounts (US$000) USH)
L essthan or egual to US$500 158,657 | 85.8% 6,823 3.1% 43
US$501 to US$ 1,000 8,294 4.5% 5,903 2.7% 712
US$ 1,001 to US$ 5,000 12,820 6.9% 29,903 13.6% 2,333
US$ 5,001 to US$ 10,000 2,602 1.4% 19,019 8.7% 7,309
US$ 10,001 to US$ 30,000 1,507 0.8% 26,296 12.0% 17,449
US$ 30,001 to US$ 50,000 466 0.3% 20,294 9.3% 43,549
US$ 50,001 to US$ 100,000 388 0.2% 34,494 15.7% 83,902
Over US$ 100,000 283 0.2% 76,640 34.9% 270,813
Total 185,017 | 100.0%| 219,372 | 100.0% 1,186

Source: Superintendency of Bolivia (SBEF).

TOTAL CMACsand CRACsin Peru

Number of[ | % Balance % Average Depost
Segment Accounts (US$000) (US$)
L essthan or equal to US$ 1,973 637,532 | 93.3% 111,349 21.4% 175
US$1,973to US$ 4,933 27,845 4.1% 83,450 16.0% 2,997
US$4,933to US$ 9,867 9,957 15% 66,614 12.8% 6,690
US$ 9.867 to US$ 19,733 5,079 0.7% 68,715 13.2% 13,529
US$ 19,733 to US$ 78,933 2,330 0.3% 76,974 14.8% 33,036
Over US$ 78,933 424 0.1% 114,290 21.9% 269,552
Totd 683,167 | 100.0% | 521,392 | 100.0% 763
Source: Superintendency of Peru (SBS).

TOTAL Banking Svstem in Peru

Number of % Balance % Average Deposit
Segment Accounts (USS$ 000) (US$)
Lessthan or equal to US$ 1,973 | 5,093,638 | 88.5% 842,543 6.4% 165
US$ 1973t0 USSP 4.933 320,848 5.6% 981,165 7.4% 3,058
US$ 493310 USSP 9.867 172,499 3.0% 1,137,984 8.6% 6,597
US$9.867 to US$ 19,733 100,126 1.7% 1345488 | 10.2% 13,438
US$ 19,733 to US$ 78,933 57,626 1.0% 1971696 | 14.9% 34,215
Over US$ 78,933 11,987 0.2% 6,921,256 | 52.4% 577,397
Total 5,756,724 | 100.0% | 13,200,132 | 100.0% 2,293

Source: Superintendency of Peru (SBS).




Third, MFI deposits in Peru are aso heavily
concentrated, with most of the accounts small
but most of the mobilized deposits coming from
larger accounts. Deposits less than US$ 1,973
represented 93.3 percent of total accounts but
contributed only 21.4 percent of the total amount
mobilized, with an average balance of US$ 175.
By contrast, major depositors, with balances
over US$ 78,933, represented only 0.1 percent
of total accounts but contributed 21.9 percent of
total deposits, with an average balance of US$
269,552. Findly, the intermediate segment be-
tween US$ 1,973 and US$ 19,733 is also quite
important, with 6.3 percent of the accounts and
42.0 percent of total deposits.

Fourth, comparing the size distribution of depos-
its a& MFIs versus banks in Peru, aposits are
even more concentrated at banks than at MFIs.
For example, clientsin the highest stratum (over
US$ 78,933) provided 52 percent of the total
amount mobilized at the banks and only 22 per-
cent at the MFIs. The greater deposit concentra-
tion at banks is likely due to the banks ability to
attract more high-income and institutional de-
positors, which, in turn, is due to the fact that
these clients require banking services that MFIs
are not permitted to offer.

The main conclusions derived from the preced-
ing analysis are:

In these two countries, in which the microf i-
nance sector is relatively mature, MFIs have
attracted a large number of depositors. Thus,
they have provided a valuable service to
many thousands of their clients and gresatly
diversified their liabilities.

There is marked heterogeneity among de-
positors in the two countries. Most of the

savers are small and contribute only a tiny
fraction of the total funds mobilized. An ex-
ploration of the operating costs of serving
this group is undertaken in Chapter 3.

The intermediate- and large-size savers are
important client segments in both countries.
Although most MFI lending consists of
loans to low-income clients, most of the sav-
ings comes from the intermediate- and large-
Size savers.

In Peru, deposits are even more concentrated
a banksthan at MFIs.

FACTORSBEHIND SUCCESSFUL
DEPOSIT MOBILIZATION

The recent success of MFIs in mobilizing sav-
ings in Latin America can be attributed to sev-
era factors® Firgt, the favorable influence of
macroeconomic stability and financia reform
are key, since they have made it possible to re-
munerate deposits with interest rates that are
positive in real terms. Second, MFIs are inspir-
ing greater confidence in saversin recent years
because these institutions have significantly
strengthened their balance sheets and operations.
In addition, in some countries such as Peru,
MFIs are backed by a deposit insurance fund,
which has substantially reduced depositor risk.
Third, MFIs generdly pay higher deposit rates
than banks. MFIs can do this because of the high
interest rates they charge on their loans. Fourth,
MFIs provide good service to depositors by
keeping wait times short, avoiding or minimiz-
ing fees, and maintaining low minimum deposit
sizes. Finally, many MFIs hold raffles with
valuable prizes to attract depositors.

° For amore in-depth analysis of thisissuein the spe-
cific case of Peru, see Portocarrero and Byrne La-
barthe (2002).



2. Characteristics of the Four Types of Funding

This chapter explores the four types of funding
instruments available to microfinance institu-
tions (MFIs). The first section examines severa
aspects of MFI deposit mobilization, including
products offered, client segmentation, organiza-
tion and management, competition, risks and
marketing. The second section explores MFI
borrowing, examining the characteristics of dif-
ferent borrowing sources and the impact of bor-
rowing on MFI risk management. The third and
fourth sections anayze the limited MFI experi-
ence in issuing bonds and stock, respectively.

DEPOSITS
MFI Deposit Products and Clients

In genera, Latin American MFIs that capture
savings from the general public use savings ac-
counts (SAs) and time deposits (TDs) as ther
main deposit products. At the end of 2003, the
breakdown of total deposits for the 61 MFIs we
have surveyed was: SAs 26 percent, TDs 74 per-
cent, and checking accounts 0.1 percent.

Savings accounts are interest bearing ceposits
that lack any preset term and that generally per-
mit savers to make deposit and withdrawal
transactions at will. Because of these features,
savers often use SAs as a liquidity reserve and
generdly value their liquidity, security, ease of
access and low maintenance cost more than the
interest rate they pay. SAs are often employed as
transaction accounts (in lieu of a checking a-
count), with limited average balances.

Time deposits are interest bearing deposits that
have a preset term and often charge a penalty for
withdrawals prior to maturity. TDs are of two
types. those that can be sold to third parties (ne-
gotiable certificates of deposit) and those that
cannot. Clients use TDs to earn high returns on
excess liquidity that can be committed for the

term of the time deposit. The interest rate paid
on the TD is akey factor in determining whether
savers will purchase this product.

Number of Accounts and Average Sze

To compare the two main deposit instruments,
SAs and TDs, it is useful to focus on Bolivia,
which has disaggregated data on the number of
accounts. Table 7 shows that total deposits mo-
bilized by the five regulated MFIs in Bolivia as
of June 30, 2004 was US$ 212 million, of which
SAs comprised 20 percent and TDs 80 percent.
However, savings accounts represented 94 per-
cent of the total number of accounts (and carried
an average balance of US$ 210), while time de-
posits represented only 6 percent of the total
number of accounts (and carried an average bal-
ance of US$ 12,056). The heterogeneity of the
savers is driking. A limited group of institu-
tiona investors and middle- and upper-income
households provide the bulk of the funds maobi-
lized, primarily through time deposits, while the
vast ngjority of savers provide only a limited
share of the funds.’

Distribution of Time Deposits by Maturity

Table 8 shows the distribution of time deposits
by maturity for the case of CMAC Arequipain
Peru. The CMAC Arequipa data reflect the gen-
era trend in Peru toward lengthening TD terms.
In the case of CMAC Arequipa, there are Sig-
nificant differences in the extent of this phe-
nomenon depending on the currency. CMAC
Arequipa has achieved a lengthening of deposit
terms particularly in loca currency (LC) time
deposits by following a conscious policy of of-
fering higher rates for such deposits. As aresullt,
30 percert of their LC time deposits have terms

® Also see Table 6 in Chapter 1 and the related dis-
cussion for more evidence on this phenomenon based
onthe samefive MFIsin Boliviaand 26 MFIsin
Peru.



Table7

Depositsin the Five Regulated MFIsof Bolivia ¥

(June 2004)
Bal ance % Number of % Average
(US$ million) Accounts Balance US$)
SavingsAccounts 43.1 20% 205,026 94% 210
Time Deposits 168.9 80% 14,009 6% 12,056
Total 212.0 100% 219,035 100% 968

1/ The five MFlIs are Bancosol, Prodem, Caja Los Andes, FIE and Ecofuturo. Given that the
data are from June 2004, they do not agree with the datain Annex B, which refer to December

2000-2003.
Source: Superintendency of Bolivia (SBEF).
Table8
Range of Time Deposit Termsat CMAC Arequipa
(June 2004)
Time Depositsin Local Currency
Range of Terms Number of Average Average Rate
(days) Accounts| % [Balance (US$] % | Balance (US$) (%)
From O to 180 days 2,084 45% | 5,917,927 22% 2,840 9.9
From 181 to 360 days 1,632 35% | 8,756,981 | 32% 5,366 8.7
From 361 to 720 days 573 12% | 4,636,574 17% 8,092 114
More than 720 days 310 7% 8,166,249 | 30% 26,343 13.6
Total 4,599 100% | 27,477,731 | 100% 5,975 10.0
Time Depositsin Foreign Currency

Range of Terms Number of Average Average Rate

(days) Accounts| % [Balance(US$] % | Balance (US$) (%)

From 0to 180 days 3,428 59% | 11,356,284 | 45% 3,313 4.7

From 181 to 360 days 1,856 32% | 8,343,601 33% 4,495 44

From 361 to 720 days 449 8% 3,796,939 15% 8,456 4.7

More than 720 days 77 1% 1,478,395 6% 19,200 54

Total 5,810 |100% | 24,975,219 | 100% 4,299 4.7

Source: CMAC Arequipa.

of over 720 days and 17 percent of LC time ce-
posits have terms of 361-720 days. The interest
rates paid increase from 9.9 percent per annum
for LC time deposits with terms less than or
equal to 180 days up to 13.6 percent for LC time
deposits with terms over 720 days. Also impor-
tant to note is the fact that the average size of the
over-720-day LC time deposits is US$ 26,343,
compared to an overal average size of US$
5,975 for al LC time deposits. These data reflect
CMAC Arequipa s promotional efforts to attract
middle- and high-income clients and persuade
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them to lengthen the terms of their LC time de-
posits.” Peru’s macroeconomic stability and ap-
preciating exchange rate in recent years have
also helped CMAC Arequipa to attract such de-
posits.

" These clients have significant assets and thus may
more easily allocate a portion of these assetsto me-
dium-term investments such as time deposits for
terms over two years. However, they will do this only
if the TD yields are high enough to compensate them
for the liquidity they have sacrificed.



Time depositsin foreign currency (FC) present a
rather different situation, with the preponderance
of these funds having shorter maturities: 45 per-
cent of these funds have terms of up to 180 days
and 33 percent have terms of 181-360 days. This
reflects CMAC Arequipa s much lower level of
interest in lengthening the terms of its FC time
deposits. This, in turn, stems from the fact that
CMAC Arequipa has an abundance of medium-
term credit lines in dollars which can be
matched to the medium-term microloans that it
makes in dollars. Thus, CMAC Arequipa does
not need much medium-term FC time deposits to
avoid asset-liability matching problems. Rather,
CMAC Arequipa encourages rollovers of matur-
ing FC time deposits into new FC time deposits
with similar maturities in order to have a stable
source of funding and lower financia costs.

Thus, active management of time deposits pro-
vides an opportunity for MFIs to mitigate asset-
ligbility matching problems in both term and
currency. MFIs can reduce these problems by
offering favorable interest rates and other incen-
tives to depositors who dlocate their excess |-
quidity in line with the MFI’s priorities.

Ingtitutional Depositors

Ingtitutional depositors can aso be quite impor-
tant, although their involvement varies with the
conditions in each country. This group of a
positors includes mutua funds, pension funds
(AFPs), insurance companies, banks, credit uv
ions, nongovernmental organizations and socid
programs, al of which can and sometimes do
make substantial time deposits. Because Bo-
livid s capitad markets are less developed, insti-
tutional depositors hold a greater share of their
assats in the form of financia ingtitution time
deposits, as is illustrated by Bancosol and Cagja
Los Andes, where 50 and 30 percent of time de-
posits, respectively, are from institutional de-
positors. On the other hand, in Peru, where capi-
tal markets are more highly developed, institu-
tions hold a smaller share of total MFI time de-
posits. For example, a8 CMACs Arequipa and
Piura, as of June 30, 2004, the time deposits of
registered companies (for the most part held by
institutional depositors) accounted for 24 and 19
percent of overall time deposits, respectively. At
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CRAC Sefior de Luren, the time deposits of reg-
istered companies are even less important, repre-
senting only 6 percent of overal time deposits as
of April 30, 2004.

It is interesting to examine a more detailed data
set on the time deposits of registered companies
(which, again, are mostly held by ingtitutional
depositors), from FIE in Bolivia. These deposits
have an average balance of US$ 96,034 per ac-
count (Table 9) and represent 39 percent of al
deposits mobilized by FIE. These deposits are
highly concentrated, with those over USS$
100,000 comprising 67 percent of the totd. Vir-
tudly the entire remainder is held in accounts
from US$ 10,000 to US$ 100,000, while smaller
Strata are insggnif icant.

Institutional depositorsin Bolivia are attracted to
time deposits at the MFIs because of the com-
petitive interest rates they pay, the possibility of
negotiating the terms and conditions of each in-
dividua deposit, and the image of financia
strength and professionalism of these entities,
which is reflected in their good risk ratings®
However, having a significant share of institu-
tional deposits increases liquidity, term mis-
match and currency risks for an MFl, since &
set-liability mismatches may be created by a
small group of depositors that tend to use similar
assessment criteria. This is especidly true in
times of generalized liquidity shortages, during
which institutional investors may not roll over
their deposits or may significantly reduce their
terms.

Government Deposits and Checking Accounts

Generally speaking, government deposits are not
a very significant source of funds for MFlIs.
These deposits tend to be concentrated in banks
and their placement subjected to constraints. For
example, in Peru, public funds must be placed in
financia institutions according to an auction
mechanism. Thus, aa CMAC Arequipa, govern
ment deposits represented only 3.9 percent of

8 Bancosol, Caja L os Andes, FIE and Prodem have a
risk rating of A or better.



Table9
Time Deposits of Registered Companiesat FIE
(June 30, 2004)

Segment Time Deposits of Registered Companies

Number of Average Balance

Accounts % Balance (US$) % (US)
0to US$ 500 1 1% 126 0% 126
US$ 501 to US$1,000 1 1% 576 0% 576
US$ 1,001 to US$ 5,000 4 1% 8,853 0% 2,213
USS$ 5,001 to US$ 10,000 4 4% 22,872 0% 5,718
USS$ 10,001 to US$ 50,000 38 42% 1,217,262 14% 32,033
US$ 50,001 to US$ 100,000 22 24% 1,630,316 19% 74,105
More than US$ 100,000 21 23% 5,859,103 67% 279,005
Total 91 100% 8,739,109 100% 96,034

Source: FFP FIE.

overall deposits as of June 30, 2004. These gov-
ernment deposits consisted of seven time depos-
its, with an average balance of US$ 540,000 per
account. In general, government deposits have
two important advantages. First, they may have
low financia costs. For example, in Peru, the
interest rate paid on government deposits is es-
tablished at the auction. Recently, the interest
rate on local currency deposits has fluctuated

between 4.5 and 6 percent, while the interest rate
on dollar deposits has been 2.75 percent. These
levels are significantly lower than those that
CMAC Arequipa pays its other depositors. Sec-
ond, the large average size of government a-
paosits brings operating costs down considerably.
On the other hand, government deposits have at
least three clear drawbacks. First, they generaly
have short terms (mostly between 95 and 189
days in the case of Peru, for example). Second,
they are potentidly unstable because the MFI
cannot be sure of winning the next auction and
because government agencies may need the
funds and thus may not renew their deposits at
maturity or may reduce their size. Findly, in
times of generalized liquidity shortages, this
source of funds may be costly.

In turn, the insignificance of checking accounts
as an MFI funding source can be attributed to
two main factors. First, most of the MFIs are
nonbank financial intermediaries, which are not
permitted to offer checking accounts. Second,

the MFIs that are banks still do not offer check-
ing accounts or do so only in a limited way be-
cause of: (i) the complexity of this product and
its high operating costs, (ii) the large advantages
of commercia banksin this business area, which
in turn generate substantial scale economies for
the banks, and (iii) the limited interest of micro-
enterprise clients in such accounts.’ On this last
point, the use of checks is not widespread among
low-income households; instead, a culture of
cash payments prevails. Finaly, the recent n-
troduction of a financia transaction tax in Bo-
livia and Peru has further reduced the appeal of
using checks in those countries.

Client Segmentation

As seen in both this chapter and the last, the de-
positors of MFIs are very heterogeneous. Be-
cause of this, it can be very useful for MFIs to
segment depositors and then develop segment-
specific strategies in such areas as products d-

° Aninteresting case of thisis Mibanco, an MFI that
does offer checking accounts. While only a snall
number of Mibanco clients have opened such ac-
counts, Mibanco still offers this product as a prepara-
tion for the medium term, when some of today’ s mi-
croenterprise clients will turn into small or medium
size businesses, which oftenwill be interested in
checking accounts.



fered (including new products), level of service
and growth targets.

For example, CMAC Arequipa has segmented
its depositors by size, setting the following ser-
vice levels:

Clients with balances over US$ 144,000 are
the responsibility of the Assistant Manager
for Savings and Finance.

Clients with balances between US$ 86,000
and US$ 144,000 are the responsibility of
the regional manager.

Clients with balances between US$ 43,000
and US$ 86,000 are attended to by the
branch manager.

Clients with balances between US$ 14,000
and US$ 43,000 are attended to by an opera-
tions assistant.

Clients with balances below US$ 14,000 are
handled by lower level staff or at a teller
window.

Thus, different segments are handled differently.
Large clients are provided with personalized
service. They do not have to stand in line and are
given the option to carry out transactions by
telephone or email. They are aso invited to spe-
cia events sponsored by CMAC Arequipa, are
vigted in their offices or homes in order to
maintain an ongoing relationship and are given
small gifts on their birthdays or Christmas.

This personalized service is very much appreci-
ated by CMAC Arequipad s large depositors, who
tend to be older and have a strong regionalist
spirit. At the banks in the Arequipa region, these
clients are often served in a much more stan-
dardized, anonymous way, at teller windows or
by lower level staff. This explains the preference
of this clientele for CMAC Arequipa. By seg
menting its depositors, CMAC Arequipa has
created programs to maintain the loyalty of key
clients.
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Similarly, Bancosol has studied the demographic
and socioeconomic characteristics of its clients
and analyzed their patterns of financial product
use. As a result, it has established categories of
clients that receive special treatment, based on
their profitability, length of time as clients and
other factors. These dcepositors are given rapid
service and are not required to stand in line.
They aso receive higher interest rates on their
savings, more flexible approva of loans and d-
fers of credit and debit cards and of other prod-
ucts tailored to their needs.

CMAC Trujillo has analyzed the gender compo-
sition of its clients. In July 2003, at its two most
important branches—the main office and the
branch on Avenida Espafia—women provided
41 percent and 43 percent of total deposits, re-
spectively. Men provided 28 and 29 percent,
respectively, and registered companies, 31 and
28 percent, respectively. Severa factors explain
the importance of women depositors. the fact
that women make most of the household invest-
ment decisons in Trujilloo CMAC Trujillo’'s
strong regiona roots and the ingtitution’s policy
of not charging monthly fees for its savings ac-
counts. Interestingly, at branches in small cities
in the highlands (the sierra), the situation is re-
versed: men account for between 51 and 56 per-
cent of the deposits mobilized.

Table 10 shows the results of CMAC Trujillo’s
study of the distribution of deposit balances by

deposit type and age of the client. Individuals
over age 50 hold 50 percent of total time depos-
its and 37 percent of total savings deposits. The
distribution of savings by age group fits the life-
cycle hypothesis quite well.’® Older persons
have more significant savings because they have
had a longer accumulation period and kecause
they need to build up assets for old age. The sur-
vey aso shows the importance of those under

18, especialy in savings deposits. It is important
to build and maintain the loyalty of these clients,
not only because of the sizable savings accounts
they have now, but also because they may be a
source of even larger depositsin the future.

10 See Ando and Modigliani (1963).



Table10
Distribution of Deposit Balances by Type of Deposit and
Ageof Client at CMAC Trujillo
(May 31, 2004)

IAge (years) Savings Deposits (%) Time Deposits (%)
Under 18 15.5% 9.9%
18-24 3.5% 4.9%
25-30 8% 8.8%
31-40 18.6% 11%
41-50 17.4% 15.3%
51-65 29.7% 30.3%
Over 65 7.3% 19.9%
Total 100% 100%

(US$ 20.8 million) (US$ 43.4 million)

Source: CMAC Trujillo.

CMAC Trujillo's andyss of its clients by
gender and age has proven very useful. As a re-
sult, CMAC Trujillo has been able to gear its
marketing campaigns and structure its services
based on the needs of the key client segments it
has identified.

In general, MFIs need to analyze their client da-
tabases in greater depth in order to be able to
orient marketing and cross-selling efforts more
effectively and better adapt products to the needs
of different client segments. MFls often do little
or none of this analysis, in some cases because
of the limitations of their databases but, in most
cases, because they have not recognized its im-
portance.

Organization and Management

Oversight of the deposit-taking operations of an
MFI falls either to the MFI's savings and fi-
nance department or, alternatively, to its opera-
tions department. In general, MFIs set deposit
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mobilization targets as part of an overall set of
consistent financial projections made during the
annual business planning exercise.

MFIs break down their overall deposit-
mobilization targets by branch in consultation
with branch managers and after considering the
current and likely future state of financial mar-
kets. They evaluate the extent to which these
targets are being met on a monthly basis and
andyze the possible reasons for discrepanciesin
order to implement corrective measures.

In most MFIs, either management or the board
of directors sets interest rates centrally, based on
an evaduation of financia market trends, the
rates offered by competitors, and the MFI’s pri-
orities. As an example of this last consideration,
to help rectify currency mismatch problems,
many MFIs in Peru offer significantly higher
interest rates on local currency deposits than on
U.S. dollar deposits.™ In some cases, branch
managers are given flexibility to modify deposit

M Thisistrue despite the fact that Peruvian and U.S.
inflation levels have been similar in recent years.



Box 1: How BranchesHandl e Deposits

MFIs are decentralized institutions, and so it is hardly surprising that MFI branches play akey rolein their operations. At four
MFIswe visited in Peru and Bolivia, three types of branches were observed: (i) main offices, which carry out the largest and
most complex transactions, both for loans and deposits; (ii) deposit-mobilizing branches, where deposits exceed loans by a
large margin; and (iii) lending branches, where the reverseistrue. In all cases, the branch’slocation is of central importance;
each branch is generally located near its target market. Thus, main offices are usually located in city centers, where financial
activities are concentrated. In regards to deposit mobilization, the main offices offer more favorable conditions for servicing
maj or depositors, such as the ahility to provide more personalized service and to negotiate rates more efficiently because of the
nearby presence of the MFI’ s executives. Deposit-mobilizing branches are located in city centers or in middle- and upper-
income areas, thus facilitating the transactions of savers who work or live in those areas. Lending branches are located near the
main microenterprise activity centers. While these branches give priority to granting loans, they also provide servicesto savers.
Many MFIstry to strike a better balance between the lending and deposit-taking operations of the lending branches, though the
makeup of their clientele limits these efforts. In addition, lending branches are often located in areas with safety problems, and

S0 many savers prefer to carry out their transactions at the MFI’s main office or its city center branches!?

These three types of branches are clearly reflected in the following data:

Characteristics of Selected Branchesfor Four MFIsin Peru and Bolivia

Branch Tvpe Years Number of Deposit Balance | Average Deposit | Outstanding L oans,
yP Depositors (US$ million) (US$) (US$ million)

La Merced Main 6 Savings: 10,800 |Savings: 2.74 Savings: 254 11.2

(CMAC Arequipa) Time Dep.: 1,500 |Time Dep.: 18.97 |TimeDep.: 12,648 ’

M d Deposit Savings: 25,656 |Savings: 10.10 Savings: 394

(Ci;fce/&‘i uips) Mobﬁlizer 15 |Time Dep.: 4,506 |Time Dep.: 16.30 |TimeDep.: 3,617 115
quip WA: 3,374 WA: 4.08 WA: 1,209

El Porvenir Lend 14 Savings: 5,500 Savings: 0.74 Savings: 135 38

(CMAC Trujillo) encer Time Dep.: 540 |TimeDep.. 1.38 |TimeDep.: 2,529 :

El Prado Main 1 Savings: 815 Savings: 0.59 Savings: 729 Mi(;rrgtc?'l;di?:ZZB

(CajaLosAndes) Time Dep.: 269 |TimeDep.: 2.25 |TimeDep.: 8,364 SME credit: 3.9

Gran Poder Lend 7 Savings: 1,657 Savings: 0.11 Savings: 69 25

(Prodem) encer Time Dep.: 93 TimeDep.: 1.32 |TimeDep.: 14,173 ’

Note: WA indicates workers' accounts, that is, payment for timein service.

Source: CMAC Arequipa, CMAC Trujillo, CajaLos Andes and Prodem.

Branch managers play an important role in deposit mobilization. They participate in setting deposit-mobilization targets and
evaluating their fulfillment, design action plans, hold periodic meetings with staff members to solve problems, and deal with
suggestions for improving branch operations.

The branch manager is also charged with ensuring good client service (for example, organizing the branch to avoid lines and
provide rapid attention to all clients), promoting deposit products in order to attract new clients, and making sure services are
personalized. The manager visits the largest depositorsand often negotiates better rates for them, within the parameters set by

the MFI.

2 Thisiswhat happensin El Alto, Bolivia, where major clients often prefer to make depositsat the MFIS' main of-
ficesin LaPaz.
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rates, as long as they stay within a previoudy-
approved range. Prodem and CMAC Trujillo
vary their deposit rates by branch—based on
loca market considerations, including the de-
posit rates paid by local competitors—in an -
tempt to minimize the overall financial costs of
mobilizing a given amount of deposits. How-
ever, MFIs generally do not use analyses of the
operating costs of different deposit products to
guide them in setting their deposit rates (for ex-
ample, to help them minimize the total costs of
mobilizing a given amount of deposits, where
total costs are the sum of financial and gperating
costs).

Some MFIs use incentive pay systems to reward
branch managers and employees involved in
deposit-taking for meeting their assigned de-
posit-mobilization targets. However, this is
much less common than the use of pay incen
tives for loan officers. This is because most
MFIs ill place greater emphasis on credit and
because it is easier to evaluate loan officer per-
formance. MFls that do not use incentive pay
systems for employees involved in deposit-
taking and for branch managers should consider
introducing such systems as a way to motivate
these personnel to reach the deposit targets that
the MFI has set.

The Competition

In making loans to microenterprises, MFIs gen-
erally face only limited competition from com-
mercia banks, which are often not interested in
this market segment. However, many banks
compete with MFIs for the deposits of microen-
terprises. Banks can generaly offer their clients
an image of financia strength and security, a
sizable branch network, better facilities for mak-
ing transfers and payments, ATMs, credit cards
and some products such as checking accounts
and foreign trade finance that are mainly impor-
tant to larger businesses and middle- and upper-
income clients. The disadvantages of banks -
clude the lower interest rates they pay on depos-
its, the higher fees they charge, the higher mini-
mum deposit sizes they require and the less per-
sonalized service they offer compared to MFls.
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Oftentimes, MFIs face tough competition from
other MFls for microenterprise deposits since
many of these other MFls offer similar products
at comparable interest rates and have a similar
target clientele. Mutua savings & loan institu-
tions and credit unions may provide additional
competition, the importance of which varies
greatly from market to market.

The main strengths of MFIs in deposit mobiliza-
tion include the following:

High interest rates

Efficient, personalized service

Image of financia strength and security
(better in some MFIs than in others)
Absence of fees. Deposit rates clearly indi-
cate the return on savings, and are a more
transparent indicator than deposit rates at
banks.

Low minimum amount for opening an &-
count

For regiond ingtitutions, regiona prestige
may confer a powerful competitive advan-
tage on the MFI, as it does in the cases of
the CMACsin Arequipa, Piuraand Trujillo.

The weaknesses of MFIs in mobilizing deposits
include the following:

Lack of a nationa network comparable to
that of banks, which facilitates payments
and transfers

Limited capital base compared with that of
banks

Lack of ATMs and of information systems
that facilitate the analysis of client databases
Lack of variety among services offered, for
example, absence of checking accounts and
foreign trade financing

The success of MFIs in mobilizing deposits in
recent years can be credited to both external and
internal factors. Important external factors -
clude the relative macroeconomic stability that
has prevailed in many countries and is reflected
in low inflation levels and positive real deposit



Table11
Use of Rafflesto Stimulate Deposit M obilization
(June 2004)

Country and M FI

Yes No

Peru

CMAC Arequipa

X

CMAC Chincha

CMAC Trujillo

X

CRAC Sefior de Luren

Bolivia

Bancosol

FIE

Caja Los Andes

Prodem

XX | XX

Source: The MFls.

rates. At the same time, in many countries,
banks have undergone a cycle of low deposit
rates and excess liquidity since 2000. This has
led the banks to sharply reduce deposit rates and
to concentrate on cutting financial costs instead
of attempting to expand deposits. All of this has
facilitated MFI market penetration. Findly, in
some countries, such as Peru, deposit insurance
funds have been set up to cover al regulated
financia ingtitutions, significantly reducing the
risk for savers. Peru’'s depost insurance fund
covers deposits of up to US$ 19,000.

The success of MFIs in mobilizing deposits is
also based on important internal factors such as
efficient and personalized service, suitable loca-
tions for branches, high interest rates and favor-
able conditions, an effective information system
that interconnects with al branches and facili-
tates transactions, and effective advertising
campaigns that in some cases include raffles.

Raffles to Promote Savings

There is much debate about the merits of using
raffles to promote savings. It is hardly surpris-
ing, then, that there are magjor differences in their
use, asillustrated by the Table 11 comparison of
MFIsin Peru and Bolivia. This table shows that
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Bolivian MFls do not favor the use of raffles.
There are at least two reasons for this:

As noted in a study done by Bancosol, raf-
fles are unpopular in Bolivia because few
people win and many believe that the raffles
are sometimes rigged. Clients prefer that all
depositors receive small gifts as incentives.

Raffles also have a bad reputation in Bolivia
because they have often been used by inter-
mediaries facing a crisis as a part of a des-
perate attempt to procure liquidity.

By contrast, in Peru, the mgjority of CMACs
and CRACs have used raffles to attract savers,
and have had very positive results.”® This can be
explained by the following:

Raffles enjoy a generally unsullied reputa-
tion in Peru, with many major banks con
tinuing to employ them.

MFI raffles are normally limited to the &
positors of a single region, and are held at
public events with abundant publicity and

13 Raffles have also played arolein the successful
savings mobilization experience of BRI in Indonesia
(see Robinson, 1994, pp. 41-42).



transparency, al of which contribute to their
good image.

Whether an MFI should use raffles to stimulate
deposits depends on the reputation of raffles in
the country and on the degree to which the MFI
needs additional deposits. For example, CMAC
Arequipa already has the second largest share of
the deposit market in the city of Arequipa. It is
surpassed only by Banco de Crédito, the leading
financid ingtitution in Peru, which has 36 per-
cent of the country’s deposits. For this reason,
CMAC Arequipa has decided not to use raffles.

On the other hand, raffles may be useful when
they enjoy a good reputation in the country and
the MFl would like to increase its deposits. To
maximize the benefits of the raffle, the MFI
should carefully design its incentives. For exam-
ple, a many Peruvian MFIs, more chances to
win are given to those with longer-term time
deposits in local currency because these charac-
terigtics help the MFI to improve the matching
of its assets and liabilities in both term and cur-
rency. MFIs should also carry out an ex post
evauation to determine whether the profits gen-
erated by the raffle exceeded the costs, as illus-
trated in Box 2.

Principal Risks

Mobilizing deposits has clear impacts on the
four market risks faced by MFIs: liquidity, term
mismatch, interest rate and exchange rate risk.
Attracting deposits also gives rise to additional
operational risks.

Liquidity Risk

Liquidity risk arises especially from the need for
funds to meet depositors withdrawals, which
sometimes cannot be anticipated. This is espe-
cialy true for savings accounts, which have no
set term. Periods of political or financial insta-
bility may bring unexpected withdrawals and, in
some cases, contagion effects. To measure this
risk, analysts use the liquidity ratio (the ratio of
liquid assets to short-term liabilities) and the
gaps between assets and liabilities ordered by
maturity date.
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The Superintendency of Banking and Insurance
(SBS) of Peru has set minimum liquidity ratios
of 8 percent for local currency (LC) iabilities
and 20 percent for foreign currency (FC) liabili-
ties, which al intermediaries must observe
Certain ingtitutions, such as CMACs Arequipa
and Trujillo, have an interna policy that requires
higher liquidity ratios, 10 percent in LC and 25
percent in FC for both of these CMACs. In any
event, when an MFI approaches its minimum
ratio, a contingency plan should be activated. At
CMAC Arequipa, the main elements of this plan
include:

Using the undisbursed balances of approved
credit lines

Improving loan recovery in the short term
Reducing loan terms and limiting larger
loans

Extending the maturity of borrowing
Fostering time deposits with longer terms by
offering higher rates

If there is no other alternative, liquidating
reserves (including deposits at banks and
other assets that can be quickly converted to
cash)

In genera, there is no significant seasonality in
the deposits received by MFIs in Peru and Bo-
liviain their urban branches. Thisis not true for
their rural branches, however. For example,
Prodem’ s rural branches experience asignificant
drop in savings during carniva and at the start of
the school year (February and March).

The gap mode is useful for quantifying liquidity
risk (Box 3). Generally, the model assumes that
time deposits will not be withdrawn before me-
turity, and it also makes an assumption about the
timing of withdrawals from savings accounts.
For example, CMAC Arequipa accepts the sce-
nario suggested by SBS: it assumes that 25 per-
cent of savings account balances will be with-
drawn in the next 30 days and 75 percent in the
following 11 months.

Many MFIs create a primary cash flow table
(showing the cash flows of the entire MFI) &

14 5ee SBS, Resolution no. 472-01.



Box 2: The Use of Rafflesat CRAC Sefior de Luren

The recent experience of CRAC Sefior de Luren (SL), in Ica, Peru, reflects the costs and risks of using rafflesto
increase deposit mobilization. The following are the results of the campaign “Ahorray Gana con Nosotros” [Save
and Earn with Ug], carried out in the 9-month period between October 2002 and July 2003. The prizes consisted of
afurnished house, computers and a number of household appliances.

The participantsin the raffle were all individuals or registered companies that had taken out a new time deposit
(TD) or else had increased their existing balance by S/. 100 for TDsin local currency (equivalent to approximately
US$ 29) or by US$ 50 for TDsin dollars. Thus, the raffle reflected SL's preference for TDs in local currency.
Those qualifying for the raffle received the following number of tickets for the drawings:
- 90-day TD — 1 ticket

180-day TD — 2 tickets

270-day TD — 3 tickets

360-day TD — 4 tickets

Our ability to evaluate the raffle’ s resultsis limited by the absence of acontrol group that could help usto estimate
the amount of deposits that would have been mobilized without the raffle. For the sake of simplicity, it was assumed
that any increase in deposits that occurred during the 9-month raffle period was attributable to the raffle.*®

All costs of theraffle (US$ 95,043) were taken into account: advertising (35 percent of the total), prizes (36.8 per-
cent), promotion (13.2 percent), filming, modeling and show expenses (12.3 percent) and operating and mainte-
nance expenses (2.6 percent).

Financial costs generated by the deposits were also considered. In the 9-month period under analysis, the average
financial cost of the TDs was 6.09 percent per annum. The costs of the raffle itself represented an average additional
annual outlay of 4.74 percent, calculated by taking the US$ 95,043 in raffle expenses as a percentage of the amount
of deposits mobilized by the raffle. These expenses increased the cost of the new deposits by 78 percent, to an an-
nual average of 10.83 percent, where thislast figure still does not include the other (“normal”) operating costs asso-
ciated with mobilizing deposits.

Raffles carry aclear risk since the MFI must make an up-front investment in prizes and advertising, which it hopes
will allow it to reach its deposit-mobilization target and thus reduce the raffle costs per dollar mobilized to areason-
ablelevel. Thefollowing table illustrates the fact that raffle costs per dollar mobilized vary greatly depending on the
extent to which the deposit-mobilization target is met. For example, if CRAC Sefior de Luren were to have mobi-
lized 50 percent less than what we have estimated, the cost of the raffle would have doubled to 9.48 percent and
would be quite aburden; on the other hand, if this MFI were to have mobilized 50 percent more than what we have
estimated, the cost would drop to 3.16 percent.

Raffle Costsat CRAC Sefior de Luren

Costs of Deposits (annual)
Per centage of Deposit Interest Raffle Total Increase from|
Taraet Reached Costs Costs Costs Raffle
50% 6.09% 9.48% 15.56% 156%
100% 6.09% 4.74% 10.83% 78%
150% 6.09% 3.16% 9.25% 52%

Source: CRAC Sefior de Luren.

Thus, raffles entail significant costsfor an MFI, which iswhy they should be used with care and should be well
planned and eval uated.

15 On the other hand, the conservative assumption was made that the deposits attracted during the campaign would
stay in theinstitution for only one year.
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part of their annual business planning exercise.
This table is frequently updated and used to
manage liquidity. During times of political or
financid instability, such as the 2003-2004 crisis
in Bolivia, it is mportant to increase liquidity
reserves in preparation for possible future con-
tingencies, even a the cost of dowing the
growth of the loan portfolio. If a country’s fi-
nancia system is shallow, risks can be greatly
increased, as occurred in Bolivia during the
2003-2004 crigs. This is because problems in
one sector can absorb most of the available li-
quidity in the economy, so that liquidity short-

ages spread rapidly to al intermediaries and sec-
tors, pressuring the entire economy.

Stress tests can help evaluate liquidity risks. For
example, CMAC Trujillo simulates the impact
of early withdrawals of time deposits simultane-
oudy with withdrawals from svings accounts
and delays in loan repayments. The institution
compares the resulting imbalances with its pri-
mary and secondary liquidity reserves and pre-
pares a contingency plan. In this way the MFI
can evauate its response to stress.

Box 3: The Gap Model inan M FI

Loan repayments (and other cash inflows into the MFI) and deposit withdrawls (and other cash outflows
out of the MFI) form the basis of the gap model.

In general, MFIs do less term transformation than banks since MFIs offer shorter-term loans on average
than banks. Hence, in MFIs, the distribution of assets and liabilities by time to maturity often shows only
fairly small imbaances, asis the case for CMAC Arequipain the table below. CMAC Arequipa has a
comfortable liquidity position, which isin no small measure due to the sizable positive gap for terms of 1
month or less, the result of the liquidity reserves CMAC Arequipa has established. Because of these re-
serves and the relatively small imbalances between assets and liabilities in other time intervals, the cumu-
lative gap is aways positive. In fact, negative gaps arise only in the 1-2 and 2-3 month periods. These
negative gaps are also offset in the subsequent time intervals, due to the predominance of shorter term
loans (especialy urban microenterprise working capital loans with terms of under one year) and monthly
repayments of principal and interest.® The monthly inflow of loan repayments provides an important
source of funds to address an MFI’ s liquidity needs, especidly if the MFI is careful about granting new
loans.

Distribution of Assetsand Liabilitiesby Timeto Maturity in CMAC Arequipa
(US$ millions, May 31, 2004)

1 Month 1-2 2-3 3-6 6-12 More Total
or Less Months | Months Months Months Than 12
Months

Assets 429 6.9 5.2 15.2 23.4 34.0 127.6
Liabilities 214 12.2 11.0 13.2 16.5 318 106.0
Gap 215 -5.2 -5.8 2.0 6.9 2.3 21.6
Cumulative 215 16.2 104 12.4 19.4 21.6
gap

Source: CMAC Arequipa.

16 As of May 2004, approximately 25 percent of the local currency microenterprise loan portfolio matured in 31 to
60 days (and generally consisted of parallel loans designed to meet preferred clients’ immediate liquidity needs,
repaid with asingle installment of principal and interest at the end of the loan), while 40 percent consisted of 6-12
month loans, with monthly repayments of principal and interest.
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Deposit mobilization can aso lead to certain
concentration risks if a small number of deposi-
tors hold a significant share of total savings, a
danger that is more likely to occur when there
are ingtitutional depositors. Thus, it is important
to periodically evaluate the share of total depos-
its held by the largest 10 or 20 depositors and
establish maximum limits. For example, CMAC
Arequipa limits its 10 largest depositors to hold-
ing atotal of no more than 20 percent of CMAC
Areguipa s net worth. To reduce concentration
risks, an MFl should diversify its clientele, es-
tablish adequate liquidity reserves and develop
contingency plans.

Term Mismatch Risk

To understand this risk, one can begin by e-
tending the gap model to assets and liabilities
ordered by time intervals greater than one year.
For example, time intervals of 12 years, 23
years, 34 years, 45 years, and greater than 5
years can be used. All assets and liabilities are
placed in the interval that corresponds to their
maturity. The aim is to match the amount of
assetsand liabilities that mature in each interval
to avoid liquidity problemsin the future.

Deposit mobilization can heighten term mis-
match risk for MFIs by financing long-term
loans with short-term liabilities: savings ac-
counts and short-term time deposits. The pre-
dominance of short-term working capital loans
(generdly for terms less than one year) means
that thisrisk is not so significant for most MFls.
However, two recent trends are increasing term
mismatch risks. First, MFls are increasing loan
terms due to greater competition. Second, MHs
are increasingly lending to small and medium-
sze enterprises, and these loans are normally
longer term (up to three years) both for equip-
ment purchases and working capital

As aresponse to term mismatch risk, some MFIs
encourage longer-term deposits, offering clients
higher interest rates for time deposits of 1-2
years or more. This measure can be adopted in
stable macroeconomic situations. Other options
include longer-term borrowing and stock and
bond issue. Finaly, some MFls can match a por-
tion of their savings account deposits (the stable
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portion) with medium-term loans. In these MFls,
a significant share of savings deposits (up to 25
percent or more) is very stable, even though the
depositors have the right to withdraw their
money at any time. Many small depositors use
MFIs because they are conveniently located or
require alow minimum deposit. These deposi-
tors tend not to withdraw all their savings unless
they fear that the MFI may lecome insolvent,
which could jeopardize their deposits. In such
cases, MFIs can match their medium-term loans
against the stable portion of their savings depos-
its with little or no risk, as long as the MFI
maintains its financial solidity.

Interest Rate Risk

The other conseguence of assets and liabilities
that are not matched by term (besides future Ii-
quidity risk) is interest rate risk. To understand
interest rate risk, suppose that an MFI makes a
substantial amount of 2-year loans at an interest
rate of 35 percent and that all of these loans are
financed with 1-year time deposits paying 12
percent. Also assume that the MFI requires a
margin of 18 percent to cover its operating costs
and expected loan losses. The MFI looks to
make a healthy profit of 5 percent on these loans
(=35% - 12% - 18%). But what happens if in
one year's time the country enters a period of
tight money or inflation that pushes time deposit
rates up by 10 percentage points, from 12 to 22
percent? When the MFI rolls over those depos-
its, its 5 percent profit turnsinto a5 percent loss.
Thisis an example of interest rate risk, which is
the risk that changes in market interest rates will
affect the MFI’ s profitability.

Four important caveats should be attached to the
rule that MFIs should match the amount of &-
sets and liabilities that mature in each time in-
terval. The first is that for purposes of interest
rate risk, assets and liabilities should be class-
fied not based on their maturity but on the time
until the next updating of their interest rate. For
example, consider the case of a 3year loan that
the MFI has just made with a variable interest
rate indexed to a reference rate that is adjusted
quarterly. For interest rate risk purposes, this
asset should be classified in the 3-6 month inter-
val, not in the 2-3 year interval. Thus, the analy-



sis measures the gap between the amount of as-
sets sengitive to variations in interest rates and
the amount of liabilities sendtive to variations in
interest rates in each time interva (for example,
up to 1 month, 1-2 months, 2-3 months, 3-6
months, 6-12 months, 1-2 years, 2-3 years, €tc.).

The second cavest is that liquidity risk and term
mismatch risk are both avoided when liabilities
have alonger maturity than the assets they fund.
Interest rate risk is aso avoided under this con+
dition as long as the liabilities are prepayable
without substantial penalty and can be replaced
by new and similar liabilities. To understand this
last statement, suppose that an MFI makes 2
year loans to its clients using money it borrows
for three years. If interest rates have fallen sub-
stantially by the time the 2year loans mature,
the MFI can prepay its 3year loan and obtain
cheaper funding, thus avoiding interest rate risk.

The third caveat is that, in fact, MFIs may often
want to use liabilities that have somewhat
shorter terms than the assets they fund. This is
because liabilities normally become cheaper as
their term is shortened, so that the MFI may ac-
cept a certain amount of interest rate risk, term
mismatch risk and liquidity risk in exchange for
cost savings, especidly if the these cost savings
are significant. The goa of the MFI’'s funding
strategy is not necessarily to eliminate all risk,
but to maximize profitability at acceptable levels
of risk.

The fourth caveat is that for purposes of measur-
ing and mitigating interest rate risk (but not |-
quidity risk or term mismatch risk), it is better to
use duration analysis than the gap model. The
idea of duration analysisis to set the duration of
a financia indtitution’s total assets equa to the
duration of its total liabilities™” Duration analy-
ssisanided tool for anayzing interest rate risk
because of the fact that the change in present

7 Duration measures the effective or average matur-
ity of astream of cash flows. For example, the dura-
tion of a5-year loan, repaid in 60 equal monthly
payments of principal and interest, may be about two
years, which means that interms of their present
value, the payments are received on average in two
years.

value of a stream of cash flows that is generated
by a change in the interest rate is proportiona to
the duration of the stream of cash flows. Be-
cause duration analysisis a complex tool, its use
is suggested mainly for more sophisticated
MFls.

To reduce or diminate interest rate risk, the MFI
must match its assets and liabilities by time in-
tervals (using a series of intervals from less than
one month up to more than five years), or even
better, by duration. For many MFIs, interest rate
risk is created by capturing short-term savings or
obtaining short-term loans on the one hand, and
offering longer-term loans on the other.

All of the measures discussed above for reduc-
ing term mismatch risk can aso be used to e
duce interest rate risk. In addition, MFIs can
charge variable interest rates on their loans, so
that their loan rates rise or fall with the deposit
rates the MFI is paying. However, such variable
loan rates can be quite unpopular with clients
because of the additional risks the clients must
bear as higher interest rates on their loans are
trandated, for example, into higher monthly
payments or longer loan terms. By setting the
initial interest rates charged for variable-rate
loans below those charged for fixed-rate loans
and by also capping any interest rate increases
over the life of the variable-rate loan, MFIs can
reduce client risks and overcome some of the
client resistance. However, capping loan rate
increases returns some of the interest rate risk to
the MFI. Moreover, while charging variable in-
terest rates on loans can reduce or eliminate in-
terest rate risk for the MFI, it does so at the cost
of inducing additional credit risk. This is be-
cause, if loan rates rise, client default rates can
be expected to increase under the strain of larger
repayment burdens.

Foreign Currency Risk

MFIs that mobilize deposits or borrow in foreign
currency (for example, in dollars) in order to
fund loans in loca currency (for example, in
pesos) run the risk that a devaluation will greatly
increase the size of the MFI’ s debt, expressed in
local currency (LC). For example, a debt of US$
1 million could grow from 10 million to 20 mil-



lion pesos if the peso:dollar exchange rate n+
creases from 10:1 to 20:1. Such a debt would be
much more difficult to service and repay if the
MFI and its clients primarily earn pesos.

Some believe that to avoid foreign currency risk
an MFI need only match the currency of its as-
sets with that of its liabilities. For example, this
would mean that if an MFI has borrowed US$ 1
million, al it needs to do is to lend these funds
out in dollars in order to avoid foreign currency
risk. Thisis correct if the MFI’s clients produce
traded goods (meaning goods that are exported
or that compete directly with imported goods)
and is not correct if the clients poduce non-
traded goods (meaning goods that are neither
exported nor compete directly with imported
goods).

Many agricultural, mining, and manufacturing
products are traded goods, while most commer-
cia sector activities and services are normally
nontraded. Since MFI clients are mostly in the
commerce and services sector, most produce
nontraded outputs. Even those MFI clients who
are in the manufacturing and agricultural sectors
sometimes produce goods that are rustic or oth-
erwise only consumed localy, and are not close
subgtitutes  for goods traded internationaly.
These clients aso produce nontraded outputs.

The importance of this distinction is that if there
is adevaluation of, say, 2:1, the prices of traded
goods typicaly rise by 2:1 aso, in proportion to
the devaluation. The prices of nontraded goods
typically rise by much less than 2:1. This means
that if the MFI gives adollar loan to a client who
produces nontraded outputs, that client could
easily be ruined by a sharp devaluation since the
price of what the client produces (in the bcal
currency the client earns) will not keep up with
the client's loan service payments (also ex-
pressed in local currency). For example, with a
2:1 devauation, the loan service payments will
double in local currency terms, while the value
of what the client sdlls will typically rise by
much less.

During the Asian financial crisis of the late
1990s, many financid institutions learned this
lesson the hard way when their clients who had
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dollar loans and nontraded outputs could not
repay and the financial ingtitutions were faced
with huge defaults in their credit portfolios.

To minimize foreign currency risk, MFls should
lend in local currency to clients producing nor-
traded outputs and lend in foreign currency to
clients producing traded outputs. The currency
composition of the MFI’s liabilities should then
be matched to that of the resulting loan portfolio.

To match the currency of the MFI’ s liabilitiesto
that of its loan portfolio and other assets, it is
useful to estimate a gap model of assets and li-
abilities by currency at least once a month. Lim-
its should be set on the net exchange position
(the net amount of the gap) in relation to the
MFI’s net worth. The more voldtle the ex-
change rate, the more conservative the limits
should be and the more frequently the gap model
should be updated.

Typicaly, most MFI loans are granted in LC in
order to match the nontraded nature of the bor-
rowers products and perhaps because of the
higher interest rates that can often be charged on
LC loans. However, in at least some countries,
many MFI clients may want to make foreign
currency (FC) deposits to protect the purchasing
power of their savings, and the loans available to
the MFI may also be primarily in FC. To suc-
cessfully match currencies in this situation,
MFIs can do the following:

Encourage deposits in LC with higher inter-
est rates and better terms and conditions
Search for loans in LC from banks and other
sources

Issue bonds and stock in LC

Use funds borrowed from abroad in FC (or
time deposits in FC obtained from the MFI’s
depositors) as collatera to obtain loans in
LC from local commercial banks. These are
called back-to-back operations. In these qo-
erations, the MFl deposits the FC funds in
an account in the commercial bank, where
they serve as collateral for the bank to make
aLC loanto the MFI.

Use hedging transactions in local swap mar-
kets. For example, the Peruvian EDPYME



Edyficar calculated that swap transactions
would be 100 basis points (1 percentage
point) cheaper than back-to-back operations
for covering its currency mismatch prob-
lems, if the Superintendency of Banks and
Insurance allowed Edyficar to use them.

This last bullet refers to the possibility of using
local (not international) swap markets, which
exist in a number of Latin American countries.
Typicaly, the MFI contacts a local commercial
bank with which it has established a solid credit
history. For a fee, this bank may agree to sdll
one million U.S. dollarsin two yearsto the MH,
in exchange for a predetermined amount of pe-
sos, to cover the repayment of a loan that the
MFI has contracted in dollars. For the bank, this
will be just one more future dollar liability and
one future peso asset in its off balance sheet a-
counts, which it will baance off along with al
of its other future dollar and peso commitments.
The bank requires that the MFI be creditworthy
in order to limit its counterparty risk, that is, the
risk that the MFI will not come forward with the
predetermined amount of pesos in two years
time. For this purpose, the bank may insist that
the MFI have aline of credit available to it. In
principle, the swap transaction should provide a

cheaper method of covering foreign exchange
risk for the MFI than back-to-back operations.
This is because back-to-back operations include
the loss (for the MFI and participating bank) of
the interest that could have been earned on the
reserve requirement associated with the dollar

deposit.
Operational Risk

Mobilizing deposits can aso lead to operational
risks for MFls due to the large number of trans-
actions and clients involved. To reduce these
risks, MFIs should have organizational, operat-
ing and procedural manuals, as well as internal
regulations and properly trained personnd. The
information system should include well-
designed security, confidentiality and backup
features. It is useful to develop contingency
plans to handle natural disasters (such as earth-
guakes and floods) and periods of socia up-
heaval, such as the looting of bank and MFI
branches that occurred during the conflictsin El
Alto, Boliviain October 2003.

Marketing

Deposit mobilization crestes new marketing
challenges. While new MFI borrowers are often

egy.

ity and quality of client service.

it and incorporates improvements.

Box 4: CMAC Arequipa’ s Marketing Campaigns and Use of Promoters

To promote CMAC Arequipa s deposit products, its marketing unit has devel oped an effective strat-

Management selects a group of promoters with experience and skills in selling intangible goods.
Promoters are paid arelatively low base sdary; they earn performance bonuses that vary with the
amount and composition of savings captured, giving priority to time deposits.

Onceayear, the MFI conducts an in-depth analysis of the competition’s deposit products,
comparing them to its own products in such areas as interest rates, other fees and charges, public-

Based on this analysis, the MFI establishes its sales strategy, taking into consideration the advan-
tages of its products and the weaknesses of the competitors' offerings.
Based on the selected sales strategy, the marketing unit designs the needed publicity material, tests

A sdles plan is established with goals for promoters.
The institution monitors the implementation of the plan as well as its resullts.

Experience has shown that the strategy of using promoters to capture time deposits is often more ef-
fective and economical than advertising in the mass media.
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recruited directly by loan officers and through
referrals by other MFI borrowers, al in the con-
text of limited competition by traditiona banks,
attracting depositors entails the MFls competing
with all established intermediaries for market
share. For this reason, MFIs need a marketing
department or unit.

To attract savings, the marketing unit should do
the following:

Plan and launch promotional campaigns
Conduct anayses of clients and their level
of satisfaction with the MFI’s financial ser-
vices

Program and supervise the use of communi-
cations media

It is also important to examine the financia
needs of the clients in the different markets in
which the MFI operates. For example, before
opening a new branch, CMAC Trujillo conducts
a market study, exploring the characteristics of
the new market and its clients in order to define
a market penetration strategy and establish g
propriate growth goals. To improve its savings
account and time deposit products, Caa Los
Andes has conducted focus group studies that
have explored the needs and perceptions of vari-
ous segments of its current and potential clients,
including large and small depositors from differ-
ent regions as well as nondepositors. The study
has provided extremely useful data for improv-
ing the features of products and suggesting sales
strategies.

The leve of client satisfaction with MFI services
should aso be explored. Unfortunately, this is
not done on a systematic basis in many MFIs.
Although it is quite common for an MFI to re-
view the contents of its suggestion box, it is less
common to do a systematic evaluation of client
satisfaction. In this area, we note two interesting
experiences. In one, Bancosol hired a special-
ized consulting firm to conduct a detailed study
a the naiond leve, surveying 1,500 people in
different regions of Bolivia annually. The study
explored the issues of image and positioning of
Bancosol and its main competitors, as well as
the level of client satisfaction. This anaysis was
supplemented by information gathered in focus
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groups every six months, in order to carry out a
gualitative assessment of Bancosol’s products
and client satisfaction. In another example,
Prodem used phantom clients who, without re-
veding their purpose, evaluated service quality
in Prodem’s branches. They used a detailed
scoring guide to rate different aspects of service
quality. This yielded detailed ratings of each
branch, which are useful in assuring that rapidly
growing MFIs such as Prodem maintain quality
services.

With increasing competition and greater MFI
participation in the savings markets, MFIs need
to develop methods to maintain the loydty of
their depositors, especiadly in key depositor
segments. The most common strategy consists of
offering preferential rates and personalized ser-
vice to the most important depositors. While
MFIs have yet to establish kroader programs to
promote depositor loyaty, severad MFIs are
evaluating this possibility. For example, Prodem
has conducted a pilot test in one branch in which
it identifies certain customers as “star clients.”
These clients accumulate points (“mileage”)
based on the total amount and number of trans-
actions they have conducted, thus qualifying
them for better rates and prices for all services.
The limitations of Prodem’s information sys-
tems have kept this program from being used on
amuch wider scale within the ingtitution.

The development of a marketing campaign aso
includes a dtrategy for the use of communica-
tions media and the preparation of content.
While a detailed analysis of such campaigns is
beyond the scope of this paper, a few important
points are noted here.

Firgt, substantial resources are often devoted to
marketing campaigns. In 2003, for example,
CMAC Trujillo spent US$ 576,000, CMAC
Arequipa spent US$ 373,000, Bancosol spent
US$ 600,000, Prodem spent US$ 380,000 and
Caa Los Andes spent US$ 280,000. These
amounts are not strictly comparable to each
other because some MFIs are regiona in scope
while others serve the national market and aso
because of the different costs and characteristics
of the respective mass media markets. In any
case, it is clear that marketing campaign budgets



Table12
Estimated Distribution of Spending on Advertising at Four MFls
(first half of 2004)

CRAC Sefior CMAC CMAC
. . Bancosol
deLuren Trujillo Areguipa

TV 85% 45% 40% 40%
Radio 15% 25% 35% 12%
Newspapers na 15% 15% 10%
Pamphlets, sponsor- na 15% 10% 38%
ships and promotions

Total 100% 100% 100% 100%

Note: “na’ indicates information not available.

Source: The MFls.

are substantial. Moreover, asignificant share of
these total campaign budgets are being used to
promote deposit products, for example, 65 per-
cent in CMAC Trujillo and 45 percent in CRAC
Sefior de Luren. Thus, it is very important that
the resources devoted to deposit mobilization
(and other) campaigns be used effectively.

Second, use of the various communications me-
dia varies, as shown in Table 12. Television is
important not only to promote the MFI’s image
but aso to help it mobilize deposits. However,
televison is expensive, especialy for MFIs that
operate at the nationa level. Since television ads
are substantially cheaper when they are limited
to regiona or local broadcasts, greater use has
been made of televison by Peruvian MFIs,
which operate mostly at the regional level. Ra-
dio advertisements are aso popular, due to their
lower costs and the large audiences they attract
among microentrepreneurs. Many MFIs use
newspapers to promote time deposits with ak
vertisements that show current interest rates and
make comparisons with the competition. Such
advertisements are especialy useful in reaching
middle and upper class savers, who are more
financially sophisticated and try to maximize the
earnings of their surplus funds.

Findly, sponsoring and promoting folklore,
neighborhood, school, community and associa-
tion events has proven to be a very effective
marketing tool, which fosters client identifica-
tion with the MFI and enhances the MFI’s im-

age.

Coordinating with microbusiness associa-

tions to advertise at fairs and markets can also be
avery effective and economical marketing tool.

To successfully mobilize deposits, an MFI needs

an i

mage of financial strength, which gives cli-

ents a sense of safety and security. Therefore, it
is important to develop a brand name. The im-
portance of doing this will grow as competitive
pressures continue to rise in microfinance. Many
MFIs, however, have not systematicaly ad
dressed this issue. Examples of brand name ce-
velopment include the following:

After conducting a market study using focus
groups in 2002, CMAC Trujillo began
working to change its image and differenti-
ate itself from competitors, including from
the other CMAC:s. It changed its name (from
CMAC Trujillo to Caja Trujillo), adopted a
new and more modern logo and a new slo-
gan (“Grow With Us’), generally made over
its corporate image, and employed this new
image in its branches and products.

As part of its transformation into a bank,
Caja Los Andes developed a strategy to dis-
tance itself from the term “ Caja’ *® and build
the brand name Procredit (the bank’s future
name). As part of this process, its logo has

18 |n Bolivia, the word “caja’ is associated with the

insu
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rance business.



been modified and a campaign to establish a
new corporate image has been launched.

Bancosol has launched a successful cam-
paign to strengthen its brand image and po-
sition itself with the general public as a m-
crocredit bank offering good service.

As part of its brand identity, Prodem has
adopted the dogan “Oportunidad,” which in
Spanish means both “opportunity” and
“timeliness.” Its logo reflects the three key
components of the company: shareholders,
employees and clients. Village clocks have
been installed outsde Prodem's rura
branches—as a community service and also
to associate its name with timeliness.

As has been discussed, marketing activities are
very important for MFls as part of alarger effort
to capture savings. For this reason, the results of
these activities should be systematically evalr-
ated. In most MFI's, these evaluations have been
limited to a comparison between the projected
results and those actualy achieved. However,
CMAC Trujillo's experience has demonstrated
that it can be very useful to cary out a
cost/benefit analysis of each marketing cam-
paign to determine lessons learned and improve
future campaigns.

BORROWING

Current Sour ces of Borrowing:
Characteristics and Conditions

When many of today’s MFIs began operations,
their main source of funding was loans from do-
nors and governments. However, by the end of
2003, borrowing represented only 27 percent of
the total liabilities of Latin American MFIs.
Thus, MFIs have diversified their funding
sources, with deposits becoming the main source
of MFI liabilities. At the same time, the number
and type of ingtitutions offering loans to MFIs
have increased significantly, and so the follow-
ing typology of MFI loan sources is helpful in
understanding the types of institutions from
which MFls are borrowing.
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The criteria used for categorizing MFI loan
sources are the geographica location of the
source (domestic or foreign) and the nature of
the provider (government, donor or commer-
cidly-oriented). Based on these criteria, four
categories of MFI lenders were created. Two are
domestic: (i) loca commercia banks and (ii) the
government and other domestic sources. And
two are foreign: (iii) donors and (iv) socia i+
vestors and other foreign sources.

These sources have different characteristics.
First, government sources include second-tier
facilities, which have played an important role in
providing loans to MFIs. These second-tier fa-
cilities generaly offer medium and long-term
loans with interest rates that do not vary with the
MFI’s risk and are sometimes below market.
Credit alocation can be influenced by the priori-
ties of the public sector and by political factors.
Second, loca commercia banks generaly pro-
vide short-term financing and require that the
MFI pledge specific collatera to help ensure
repayment. Third, donors offer medium- and
long-term loans, usudly at variable rates, backed
only by the net worth of the borrower. Findly,
foreign social investors provide medium-term
loans in foreign currency aso backed only by
the net worth of the borrower.

The transactions costs associated with borrowing
for the first time from these different sources are
often quite substantial for an MFI. Financia and
risk anayses of the MFI must be carried out,
contractual conditions must be agreed upon and
collateral may have to be established. For subse-
quent |oans these costs drop significantly.

The lines of demarcation among the four loan
categories are sometimes blurry. For example,
second-tier government facilities often obtain
much of their funds from donors, such as in the
case of the IDB’s Globa Microenterprise Credit
Program offered during the last 15 years in
many Latin American countries. Also, the divi-
sion between the two foreign sources is some-
times fuzzy: private socia investors have prolif-
erated, but often use a great deal of donor re-
sources, a least initially.



Table 13
Relative Importance and Cogt of Different Sour ces of Borrowed Funds
in a Sample of 23 Regulated MFIsin Latin America
(US$ thousands, December 31, 2003)

Local Commerical | Government and Other Donors Social and Other Total TOTAL
Banks Domestic Sources Foreign Investors %
LC FC LC FC LC FC LC FC LC FC

Short term 40,037 5,190 20,116 9,007 662 8,361 37 14,887 60,851 37,445 98,296 | 37%
Cogt 9.3% 8.3%| 11.3% 5.7% 10.2% 6.3% 10.0% 8.3% 10.0% 7.2% 8.9%

Long term 769 3,348 29,901 66,314 5414 42,170 1,610 18,454] 37,694 130,286 167,980 63%
|Cost 7.7% 11.4% 9.5% 5.4% 8.0% 5.9% 14.2% 7.7% 9.4% 6.1% 6.8%
TOTAL 40,805 8,538 50,017 75,321 6,076 50,531 1,647 33,341 98,545 167,731 | 266,276 | 100%
|Cost 9.3% 9.5% 10.2% 5.4% 8.2% 6.0% 14.1% 8.0% 9.8% 6.3% 7.6%

% 15% 3% 19% 28% 2% 1% 1% 13%) 3% 63% 100%l]

Source: MicroRate.

By analyzing data made available to us by Mi-
croRate covering 23 regulated MFIs in Latin
America,'® the authors have calculated the rela-
tive share and financia costs of each of the four
loan sources (using data as of December 31,
2003). Table 13 presents these calculations for
al 23 MFIs taken together, while Annex C pro-
vides data for the individual MFIs. Based on the
totals for the 23 MFIs, governments are the most
important loan source, representing 47 percent
of total borrowing by the MFIs, donors hold
second place with 21 percent, local commercial
banks are in third place with 18 percent, and for-
eign social investors hold last place with 14 per-
cent.

As expected, foreign sources (donors and socia
investors) offer loans primarily in foreign cur-
rency (FC), while local commercia bank loans
are primarily in local currency (LC). The cur-
rency composition of government loans is more
balanced, with 60 percent of this lending de-

19 The 23 MFIs covered by the MicroRate data con-
sist of 13in Peru, three in Bolivia, two in Mexico,
two in Nicaragua, one in Colombia, one in El Salva-
dor and one in Paraguay. Special thanksto Damian
von Stauffenberg and Todd Farrington of MicroRate
for making these data available to us. For reasons of
confidentiality, the financial cost datafor the individ-
ual MFIs are not included in Annex C.
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nominated in FC and 40 percent in LC.* Over-
al, for al four sources combined, FC lending
predominates, with a 63 percent share.

Clear differences are evident in the terms offered
by the four sources: 92 percent of the funding
provided to MFIs by local commercial banks is
short-term, while 84, 77 and 57 percent of fund-
ing from donors, governments and social inves-
tors is long-term, respectively.”* Overall, long-
term lending predominates, with a 63 percent
share.

In the case of borrowing in FC, the cost of funds
varies significantly by source: 5.4 percent per
annum for government, 6.0 percent for donors,
8.0 percent for internationa social investors and
9.5 percent for local commercia banks. Thus we
see that governments and donors are till provid-
ing loans a below-market interest rates, al-
though the subsidies are not that great. Loans in
LC are important only for domestic sources, and
here the costs are smilar to one another: 9.3

20 Highly dollarized countries, such as Bolivia and
Nicaragua, as well as countries that have adopted the
dollar as their currency, such as El Salvador, have a
large impact on these results. In these countries, sec-
ond-tier institutions make loans largely or even e-
clusively in FC.

21 Short-term loans are those with terms of less than
one year, while long-term loans have terms of one
year or nore.




percent for local banks and 10.2 percent for gov-
ernments.

In summary, the significance of government and
donor loans is that MFIs can obtain terms and
rates that would be difficult to secure from do-
mestic or international commercial  sources.
Thus, an MFI can reduce its liquidity and term
mismatch risks by borrowing from those
sources. The interest rates charged by these
sources are clearly positive in real terms and are
approaching market rates. This prevents the gen-
eration of serious distortions in the financia sys-
tem and prepares the MFIsto access more com-
mercid funding.

Risks

Borrowing affects risk management in MFIs in
severa ways. First, when MFIs have credit lines
that have not been fully utilized, liquidity man-
agement is greatly facilitated since these funds
can be mobilized quickly to deal with short-term
difficulties. Short-term credit lines from loca
banks can be used for this purpose, athough
illiquidity often spreads quickly through shallow
financial markets, limiting the use of these credit
lines for this purpose. Many MFIs try to main-
tain an unused portion of their loans from sec-
ond-tier ingtitutions and donors as a liquidity
reserve, since the availability of these funds is
not closely correlated with the liquid
ity/illiquidity cycles of the local financial mar-
kets. Refinancing risk always eists, since the
renewal of loans upon maturity is not guaran-
teed. Despite these drawbacks, loans, particu-
larly those with longer terms, are vauable in
mitigating both liquidity risks in the short run
and term mismatch risks in the medium run.

Second, exchange rate risk is normaly in-
creased, given that a substantial part of MFI bor-
rowing is in foreign currency, while most MFl
loans are denominated in local currency and fi-
nance mostly nontraded goods and services.

Third, interest rate risks increase, given that
most MFI borrowing is at variable rates (espe-
cidly borrowing from government second tier
facilities, donors and socia investors) and most
MFI loans carry fixed rates. This risk, however,
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is greatly reduced by the fact that most MFI
lending consists of short-term working capital
loans with terms under one year. Thus, MFIs can
offset increases in their borrowing costs by n-
creasing their loan rates, the effect of which will
be seen in their portfolio yield within a few
months. MFIs that offer longer-term loans to
small and medium-size enterprises are in a dif-
ferent situation. To counteract their greater ex-
posure to interest rate risk, they offer variable-
rate loans.

Finally, borrowing can increase concentration
risks by leading MFIs to depend on a small
number of creditors. This risk often arises with
respect to government institutions. In recent
years, many MFIs have made significant efforts
to diversify their borrowing sources, turning to
the local banking system, donors and interna-
tiona socid investors. Development of closer
relations with these creditors is often a multi-
year task, but it is well worth getting started on
in order to move beyond the initialy high trans-
actions costs associated with borrowing from a
New source.

BOND |ISSUE

Among Latin American MFIs, only Mibanco in
Peru and Compartamos in Mexico have system-
atically issued bonds in recent years. Bancosol’s
pioneering bond issue in 1997 was for a limited
amount (US$ 3 million), had a partid credit
guarantee (from USAID) and was not followed
up because of its high cost. By the end of 2003,
bonds represented only 1.7 percent of the total
liabilities of Latin American MFIs.

There are severa reasons that MFIs have relied
s0 little on issusing bonds.* First, regulations
impede the access of some MFIs to capital mar-
kets; for example, in Peru, CRACs, CMACs and
EDPYMEs are not authorized to issue bonds.
Second, capital markets are often unfamiliar
with MFIs, which may be viewed as new and
high-risk intermediaries, thus limiting the MFIS
opportunities to place debt. Third, the fixed costs

%2 See Annex A for areview of the steps required to
issue bonds and the pros and cons of bond (versus
stock) issue.



of issuing bonds are relatively high, and an
MFI's financing needs may not justify such
costs. Rnaly, the rapid growth of deposits in
MFIs has covered a large part of their funding
needs.

It is important to note that to a certain extent
time deposits can substitute for bonds, especially
in countries with limited capita markets. MFls
can mobilize medium-term deposits from institu-
tiona and private investors, taking advantage of
the current macroeconomic stability and the
MFIs good financia performance and risk rat-
ings.”® Mobilizing these deposits is smpler than
issuing bonds and does not involve high fixed
costs. Therefore, smaller amounts of funding can
be economically obtained. Time deposits are
aso more flexible than bonds because their
terms can be negotiated case by case, according
to the MFI’ s needs and the investors' priorities.

The main characteristics of the bonds issued by
Mibanco and Compartamos are shown in Table
14. Common characteristics include:

All of the bonds issued have terms between
18 months and five years, which is typical of
issuers that have recently entered the capital
markets and must establish a track record
before obtaining longer terms. These terms
are generaly sufficient for MFIs, whose
portfolios mainly consist of short-term loans
and rarely include loans with terms exceed-
ing five years.

In all cases, the bonds have been issued in
loca currency (LC) and have had fixed in-
terest rates in the case of Mibanco and vari-
adle interest rates in the case of Comparta-
mos.** Thus, MFIs have responded to the
need to generate medium-term funding in

23 In many MFls, 1-2 year time deposits are common.
CMAC Arequipa has been able to mobilize 5-year
time deposits from private sector clients. Some of the
Bolivian MFIs have captured large time deposits
from pension funds and other institutional investors.
24 This difference reflects the fact that most L C bonds
in Peru have fixed rates (at least for terms up tofive
years), while most bondsin Mexico have variable
rates.

LC, since most of their loans to microenter-
prises finance nontraded goods and services
and are denominated in LC.

In al cases, Citibank/Citigroup, an impor-
tant financia group in many Latin American
markets, has been used as the investment
bank. It is important for MFIs to utilize a
highly reputable ingtitution such as Citibank,
which has substantial experience in capital
markets. This greatly facilitates placing the
MFI’s bonds with both ingtitutional and pri-
vate investors.

Mibanco and Compartamos have pursued differ-
ent drategies in their bond issues. Mibanco's
first two issues each had a credit enhancement,
with repayment of 50 percent of the principa
guaranteed by USAID and the Andean Devel-
opment Corporation, respectively. As a resullt,
the bonds’ ratings were much higher than that of
the MFI, which facilitated acquisition by institu-
tiona investors, a generdly very risk-averse
group of buyers. With these two bond issues
successfully placed, Mibanco then made a third
bond issue without any credit enhancements,
though for a smaller amount and a shorter
term—thus paving the way for additional bond
issues in the future based solely on the MFI’s net
worth.

Compartamos adopted the opposite strategy. Its
first three issues had no credit enhancements but
did have good risk ratings. These three issues
were directed mainly at private clients who were
contacted with the help of the investment bank
and other banks. The placement of these issues
was facilitated by the fact that they were of lim-
ited size and term and were directed at a less
risk-averse clientele. Once Compartamos estab-
lished its presence in the Mexican capitd mar-
kets, it made a fourth bond issue—with a longer
term, for a larger amount, and aimed at institu-
tional investors. The Internationa Finance Cor-
poration (IFC) guaranteed 34 percent of the
principal of these bonds, facilitating their place-
ment.*

%5 The IFC has been a Corrpartamos sharehol der
since 2001.



Characteristics of the Bonds Issued by Mibanco and Compartamos

Table14

Interest Investment | Guarantee/ .
Date Amount Term Rate Bank Collateral Main Buyers
Mibanco 10-Dec-02 | US$5.7 million 2years 12.00% Citibank USAID 50% Pension
1st issue (20 million soles) of principal funds (AFPs) 82%;
other investors 18%
Mibanco 19-Sep-03 | US$ 5.7 million | 27 months 5.75% Citibank CAF 50% Mutua funds 32.5%;
2nd issue (20 million soles) of principal government 28.8%;
AFPs 26.2%; banks
10%; insurance
companies 2.5%
Mibanco 23-Oct-03 | US$2.87 million | 18 months 5.75% Citibank Net worth of |  Government 59.4%;
3rd Issue (20 million soles) borrower mutual funds 21.15%;
AFPs 19.45%
Compartamos | 5-Jul-02 US$ 10.4 million | 3years CETE (91 Citibank Net worth of | Individual investors
1st issue (200 million pesos) days) + 2.5% borrower contacted by Citibank
and other banks
Compartamos| 8-Nov-02 | US$4.92 million | 39 months| CETE (91 Citibank Net worth of | Individua investors
2nd issue (50 million pesos) days) + 2.5% borrower contacted by Citibank
and other banks
Compartamos | 29-Apr-03 | US$4.74 million 3years CETE (91 Citibank New worth of|  Individual investors
3rdissue (50 millon pesos) days) + 2.9% borrower contacted by Citibank
and other banks
Compartamos | 30-Jul-04 | US$16.6 million | 5Syears |TIIE(28days)| Citigroup/ IFC 34% Ingtitutional investors
4th issue (190 million pesos) +1.5% Banamex of principal | (mutual funds, pension
funds and insurance
companies) 87.78%;
private investors 12.22%

Note: CETE is the Mexican government’ sTreasury bill rate; TIEE is the equilibrium interbank interest rate.

For updates on rates see: www.banxico.org.mx.

Source: Mibanco’'s “Memoria 2003” (2003 A nnual Report) and data provided by Compartamos.

For an MFl to decide whether to issue bonds,
it should evaluate not only the direct financia
costs that would be incurred, but also the operat-
ing costs, as will be examined in detail in Chap-
ter 3.

STOCK ISSUE

Stock issue by Latin American MFIs has essen-
tially been limited to the reinvestment of profits
and to bringing in new investors through the pri-
vate placement of shares. So far, no MFI has
made a public dfering of shares in any stock
exchange.
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The issuance of new stock based on the capitali-
zation of profits is a relatively simple process.

The shareholders must come to an agreement,

which is notarized. Then, new shares are issued
and distributed pro rata, in proportion to each
investor’'s share of capital. Generdly, such share
issue does not require authorization by the bank-
ing superintendency.

Private stock placements to add new sharehold-
ers are a dfferent matter”® These require au-

26 Annex A includes a step-by-step description of the
process of stock issue.



thorization from the superintendency of banksto
ensure that the new shareholders meet the usual
requirements of moral fitness, technical capacity
and financial solvency, which are required of all
owners of financia ingtitutions. It must also be
decided whether the new shareholders will ac-
quire a portion of the aready-issued shares or
whether a capital increase will be used to incor-
porate them. In the first case, the founding NGO
has typicaly sold some of its shares to the new
investors. In both cases, the MFI must face the
problem of valuing the shares sold to the new
investors and of possibly charging a premium
over book value.?” It is not easy to justify such a
premium or set its amount since no stock market
valuations of MFIs exist to serve as reference
points. So, approximate methods must be used
to obtain a range of estimates for the MFI's
value, which can serve as the basis for negotia-
tions with new investors.”®

Government and donor underwriting programs
provide another source of equity funding for
MFIs. These programs temporarily inject funds
from a government or foreign shareholder, with
the proviso that the MFI buy back these shares
within a preestablished time period. Generaly,
the new shareholder does not take an active role
in managing the MFI.*® The additional capital
from the underwriting program reduces the
MFI’'s leverage and thus may permit it to grow
more rapidly.

Underwriting programs must be well designed to
ensure that they offer incentives compatible with
healthy and prudent management of the MFIs.
Underwriting operations should be used only in
the best MFIs, which adhere to drict criteria
such as committing to reinvest a high percentage
(75 percent or more) of their profits during the
underwriting period (often 35 years). In addi-
tion, exit rules should be clearly established so

2" For example, in the case of one of the Bolivian
MFIs, new investors were charged a premium of 80
g)sercent over book value.

One such method would be to use the present dis-
counted value of the future flow of dividends.
29 For example, in COFIDE’ s underwriting programs
for the Peruvian CRACs, COFIDE’sdirectors a-
ways vote with the majority.
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that the government or international shareholder
is treated fairly in the distribution of profits.

Underwriting programs that do not meet these
criteria should not be approved. By rewarding
poor management, such programs could delay
changes in management and in the ownership
structure that are needed to improve perform:
ance.

As discussed in Annex A, it is important for an
MFI to create a capitalization plan before begin-
ning to look for new shareholders. It is interest-
ing to examine three scenarios for incorporating
new shareholders into an MFI.

The first scenario pertains to most NGOs that
have become regulated. In this scenario, the
NGO retains control of the ingtitution, but,
through a private stock placement, invites -
nors and other internationa investors (socia
investors, broadly defined) to join as sharehold-
ers® In this way, the MFI obtains additional
capital, improves its image through the presence
of highly creditworthy shareholders and perhaps
brings in technical assistance. At the same time,
the NGO managers have the benefit of retaining
control of the MFI. The inclusion of private, for-
profit shareholders is only a the beginning
stages.

The second scenario occurs in ingtitutions such
as Peru’'s EDPYMEs and rura savings & loan
institutions (CRACs), in which the shareholders
are primarily private investors, rather than
NGOs*" These private investors may want to
add donors or ®cia investors as shareholders
because of the advantages cited in the previous
paragraph. These advantages may offset the high
costs of this funding source, which is given by
the new shareholders’ claims on the MFI’ s prof-
its (whether these profits be distributed or ren-
vested). In many MFIs, yearly profits may ex-
ceed 25 percent of capital, a very high cost of
funding. However, the private shareholders re-

30 See Kaddaras and Rhyne (2004) for areviewof the
characteristics of MFI shareholders.

31 A number of CRACsand EDPY MEs are mainly
owned by businessmen with enterprisesthat are re-
gional in scope.



Table15

Pros and Cons of Each Type of Shareholder

social investors

- Knowledge of microfinance

- Ample equity support

- Solid creditworthiness

- Can provide access to technical asss-
tance and loans

Type of Pros Cons
Shar eholder
Donors and - Long-term social vision - Most investments are for alimited time period,

and so they are temporary investors

- Exit strategy may be required

- Little flexibility to offer short-term support to the
MFI with fresh capital in times of crisis

Private - Clearly motivated by profits - Tendency to favor short-term objectives
shareholders - Value efficiency, the rationalization of |- Pressure to distribute profits
operations and cost cutting - Possible conflicts of interest with their other in-
- Can become long-term partners vestments
Government - Identify with MFI’s social mission - Politics may interfere with the prudent and effi-
shareholders cient management of the MFI

- Little capacity to support the MFI with fresh capi-
tal contributions

- Can create delinquency problems for the MFI as
borrowers may believe that the government will not
enforce or will forgive their debt

tain the ngjority of the stock and do not alow
the new investors to control the MFI.

The third scenario involves privatizing govern-
ment-owned MFIs, for example, the municipa
savings & loan institutions (CMACS) of Peru.
But privatization processes are complex and d

ten have unpredictable results, as discussed in
Box 5.

The various types of shareholders that can part-
ner with an MFI have widdy different character-
istics. Each MFI should determine what kind of
partners it would like to have based on their pros
and cons (see Table 15).



Box 5: Privatization of the CMACsin Peru

Privatizing the CMACs is advantageous in order to: i) increase their equity base, ii) avoid the dan-
gers of paliticized management and clientelism and iii) achieve greater efficiency through better
use of technology and the control systems that are characteristic of private enterprise. The General
Financial Systems Law has opened up the possibility of incorporating private shareholders as own-
ers of the municipa savings & loan ingtitutions (CMACs), with the privatization decision to be
made by each munic ipality.*

To date, some steps have been taken to advance the privatization process. The CMACs have
changed their bylaws and have converted themselves into corporations. They have carried out
valuation studies and proposed strategies to incorporate new shareholders. And the municipal
councils have debated agreements that would begin the privatization process. So far, however, no
municipality has adopted all of the decisions required to initiate privatization.

Severa key factors explain this situation. First, a political climate unfavorable to privatization has
gained momentum since the beginning of the popular uprisings that led to the failure to privatize
the regional electric companies in southern Peru in June 2002. Municipal |eaders are hesitant to
make unpopular decisions, although they may eventually consider them to be technically neces-
sary. Second, the CMACs have become important companies, which influence the regional econ-
omy and are significant sources of funds for the local governments’ investment budgets.® Thisis
why many defenders of public ownership consider municipal control indispensable to maintaining
the CMACs socid mission and regional orientation. Third, some of CMACSs' directors and em-
ployees fear that privatization could mean the loss of their influence and employment.®*

The various aternatives for privatizing the CMACs have al met with resistance. On the one hand,
disagreements among the municipalities have blocked the integrated approach, in which the major-
ity of sharesin al the CMACs would be publicly auctioned as asingle bloc, in order to create one
financid ingtitution that would be nationa in scope, perhaps even with operationsin Lima. On the
other hand, some municipalities could privatize their CMACs individualy or as a group with a
common orientation. However, the politica difficulties of even these alternatives should not be
underestimated in the current environment. For the moment, no municipality has made the decision
to start the process. There is aso discussion of such aternatives as the incorporation of private in-
vestors as minority shareholders in the CMACs or the establishment of joint ventures with pri-
vately held companies as away to enter the Lima market. However, it is unlikely that private inves-
tors would want to be the minority partners of alocal government under current conditions; at the
very least, municipalities will haveto spell out the shareholding arrangements with greater preci-
son.

In conclusion, privatization of the CMACs will depend on generating a political consensus in the
muncipalities, and on the results of the first CMAC privatizations, should these come to pass.

32 See Law 26702 of December 9, 1996, Transitory Provision XIV.

33 In Arequipain 2003, the dividends provided by the CMAC to the municipality represented 33 percent of the total
municipal budget and financed most of the municipality’s capital expenditures.

341t must be pointed out that most of the employees interviewed have a positive attitude toward privatization, asa
way of ensuring the presence of amore technically-oriented and stable management and the long-term devel opment
of their institution.



3. Financial and Operating Costs of the Different
Funding Sources

This chapter examines the total costs of the four
MF funding sources, including both financial
and operating costs. The first two sections
analyze the total costs of mobilizing deposits,
and then breaks down the operating cost part of
these total cogts into fixed and variable compo-
nents and examines more closaly the operating
costs related to microsavings. The third section
compares the total costs of deposits, borrowing,
bond issue and stock issue.

TOTAL COSTSOF MOBILIZING
DEPOSITS: INTRODUCTION

Unlike other funding sources, mobilizing depos-
its involves significant operating costs related to
setting up a branch network, employing teller
and other front-line personnel and establishing
back-office support systems to process the trans-
actions. These operating costs must be consid-
ered together with financia costs in order to
make the best funding decisions. Therefore, qo-
erating costs must be measured in a systematic
way.

Case Studies: TheMFls Sdlected and the
M ethodology Used

We carried out studies of the costs of mobilizing
deposits in six MFIs in Peru and Bolivia. Peru
and Bolivia were selected because 78 percent of
the savings mobilized by MFIs in the nine major
Latin American microfinance markets as of De-
cember 2003 were mobilized in these two coun-
tries (see Chapter 1). The six MFIs were selected
in such a way that they constituted a sample of
microfinance ingtitutions dratified by size of
total deposits: two smdl MFIs (with deposits
less than or equal to US$ 5 million), two ne-
dium-size MFls (with deposits between US$ 5
million and US$ 50 million) and two large MFIs
(with deposits over US$ 50 million). We also
made use of costing studies that were recently
carried out for four other medium-size MFIsin
Bolivia, Colombia, Nicaragua and Peru. The
first six studies alocated costs by assignment

and the last four used activity-based costing
(ABC). A brief explanation of these two meth-
odologiesis presented below and in Annex D.

Of the 61 MFIs included in the database of
Chapter 1 (that is, al regulated MFIs specializ
ing in microfinance in the nine countries), 46
mobilize deposits. Table 16 gives the distribu-
tions of these 46 MFIs by the size of their total
deposits.

This table shows that 61 percent of the MFIs are
of medium size; these MFIs have average depos-
its of US$ 19.3 million and mohilize 43.5 per-
cent of the total depodts captured by the 46
MFIs. The seven large MFIs have average -
posits of US$ 97 million and account for 54.6
percent of total deposits. The 11 small MFIs are
of more limited importance, with average depos-
its of US$ 2.1 million and only 1.9 percent of
total deposits.

Table 17 presents characteristics of the 10 MFls
with a cogting analysis, including country, cost
analysis method and total amount of deposits.
By design, the total amount of deposits covers a
wide range. Therefore, the results of the costing
studies presented in this chapter are useful for
examining variations in the financial and operat-
ing costs of deposit-taking for MFIs of different
Sizes.

A brief description of the difference between the
two costing methodologies is in order. Cost a5
signment distributes indirect expenses—that is,
those that cannot be directly attributed to a spe-
cific product—among products based on specific
criteria such as number of transactions, number
of accounts or the value of the accounts. With
this method, it is assumed that the products are
the ultimate cost drivers of expenses.

ABC, or activity-based costing, first performs an
analysis of the activities carried out by an MFI
and then assigns operating costs to these activi-
ties. These costs are then transferred to the



Table16
Distribution of MFIsby Total Deposits M obilized
(December 2003)

eensy || o0 | “rebpont | e opeat)
Small Lessthanor equa to 5 1 239 21 234 19
Medium Between 5 and 50 28 60.9 193 539.9 435
Large Morethan 50 7 152 97.0 678.7 54.6
Total 46 100.C 270 1,242.C 100.0
Source: The superintendencies.
Tablel7
The 10 MFIswith Costing Analyses
Coding | Month of| Deposits (US$
MF Type | country |y onod | study | mitliony v
CMAC Pisco Smdl Peru Assgnment | May-04 30
CMAC Chincha Smdl Peru Assgnment | May-04 39
CRAC Seior deLuren| Medium Peru Assgnment | Apr-04 115
Procredit (Confia) Medium | Nicaragua ABC Jan-04 125
CRAC NorPert Medium Peru ABC Sep-03 14.4
Finamérica Medium | Colombia ABC Jul-04 155
FFP FIE Medium Bolivia | Assgnment | Jun-04 222
FFP CagjaLosAndes Medium Bolivia ABC Jun-04 48.3
CMAC Arequipa Large Peru Assgnment | Jun-04 91.7
CMAC Piura Large Peru Assgnment | Jun-04 96.5

Note: The information for each MFI in the subsequent tables of this chapter is for the month the study was

carried out.

1/ Average of the deposits in the month the study was carried out and December of the previous year.

Source: The MFls.

products through cost drivers. This methodology
assumes that the actual operating cost drivers are
the activities carried out by the MFI in order to
offer the products.

The cost assignment methodology has been
adopted for our six case studies. This methodol-
ogy has two main advantages. First, it consders
the number of teller transactions associated with
different types of deposits. This makes the re-
sults more accurate because teller transactions
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account for a high percentage of the operating
costs of deposits.®® Second, it facilitates a -
tailed examination of operating costs by deposit
size stratum, which reveals the influence of each
client stratum on total operating costs. The prin-
cipa advantage of the ABC method is that it is
usually more accurate than the cost assignment
method.

35 For greater detail on the methodology used, see
Annex D.



However, oth methods have limitations. First,
costing is a static exercise, which means that it
must be applied periodically in order to appreci-
ate changes and trends. Second, only deposit and
loan services have been considered, not other
MFI services such as hillpaying and money
transfers. This may lead to a dight overestimate
of the operating costs of deposits.*®

TOTAL COSTSOF MOBILIZING
DEPOSITS: PRINCIPAL FINDINGS

The 10 MFIs studied here have substantial dif-
ferences in their liability structures, which influ-
ences both their financial and operating costs.
Thus it is important to analyze the differencesin
funding mix, which are presented in Table 18.
On the one hand, CMAC Arequipa and Piura
mobilize the largest deposit volumes. In these
two MFIs, deposits represent a mgjor share of
total liabilities and borrowing a very small share.
On the other hand, the medium-size MFIs fi-
nance themselves to a much greater extent by
borrowing, with deposits representing a smaller
fraction of total liabilities.

When deposits are the predominant source of
funding, they account for a significant share of
the MFI’s operating costs. However, as we will
see later, it is aso important to take into account
which of two main deposit products is primarily
used by the MFI since the two products have
very different gperating costs.

The two basic products used by MFIs examined
here to attract deposits are savings accounts
(SAs) and time deposits (TDs), both in loca cur-
rency and in dollars. The differences between
these two deposit products are clearly reflected in
their different operating costs, as will be seen le-
low. Table 19 presents the deposit composition
of the MFIs analyzed in this study and demon-
strates that there is no strong correlation between
this composition and the size of the MFI.

In order to determine the total costs of mobiliz-
ing deposits for the 10 MFIs, the study next

36 Only FIE in Bolivia had the data needed to include
these other servicesin the costing study.
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turns to the financial and operating costs of each
deposit product.

Financial Costs of M obilizing Deposits

The MFls analyzed have different deposit struc-
tures, both in terms of products and currencies.
These differences directly influence the average
interest rate paid to depositors in two main ways
(see Table 20). First, as would be expected of a
deposit product that is available on demand and
that has a greater number of transactions con-
nected with it, savings accounts pay a lower in-
terest rate than time deposits. Second, interest
rates are higher on local currency than on dollar
deposits. In addition, the two small MFIs gener-
ally pay nore for deposits than the larger MFIs
because they have yet to attain a comparable
positioning in their local and regiona markets.

It is useful to calculate deposit ratesin real terms
in order to eliminate the effect of different rates
of inflation in different countries and thus give
greater cross-country comparability to the de-
posit rate data. Table 21 shows that, on average,
savings deposits compensate savers for inflation
but generaly provide little beyond this. In fact,
real deposit rates are mildly negative in the me-
jority of cases. On the other hand, time deposits
offer attractive returns in rea terms, especially
local currency time deposits.

Operating Costs of Mobilizing Deposits

Before analyzing the operating costs of deposits,
it is useful to examine some of the characteristics
of the savings accounts and time deposits d-
fered by the 10 MFIs. As expected, total operat-
ing costs as a percentage of the total amount de-
posited is inversely related to average deposit
size and directly related to the number of trans-
actions performed. Moreover, operating costs
also depend on the MFI’s general level of effi-
ciency.



Table18

MFI Funding Structure

(US$ thousands)
Deposits/ | Borrowing/
MFI Type Deposits | Borrowing | Net Worth Liabilities Liabilities
(%) (%)
CMAC Pisco Small 2,979 971 838 68% 2204
CMAC Chincha Small 3,936 600 611 75% 11%
CRAC Sefior de Luren Medium 11,511 7,648 2,478 56% 38%
Procredit Medium 12,542 14,185 3,764 46% 52%
CRAC NorPeru Medium 14,434 3,832 2,595 78% 21%
Finamérica Medium 15,520 5,608 5,135 72% 26%
FFP FIE Medium 22,166 15,455 6,250 52% 36%
FFP Caja Los Andes Medium 48,349 37,550 12,774 5204 40%
CMAC Arequipa Large 91,715 4,364 24,181 85% 4%
CMAC Piura Large 96,510 6,287 22,681 78% 5%
Average 31,966 9,650 8,131 69% 21%
Source: The MFls.
Table19
Structure of M FI Deposits
(percent)
Deposits .
MFI Type (Uss AS:c\gngs Time Deposits
thousands)

CMAC Pisco Small 2,979 40% 60%

CMAC Chincha Small 3,936 24% 76%

CRAC Sefior deLuren Medium 11,511 45% 55%

Procredit Medium 12,542 36% 64%

CRAC NorPeru Medium 14,434 42% 58%

Finamérica Medium 15,520 0% 100%

FFPFIE Medium 22,166 24% 76%

FFP Caja Los Andes Medium 48,349 17% 83%

CMAC Arequipa Large 91,715 32% 68%

CMAC Piura Large 96,510 18% 82%

Average 1/ 31,966 31% 69%

1/ The last two averages exclude Finamérica because it does not offer savings accounts.
Source: The MFls.




Table20
Financial Costs by Product and Currency
(per centage of aver age balance)

Savings Accounts Time Deposts Total Depodts
MFI Local Foreign Local Foreign L ocal Foreign | Total
Currency] Currencyl Currency] Currency] Currency] Currency
CMAC Pisco 4.5% 4.0% 19.0% 9.0% 13.2% 7.1% 11.6%
CMAC Chincha 5.8% 5.2% 19.1% 10.9% 16.0% 9.2% 14.7%
CRAC Sefior delLuren 3.1% 2.9% 14.8% 5.0% 8.7% 4.2% 6.6%
Procredit 5.9% 5.9% 8.2% 7.4% 6.9% 6.9% 6.9%
CRAC NorPeru 4.1% 2.3% 9.2% 4.6% 6.4% 3.8% 4.8%
Finamérica 12.5% 12.5% 12.5%
FFPFIE 2.9% 5.9% 5.2% 5.2%
FFP Caja Los Andes 6.8% 1.5% 11.7% 4.3% na na 3.9%
CMAC Arequipa 2.0% 1.3% 13.4% 6.9% 10.6% 4.7% 7.7%
CMAC Piura 1.9% 1.9% 11.7% 7.2% 9.5% 6.5% 8.1%
Average 4.3% 3.1% 13.3% 6.8% 10.5% 6.0% 8.2%

Notes: “na” indicatesinformation not available. Blank cellsindicate the absence of a product of that type.
Source: The MFls.

Table21
Real Financial Costs by Product and Currency
(per centage of aver age balance)

Savings Accounts Time Deposits Total Deposits
MFI Local Foreign Local Foreign L ocal Foreign Total
Currency | Currency | Currency | Currency] Currency | Currency
CMAC Pisco 0.2% 0.8% 14.7% 5.9% 8.9% 4.0% 7.6%
CMAC Chincha 1.5% 2.0% 14.8% 7.7% 11.7% 6.0% 10.3%
CRAC Sefior deLuren] -1.1% -0.3% 10.5% 1.9% 4.5% 1.1% 3.1%
Procredit -1.1% 2.7% 1.2% 4.2% -0.1% 3.7% 3.4%
CRAC NorPer 2.1% -0.9% 7.2% 1.4% 4.4% 0.7% 2.1%
Finamérica 6.4% 6.4% 6.4%
FFPFIE -0.3% 2.7% 2.0% 2.0%
FFP CajaLosAndes 5.1% -1.7% 9.9% 1.2% na na 0.8%
CMAC Arequipa -2.3% -1.9% 9.1% 3.7% 6.3% 15% 3.8%
CMAC Piura -2.3% -1.2% 7.4% 4.1% 5.2% 34% 4.2%
Average 0.3% -0.1% 9.0% 3.7% 5.9% 2.8% 4.4%

Notes: “na” indicates information not available. Blank cellsindicate the absence of a product of that type.
Interest ratesin local currency were adjusted for inflation in the 12 months prior to the study date in the
respective country. Interest ratesin US$ were adjusted for inflation from June 2003 to June 2004 in the
United States, which was 3.2 percent.

Source: The MFls.
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Table22
Number of Accounts and Average Deposit Size by Product

vinas Accounts Time Depodits
Total Average Total Average
MFI Number of| Balance Number of| Balance
Balance Balance
Acoounts (Uss (USY Accounts (US$ (USD)
thousands) thousands)
CMAC Pisco 3,962 1,178 297 1,390 1,801 1,296
CMAC Chincha 2,035 980 482 571 2,956 5177
CRAC Seior deLuren 11,496 5,188 451 2,501 6,323 2528
Procredit 5,174 4,535 876 416 8,008 19,249
CRAC NorPeru 16,380 6,007 356 5,692 8,428 1481
Finamérica 1616 15,520 9,604
EEP EIE 21,729 5,257 242 1,065 16,909 15877
EEP Caial os Andes 40,375 8,177 203 3221 40,172 12472
CMAC Arequipa 84,697 29,078 343 15,497 62,636 4,042
CMAC Piura 49,920 17,198 345 35,535 79,312 2,232
Average 26,252 8,622 399 6,750 24,206 7,396

Source: The MFls.

Table 22 presents the number of accounts, total
balance and average balance for both deposit
products for the 10 MFIs. Savings accounts have
arelatively small average balance of US$ 399,
versus US$ 7,396 for time deposits. In addition,
savings accounts have a much larger volume of
transactions (Table 23).

The total operating costs of each deposit product
are determined in good measure by the number
of transactions that are carried out for the pro-
duct. Transactions involve costs related to per-
sonnel (teller services), communications, secu-
rity, use of equipment and electricity, and other
expenses. The number of transactions per a-
count and the total number of transactions for
the MFI vary from one MFI to another, but it is
clear that SAs have much higher volumes of
transactions than TDs by both measures. Thisis
expected given the nature of the two products.

Table 24 shows operating costs as a percentage
of the average deposit balance for the 10 MFIs.
For al MFIs, compared with TDs, SAs generate

greater operating costs as a percentage of the
amount deposited. This is primarily because
time deposit accounts are on average amost 20
times larger than savings accounts (Table 22).
Interestingly, the main reason for the higher
costs of SAsis not the fact that savings accounts
involve many more transactions per account
than time deposits (on average four times more
according to Table 23). Table 25 shows that
monthly operating costs per account are much
greater for TDs than SAs at al MFIs, averaging
more than three times as much. It appears that
the attention that larger clients receive from
branch managers and other relatively high-
ranking personnel generates higher unit costs
(costs per account) for TDs compared to SAS.
Although savings accounts generate more
monthly transactions per account, these accounts
are largely attended to by tellers and other per-
sonnel with much lower sdary levels. Therefore,
costs per account are much lower for SAs than
TDs.



Table

23

Number of Monthly Transactions, by Product

MFI Savings Accounts Time Deposits
Total Transactions Total Transactions

Transactions per Account Transactions Per Account
CMAC Pisco 367 0.10 25 0.02
CMAC Chincha 7,132 3.50 324 0.60
CRAC Sefior deLuren 33,247 2.90 892 0.40
Procredit 351 0.07 45 0.11
CRAC NorPeru 22,447 1.33 680 0.12
Finamerica na na
FFP FIE 32,406 1.50 583 0.50
FFP CajaLosAndes 36,342 0.90 1,646 0.51
CMAC Arequipa 241,315 2.80 14,499 0.90
CMAC Piura 47,192 0.95 11,103 0.31
Average 46,755 1.56 3,311 0.39

Note: “na’ indicates information not available. Blank cells indicate the absence of a product of that type.

Source: The MFls.

Table24

Annual Operating Cost as a Per centage of Average Deposit Balance

MFI Savings Accounts Time Deposits Total Deposits
CMAC Pisco 13.9% 3.9% 7.9%
CMAC Chincha 21.2% 3.1% 7.6%
CRAC Sefior deLuren 12.0% 3.1% 7.1%
Procr edit* 2.6% 0.9% 1.5%
CRAC Nor Per0* 8.3% 2.6% 5.0%
Finamérica* 1.8% 1.8%
FFPFIE 16.1% 1.5% 5.0%
FFP Caja L os Andes* 5.8% 3.7% 4.1%
CMAC Arequipa 10.5% 1.6% 4.4%
CMAC Piura 11.8% 1.9% 3.6%
Average 11.4% 2.4% 4.8%

* ABC costing is used instead of cost assignment.

Source: The MFls.
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Table25

Operating Cost per Account
(US$ per month)

Total Operating Cost per Account
MFI 1/ Number of
Accounts Savings Accounts Time Deposits Total Deposits

Finamérica* 1.616 14.0 14.0
CMAC Chincha 2.606 8.5 13.4 9.6
CMAC Pisco 5,352 3.4 4.2 3.6
Procredit* 5.590 1.9 14.4 2.8
CRAC Sefor de Luren 13.997 4.5 6.5 4.9
CRAC NorPera* 22.572 2.5 3.2 2.6
FFP FIE 22,794 3.3 20.3 4.0
FFP Caja Los Andes* 43,596 1.0 38.8 3.8
CMAC Piura 85,455 3.4 3.5 3.4
CMAC Arequipa 100,194 3.0 5.3 3.4
Average 30,377 3.5 12.4 5.2

* ABC costing isused instead of cost assignment.

1/ The MFls are shown in increasing order of their total number of accounts.

Source: The MFls.

The data in Table 25 show mixed results on the
existence (or nonexistence) of economies of
scale. The table ranks MFIs according to their
total number of accounts (SAs + TDs), from
1,616 a Finamérica to 100,194 at CMAC Are-
quipa. The idea behind economies of scale is
that larger MFIs (in the sense of those with more
accounts) can spread their overhead costs more
thinly over this greater number of accounts.

A comparison of the two smallest MFIs with the
two largest provides evidence in support of
economies of scale. In the case of savings a-
counts, the two smallest MFIs (CMACs Chincha
and Pisco, given that Rnhamérica cannot offer
this type of account) have an average unit cost of
US$ 5.95, compared with US$ 3.20 for CMACs
Piura and Arequipa, the two largest MFIs. With
respect to time deposits, the average unit cost for
the two smallest MFIsis US$ 13.70, versus US$
4.40 for the two largest MFlIs. With both types
of deposits there is clear evidence of economies
of scale, given the significant drops in unit costs
when comparing the smallest MFIs to the larg-
est.
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The other six MFIs provide evidence against
economies of scale. These six medium-size
MFIs have the lowest average unit cost for sav-
ings accounts (US$ 2.20) and the highest aver-
age unit cost for time deposits (US$ 14.57), in-
stead of having intermediate average unit cost
valuesin both cases.

The wide fluctuations in unit costs, especialy in
the case of time deposits, lead us to two ques-
tions: (i) Are there in fact economies of scae?
and (ii) Do cost studies really provide accurate
and reliable cost estimates? Regarding the sec-
ond question, the signal weakness of costing
studies is their use of arbitrary rules to assign
indirect expensesto products (or to activities and
then to products). This weakness is an important
one since these indirect expenses often account
for the majority of total operating costs.*’ Per-
haps with another set of rules, the unit costs cal-
culated for the medium-size MFIs would have
been lower for TDs and higher for SAs, and thus

37 Annex D lists the indirect expenses and the as-
signment rules used to allocate them in six of the
MFI costing studies.




more in line with what the existence of scae
economies would lead us to expect. At least,
perhaps, the abrupt swings in unit costs would
have been less pronounced. For a definitive
resolution of these questions, we need more evi-
dence, hopefully using the same methodology
for dl of the costing studies.®

It isimportant to separate savings accounts from
time deposits and look for evidence for or
against economies of scale at the level of each

individual product. The dternative isto estimate
the operating costs per account for al deposits
taken together, and to analyze whether this ratio
becomes smaller for larger MFIs. The problem
with this latter strategy is that the average unit
cost of TDsis more than three times the average
unit cost of SAs (Table 25). Moreover, the share
of TDsin total deposits varies substantially from
one MFI to another (Table 19). Because of these
two factors, variations in the unit cost of total

deposits may be the result either of economies of
scale or of variations in the share of each type of
account in total deposits. Therefore, this analysis
would not offer clear evidence on the existence
of economies of scale.

Total Costs of Mobilizing Deposits

Figure 1 shows the breakdown of total costs into
financial and operating costs by type of deposit
product for the MFIs. Note that financial costs
are low and operating costs are high for SAs.
The situation is reversed for TDs, where interest
payments are the maor component of total
costs.

In genera, savings accounts have greater tota
costs than time deposits. Considering the nine
MFIs that offer both products (al MFIs studied
here except Finamérica, which is permitted to
offer TDs but not SAS), the average total cost of
savings accounts is 15 percent and the average
total cost of time deposits is 12.2 percent. Only
Caja Los Andes pays substantially more for TDs
than SAs (11.7 percent vs. 9.9 percent), while

38 |n six of the studies presented here, the same team
of professionals used the same methodology (cost
assignment), while in the other four studies another
methodol ogy was used (ABC).

Procredit pays 0.2 percentage points more for
TDs than SAs. In the other seven MFIs, SAs
have the higher total cost, usualy by a wide
margin. Therefore, based on this sample, we can
say that SAs tend to be more expensive than
TDs for MFIs. Moreover, reducing the operating
costs of SAs presents substantial problems fe-
cause it requires a significant streamlining of
processes or other such measures. Conversely, it
is only necessary for an MFI to lower the inter-
est rates it pays on its TDs in order for it to rea-
ize substancia savings in the total cost of offer-
ing that product.®

In conclusion, it would appear advisable for
MFIsto give priority to mobilizing time deposits
because of their lower total costs. In addition,
TDs offer severa other advantages: they are ess-
ier to manage, provide greater funding stability
and predictability in the short and medium term
(until their maturity) and generally permit better
term matching between assets and liabilities dur-
ing this same time horizon.** Since the main cost
of TDsisthe interest rate paid (and not their op-
erating costs), it is extremely important to prop-
erly set the interest rate for TDs at a level that
will attract the required funds at the lowest pos-
sible cost. Nonetheless, this task has not re-
celved the priority it should at many MFIs ke
cause their still wide financid margins allow

39 Naturally, the advisibility of reducing deposit rates
depends on the specific conditions of each market,
including the degree of competition from other finan-
cial ingtitutions.

% However, TDs are not necessarily more stable than
SAsin the longer term (after maturity of the current
TDs). Thisistruefor two reasons. First, the much
greater number of savings accounts gives them acer-
tain stability because the deposits and withdrawls
from so many accounts tend to cancel each other out
to agreater degree than is the case for time deposits.
Second, credit unions and other MFIs that mobilize
substantial savings from alarge number of small de-
positors frequently find that a significant share (25
percent or more) of these fundsisvery stable. Thisis
so despite the fact that depositors have theright to
withdraw their money at any time. Many small de-
positors use an MFI because of its convenient loca-
tion or low minimum deposit requirements. They
tend to keep their savings there unless they fear that
the MFI may become insolvent, in which case their
deposits would be in danger.



Figure 1

Financial and Operating Costs of Deposit Products
a. Savings Accounts
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them to absorb the high rates paid on time &
posits without much difficulty.

A More Detailed Examination of the
Operating Costs of Deposits

The andlysis thus far has focused on the operat-
ing costs of deposits but has not resolved

whether growth in the number of accounts at
MFIs leads to economies of scale. In order to
better understand this subject, this section breaks
down the operating costs of deposits into fixed
and variable components. It also tackles the sub-
ject of microsavings.




Fixed and Variable Operating Costs

Operating costs may be classified as either fixed
or variable. Since fixed costs are spread over an
increasing number of accounts as the number of
accounts grows, the presence of fixed costs
tends to reduce operating costs per account.**

Figure 2 breaks down operating costs for savings
accounts and time deposits into fixed and vari-
able cost components. It recognizes as fixed and
variable the same types of expenses for both de-
posit products. We can see from this figure that
a the larger MFIs the share of fixed costs in to-
tal costs is lower, reflecting the fact that fixed
costs are spread over more accounts as the num-
ber of accounts increases. This assertion can be
verified more formally by calculating the corre-
lation coefficient between deposit volume and
the share of fixed costsin total costs. These cal-
culations yield high negative correlations of
-0.84 for savings accounts and -0.85 for time
deposits.

This demonstrates that as the volume of deposits
increases, fixed management and back-office
costs are spread ever more thinly. For example,
small and medium-size MFIs, which have fixed
costs that average 23 percent of their total oper-
ating cogts, can decrease their operating costs at
least in that percentage simply by increasing
their deposit volumes. It is aso important to note
that the share of fixed costs in total costs is
higher for TDs than for SAs because of the
greater involvement of managers and other high-
level personnel in negotiations with TD clients
(which, in turn, is due to the much larger size of
TDscompared to SAS).

Beyond these considerations of fixed costs, the
variable costs per deposit account could also fall
as the number of accounts rises. For example,

11t could be argued that all costs are variable in the
long run. However, we have assumed that certain
costs (namely, the fixed costs) remain constant or
nearly constant asthe MFI grows. Fixed costsin-
clude, for example, the cost of the board of directors,
the general manager and the managers of such de-
partments as credit, savings, finance, risk, operations
and maintenance, auditing, treasury and accounting.
See Annex D for more detail.

this might occur if staff productivity increases
with the number of accounts. In this way, MFIs
may reduce both their fixed and variable costs
per deposit account as a result of the economies
made possible by a greater number of accounts.

Operating Costs of Microsavings

A number of publications have analyzed the sub-
ject of microsavings at MFIs and the socia mis-
son of these ingtitutions in promoting savings
among low-income individuas. Increasing ac-
cess to the financia system and promoting a cu-
ture of saving among poor people are undoubt-
edly worthwhile goals. However, elevating the
importance of this social mission has often led
MFIs to neglect analyzing the costs that mi-
crosavings generate for the MFI. Studies such as
that of Richardson (2003) conclude that this cost
is not prohibitive because MFIs also have larger
clients that offset the greater operating costs of
microsavings.

This section analyzes the operating costs of mi-
crosavings and the implications of these costs
for MFIs, where microsavings are defined as
savings accounts with balances less than or
equal to US$ 100. The subject of the operating
costs of time deposits is not explored here ke-
cause small savers rarely use this product. Table
26 shows that SAs are responsible for an aver-
age of 93 percent of the total transactions and 82
percent of the total deposit accounts at MFls, but
bring in only 31 percent of total deposts. Thus,
savings accounts are a product with high operat-
ing costs.

Having looked briefly at the overall characteris-
tics of savings accounts, we now examine the
number of clients and amount mobilized by ac-
count size strata, which are presented in Table
27. This table shows that microsavings repre-
sent, on average, three-quarters of al the ac-
counts, but provide less than 3 percent of the



Table26
Characteristics of Savings Accounts

Volume % of Number of % o Number of % of Operating Cog| TOtd

MFI (US$ Total ACCOUNS Total Transactions Tota of SAs (%) Operating
thousands) | Volume Accounts Transactions Cost (%)
CMAC Pisco 1,178 40% 3,962 74% 367 9% 13.9% 7.9%
CMAC Chincha 930 25% 2,035 80% 7,132 96% 21.2% 7.6%
CRAC Sefior delLuren 5,188 45% 11,496 82% 33,247 97% 12.0% 7.1%
Procr edit 4,535 36% 5174 93% 351 89% 2.6% 15%
CRAC NorPerti 6,007 42% 16,880 75% 22,447 97% 8.3% 5.0%
FFPFIE 5,257 24% 21,729 95% 32,406 98% 16.1% 5.0%
FFP Caja L osAndes 8,177 17% 40,375 93% 36,342 96% 5.8% 4.1%
CMAC Arequipa 29,078 32% 84,697 85% 241,315 A% 10.5% 4.4%
CMAC Piura 17,198 18% 49,920 58% 47,192 81% 11.8% 3.6%
Average 8,622 31% 26,252 82% 46,755 93% 11.4% 5.1%
Source: The MFls.
Figure 2

Fixed and Variable Operating Costs of Deposits
(per centage of aver age balance)
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total amount mobilized in SAs at both small and

large MFls.

It is aso interesting that in both small and large
MFIs, a segment that contains one of the greatest
percentages of total savings s that between US$
1,001 and US$ 5,000; this segment is especialy
important in the case of the large MFls. While
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the large MFIs have a great number of microsav-
ings clients, they mobilize most of their deposits
from the middle-size accounts. By contrast, the
small MFIs are more dependent for their depos-
its on large clients, especialy those with bal-
ances greater than US$ 50,000. At smal MFls
these clients provide 18.8 percent of total depos-
its, versus 6.2 percent at large MFls.




Table27
Savings Account Clientsat MFIs, Averagesby Strata 1/

Small MFls Large MFIs
Total Total
Stratum Number ofI Balance Average | Number Balance Average
Accounts % (USS % Balance of % (USS % Balance

thousands) (USS) | Accounts thousands) (US9)
From US$ 0 to US$ 100 2219 74.0 30 2.5 14 ] 49,966 76.1 593 3.0 12
From US$ 101 to US$ 500 475 15.8 112 9.2 235 8,793 13.4 2,076 10.6 236
From US$ 501 to US$ 1,000 141 4.7 99 8.1 700 2,769 4.2 1,950 10.0 704
From US$ 1,001 to US$ 5,000 135 4.5 270 22.2 2,006 3,468 5.3 7,112 36.4 2,051
From US$ 5,001 to USS$ 10,000 15 0.5 99 8.2 6,850 438 0.7 2961 152 6,761 |
From US$ 10,001 to US$ 50,000 13 0.3 279| 31.0 21,856 212 0.3 3,640 18.6 17,171
From US$ 50,001 to US$ 100,000 2 0.1 140] 104 69,874 9 0.0 526 2.7 58,402
Morethan US$ 100,000 1 0.0 51 8.4 101,431 5 0.0 685 35 137,085
Total 2,999 | 100.0 1,079 100.0 360 65,660 | 100.0 19,543 | 100.0 298

1/ Average number of savings accounts and average account balances by type of MFI. The small MFIsare CMACs Pisco and
Chinchaand the large MFIs are CMACs Arequipaand Piura.

Source: The MFls.

Before analyzing operating costs by account size
strata, it is important to examine a breakdown of
the number of transactions by these strata since
most of the operating costs associated with sav-
ings accounts involve transactions that are car-
ried out by clients at teller windows. Table 28
shows the number of transactions by account
size strata. The microsavings stratum stands out
as having the greatest number of transactions,
especiadly at the large MFIs. Another salient
point is the large number of transactions per a-
count in the upper strata, which arise from these
MFIs handling company savings accounts that
use drafts (which are similar to checks in that
they alow savings account holders to draw
against their savings balances). This resultsin a
greatly increased number of transactions per a-
count. Nonetheless, the large amounts of depos-
its mobilized in these segments generally offsets
the greater number of transactions, as will be
seen in the analysis of operating costs by strata.

The characteristics that have been discussed here
are al reflected in the operating costs shown in
Table 29. In dl five MFIs that were able to pro-
vide data, annual operating costs for the mi-
crosavings stratum are more than 200 percent of
the microsavings balances. This means that for
each dollar mobilized from this segment, it costs
on average more than two dollars in operating

47

costs per year, without taking account of the in-
terest paid to these clients. It is aso important to
note that starting with the US$ 501-1,000 stra-
tum, there is a reduction in operating costs to
lower-than-average levels. At the same time, the
fact that more than three-quarters of al savings
deposits are mobilized from savings accounts
larger than US$ 1,001 significantly reduces the
average operating costs of savings accounts.
Thus, there exists an important cross-subsidy
between large and small savers.

In conclusion, microsavings generate very high
operating costs at MFIs of al sizes. Depositors
with low balances are thus subsidized by those
with larger balances. However, the long-term
sustainability of these cross-subsidies should be
reviewed, particularly in markets with increasing
levels of competition.

Alternative Strategies to Deal with Microsavings

We now consider three alternative strategies that
MFIs could adopt to deal with the issue of mi-
crosavings:

1. Subsidies for small savers, who often re-
ceive interest on their savings accounts and
pay little or nothing in fees to the MFI -
gpite the high operating costs generated by



these accounts. This strategy particularly
serves the interests of low-income individu-
ds with small balances who are looking for
a safe, economicad and easily accessible
place in which to hold their excess liquidity.
This option is the one most commonly used
by Latin American microfinance institu-
tions. MFls justify subsidizing small savers
by noting that serving these saversis part of
the MFI’s socia misson and that even

small deposits offer economies of scope and

other significant benefits, which are discuss-
ed in the next point. However, MFIs rarely
estimate the costs of this subsidy or explore
the possibilities of rationalizing it. It is pos-
shle that in the medium term, growing
competitive pressures in the microfinance
marketplace will lead to a change in this ori-
entation.

Adoption of a more selective service policy
for microsavers, through a series of meas-

Table28
Monthly Transactions by Strata for Savings Accounts
Small MFIs Large MFls

Stratum Number of o Transactions | Number of % Transactions

Transactions ° per Account | Transactions ° per Account
From US$ 0 to US$ 100 1,076 30.0 0.5 82,774 58.6 1.7
From US$ 101 to US$ 500 950 26.5 2.0 25,729 18.2 2.9
From US$ 501 to US$ 1,000 271 7.6 1.9 9,673 6.9 3.5
From US$ 1,001 to US$ 5,000 701 19.6 52 15,200 10.8 4.4
From US$ 5,001 to US$ 10,000 489 13.6 33.7 3,506 2.5 8.0
From US$ 10,001 to US$ 50,000 69 1.9 7.1 2,924 2.1 13.8
From US$ 50,001 to US$ 100,000 5 0.1 1.0 805 0.6 94.6
More than US$ 100,000 21 0.6 21.4 525 0.4 116.6
Total 3,582 | 100.0 1.2 141,134 | 100.0 2.1

1/ Average transactions for savings accounts by type of MFI. The small MFIsare CMACs Pisco and Chinchaand the large MFls

are CMACs Arequipaand Piura.
Source: The MFIs.

Table29
Operating Costs by Strata for Savings Accounts
(annualized per centage of the average stratum balance) ¥

CMAC CMAC CRAC Sefior CMAC CMAC

Stratum Chincha Pisco delLuren Areguipa Piura
Small Small Medium Large Large

From US$ 0 to US$ 100 596.7% 238.3% 235.3% 254.9% 298.0%
From US$ 101 to US$ 500 57.8% 19.7% 16.1% 16.3% 22.5%
From US$ 501 to US$ 1,000 18.1% 8.0% 6.8% 6.3% 8.0%
From US$ 1,001 to US$ 5,000 11.6% 4.0% 4.8% 2.8% 3.4%
From US$ 5,001 to US$ 10,000 18.1% 2.9% 4.3% 1.6% 1.7%
From US$ 10,001 to US$ 50,000 1.5% 1.8% 9.4% 1.2% 1.1%
From US$ 50,001 to US$ 100,000 0.9% 1.6% 3.6% 1.6% 0.9%
Mor e than US$ 100,000 1.2% 4.5% 1.1% 0.9%
Total 21.2% 13.9% 12.0% 10.5% 11.8%

Note: The high costsin stratum 5 at CMAC Chincha, aswell asin stratum 6 at CRAC Sefior de Luren, are due

to the presence of a subtantial number of savings accountsin each stratum that are used by companies for payment and
collection services and thus have alarge number of transactions per account.
1/ FIE is not included because it had no data for accounts from US$ 0 to 100.

Source: The MFls.




ures that could be introduced separately or
together. These measures include: (i) paying
interest only on accounts with balances
above a certain level, (ii) establishing higher
minimum deposit sizes and (iii) charging
monthly or per-transaction fees on accounts
with low balances. Employing te first of
these measures, an MFI could, for example,
eliminate interest on accounts of less than
US$ 100. This would not create a major
funding problem for the MFI nor would it be
particularly burdensome for clients, because,
as numerous studies have shown, SA de-
positors value safety, convenience and |-
quidity ahead of the interest rate paid.*”
However, the MFI would save little by i+
troducing this measure because of the small
amount deposited by these savers. For e-
ample, the total annua savings would be
onlg/3 US$ 19,120 at the four MFIs in Table
28.

Likewise, it would be possibleto introduce a
minimum deposit requirement on savings
accounts, for example, of US$ 100. Many
MPFIs might resist this measure because they
identify with the social mission of providing
access to the financial system for low-
income savers To evaluate this aternative,
it would be useful to undertake a margina
analysis that compares the costs of dl prod-
ucts with and without microsavings.* Cost

2 Thisistrue for savings accounts but not for time
deposits since the interest rate paid is much more
important to TD clients.

3 The amount each MFI would save depends on how
much is mobilized in these small accounts and the
interest rate that is paid.

4 Some MFIs may have significant unused capacity,
for example, in their computer systems or other parts
of their infrastructure, or in branches where tellers
perform few transactions. In these cases, microsav-
ings may not increase operating costs very much and
could help to productively employ this unused capac-
ity. Such considerations can be explored in detail
through marginal analysis. Nevertheless, it must also
be kept in mind that at some point small savers could
tax the MFI’sinfrastructure or cause congestion
problems at the branches. MFIs might then have to
make new investments and incur additional operating
expenses to keep clients satisfied.
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reductions would be seen especidly in the
medium and long term as additiona funds
would be mobilized from other client seg-
ments, without the need for as much person-
nel and infrastructure at the MFI’s branches.

Finaly, MFIs could introduce nonthly fees
and/or charges for each transaction per-
formed for accounts with balances of kss
than US$ 100. For example, the two largest
MFIsin our sample could cover the costs of
serving their microsavers with a charge US$
1.30 per transaction or a monthly fee of US$
2.60 per account. Although these charges are
quite high, the fees needed to cover mi-
crosaver operating costs at the two smallest
MFIs are even higher.

MFIs cite the following reasons for not
charging fees on microsavings. (i) the MFI
may assess the profitability of mobilizing
deposits overdl, rather than from a specific
client segment; (ii) additional services, such
as loans, may be sold to the microsavers at
the same time (economies of scope); (iii) the
income from introducing fees would not be
substantial; and (iv) the MFI may consider
the life cycle of microsavers, whose small
deposits may grow over time and who may
also require other services in the future such
asloans.

Taken as a group, the proposed measures
seek to reduce the subsidy given to mi-
crosavers, either by eliminating service or
recovering additional costs. Most banks in
Latin America have taken one or both of
these routes. The advantages of this strategy
for MFls lie in rationalizing operating costs
and reducing congestion at branches, thus
providing better service to the remaining cli-
ents. The drawbacks of this strategy are that
it abandons or reduces service to an entire
market segment and loses the benefits a-
scribed in the preceding paragraph.



3. Enlarging the microsaver client base, in a-
der to reach a critical mass that can be
served more economically through techno-
logicad and organizational innovations, as
well as by offering a range of financia
products to small savers to both facilitate
transactions and fully recover the costs gen-
erated. FFP Prodem is following this strat-
egy by introducing the following: a smart
card with fingerprint identification, the
widespread use of automated teller machines
especidly designed for low-income clients,
a large network of branches in rura and u-
ban areas, and a range of services to facili-
tate payments and transfers between ac-
counts.* In order to recover some of the cost
of these services, Prodem charges its clients
an annua fee of US$ 7. This experience
needs an in-depth evaluation in order to de-
termine if it offers a profitable way to serve
microsavers.

TOTAL COSTSOF THE DIFFERENT
FUNDING SOURCES

As dready mentioned, MFIs can choose from a
variety of sources to meet their funding needs.
The principal criteria that MFIs should use to
guide their selection of the best mix of funding
sources include the total cost of each source (fi-
nancia plus operating cost), the risks associated
with the use of each source and the MFI’s ne-
dium-term strategy. This section examines the
total cost of each funding source. Chapters 2 and
4 respectively anayze the risks associated with
each source and the most appropriate medium-
term strategy for an MFI.

The calculation of the total cost of each funding
source takes account of the following considera-
tions. First, substantial personnel and infrastruc-
ture are required to mobilize deposits. Hence,
account must be taken of these significant oper-
ating costs as well as the also significant finan-
cid costs of deposit mobilization in calculating
total deposit costs. Second, the operating costs
involved in borrowing are relatively small com-
pared to the financial cost, particularly when an

%5 For adiscussion of Prodem'’ s experience, see Ba-
zaberry (2003).

MF borrows more than once from the same
source. Therefore, in order to simplify the analy-
Sis, it is assumed that borrowing involves only
financial costs. Third, issuing bonds involves
appreciable operating costs, including the fees
paid to the investment bank, attorneys, rating
agency, stock exchange, capital markets regula-
tory authority and brokerage houses. Thus, the
total cost of bond issues includes operating as
well as financia costs. Findly, while Latin
America has no experience with public offerings
of MFI stock, there have been numerous private
placements. The operating costs associated with
these private stock placements have been highly
variable, but sometimes very low. MFIs have
aso issued stock as a means to reinvest profits, a
transaction that has relatively insignificant oper-
ating costs. As a result of these considerations,
we assume that the total cost to the MFI of issu-
ing stock can be reasonably approximated by the
MFI’s return on equity (ROE).*

Using the assumptions given in the previous
paragraph, Table 30 compares the total costs of
the four funding sources. This comparison yields
the following conclusions:

“ The following example illustrates why ROE may
be reasonaably taken as the cost of stock issue. Con-
sider an MFI which has an ROE of 20 percent and
whose stock isentirely owned by asingleindividual.
This person would like to increase the MFI’ s capital
(equity) by 10 percent with a new issue of shares.
Assume that this new capital is equally as productive
asthe existing capital, so that the ROE will remain at
20 percent. Solely for purposes of simplifying the
exposition, also assume that each year al profitsare
distributed to the shareholders. If the current owner
sells the new shares to another person instead of in-
vesting his own money to buy them, that other person
will earn 20 percent on hisinvestment. That is, the
cost of issuing sharesis equal to the ROE, because
the earnings are distributed among all the sharehold-
ers and each shareholder earns $.20 for each $1 in-
vested. The great unknown in this calculation is
whether the ROE will remain unchanged in the me-
dium term. It may be that in some competitive mar-
kets the ROE will tend to fall with increasing com:
petitive pressures. In other cases, the MFI may
achieve substantial productivity increases (as many
MFIs have donein the past), which will tend to in-
crease the ROE and therefore the cost of stock issue.



Table30
Total Costs of the Four MFI Funding Sour ces
(percent per annum)

Deposits Borrowing | Capital Bonds

MFI Type Date | Financial | Operating Total Financial Total

Cost Cost Cost Cost 1/ ROE 2/ Cost
CMAC Pisco Small May-04 11.6% 7.9% 19.5% 13.0% 4.1%
CMAC Chincha Small May-04 14.7% 7.6% 22.3% 12.1% 31.5%
CRAC Seftor deLuren | Medium | Apr-04 6.6% 7.1% 13.7% 6.5% 17.8%
Procredit* Medium Jan-04 6.9% 1.5% 8.4%
CRAC Nor Peru* Medium | Sep-03 4.8% 5.0% 9.7% 5.7% 21.1%
Finamérica* Medium Jul-04 12.5% 1.8% 14.3% 5.7% 4.6%
FPP FIE Medium | Jun-04 5.2% 5.0% 10.2% 5.1% 23.6%
FFP Caja Los Andes* Medium | Jun-04 3.9% 4.1% 8.0% 4.3% 14.3%
CMAC Areguipa Large Jun-04 7.7% 4.4% 12.1% 13.0% 29.1%
CMAC Piura Large Jun-04 8.1% 3.6% 11.7% 10.6% 32.6%
Compartamos 3/ Large Jul-04 9.4%
Mibanco 4/ Large 9.1%
Average 8.2% 4.8% 13.0% 8.4% 19.8% 9.2%

Note: Blank cellsindicate information not available.

* ABC costing is used instead of cost assignment.

1/ It isassumed that borrowing has negligible operating costs.
2/ ROE is used as the cost of capital of an MFI since thisiswhat would be paid if all profits were distributed.
3/ Cost of July 2004 bond issue, which consists of annual financial costs of 8.61 percent plus annual operating costs of 0.81

percent.

4/ Weighted average annual financial cost of 8.25 percent for the three Mibanco bond issues plus 0.8 percent annual operating
costs, estimated based on information supplied by the capital markets.

Source: The MFls.

Deposits. Comparing small and large MFIs,
there is an inverse relationship between total
cost and MFI dsze. The smal MFIs—CMACs
Pisco and Chincha—have high total costs (19.5
and 22.3 percent, respectively) as aresult of the
high interest rates they must pay to attract clients
and the elevated operating costs they face as a
result of their small scale of operations. By cor+
trast, the large MFIs—CMACs Arequipa and
Piura—have lower total costs: 12.1 and 11.7
percent, respectively. These lower total costs are
the result of the lower deposit rates that these
large MFls can pay and still attract savings since
they are more established in the market. They
are aso the result of economies of scale and
other factors that reduce the operating costs of
the large MFls. Between these two extremes, the
total costs for the sx medium-sze MFIs are
rather heterogeneous; some have higher total
costs than the large MFIs and some have lower
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total costs. Ultimately, the total cost paid by an
MFI for its deposits depends, among other
things, on the combination of SAs and TDs &-
tracted (time deposits being generally less e-
pensive than savings deposits), the percentage of
deposits in foreign currency (since foreign cur-
rency deposits generally have lower interest
rates than local currency deposits, as shown in
Table 20), the average account size (because
there are clear economies in managing larger
accounts) and the size of the MFI (on account of
scale economies and possibly economies based
on a more established presence in the market).
Given that an MFI’s size is only one of these
factors, it should not be surprising that the total
cost of deposits is not strongly correlated with
the size of the MFI.

Sock issue. With capital costs averaging 19.8
percent, capital is easily the most expensive




source of funds. Capita has a significantly
higher cost than the other three alternatives be-
cause shareholders demand a high risk premium
as compensation for their subordinated position
vis-a-vis the MFI’'s other funders (see also Wis-
niwski, 1999b, p. 3) and because the MFIs are
earning high ROEs.

Bond issue. Since none of the 10 MFIs with de-
posit costing studies has issued bonds, we turn
to two MFIs with recent bond issues, Mibanco
and Compartamos, to obtain data on the cost of
this funding source. Table 30 shows the average
annua cost of the three Mibanco bond issues
and of Compartamos fourth bond issue. The
average annua total cost of Mibanco's three
bond issues is 9.1 percent, consisting of a finan-
cia cost of 8.25 percent and operating costs of
0.8 percent. The annual total cost of Comparta-
mos fourth bond issue is 9.4 percent, with a
financial cost of 8.61 percent and operating costs
of 0.81 percent. Mibanco's experience could
serve as a guide to the costs that CMACs Are-
quipa and Piura might expect should they decide
to issue bonds, because the three MFls are Smi-
lar in size and risk rating.

A breakdown of the operating costs of Compar-
tamos's fourth bond issue is shown in Table 31.
On this US$ 16.6 million bond issue, total oper-
ating costs were US$ 671,000. These costs equal
4.05 percent of the total amount issued, for an
average annual cost of 0.81 percent over the 5
year term of the bond. A substantial portion of
these costs are fixed; therefore, a minimum size
issue is needed in order to reasonably spread the
Ccosts.

Borrowing vs. deposits at small MFIs. At the
small MFls, such as CMACs Chincha and Pisco,
borrowing is significantly less expensive than
deposits. This reflects the high deposit rates that
these MFIs must pay to attract savings and the-
high operating costs associated with deposit mo-
bilization due to the lack of economies of scale.

Borrowing vs. deposits & mediumsize MFls.
Borrowing at the medium-size MFIs is less ex-
pensive than mobilizing deposits, primarily ke
cause of the large amount of subsidized credit
available to these MFIs. For example, FIE -
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celves 46 percent of its borrowed funds from
NAFIBO (a second-tier lender in Bolivia), for a
term of five years and at an average annua in-
terest rate of 4.4 percent. CRAC Sefior de Luren
obtains 47 percent of its borrowed funds from
Agrobanco (a second-tier agricultura lender in
Peru), for aterm of 18 months and at an average
annual interest rate of 1.9 percent.

Borrowing vs. deposits at large MFIs. The re-
sults are mixed for the large MFIs. On the one
hand, deposits at CMAC Arequipa cost less
overal (12.1 percent) than borrowing (13 per-
cent), in part because of the economies of scale
generated by the large volume of deposits. On
the other hand, aa CMAC Piura, borrowing is
less costly (10.6 percent) than deposits (11.8
percent). This situation is probably the result of
a ggnificant amount of short-term borrowing
from banksin local currency using liquid foreign
currency collateral that the MFI has deposited in
the bank (back-to-back operations). The MFI
obtains this foreign currency collateral from the
foreign currency deposits of local savers.

In conclusion, the evidence analyzed here con-
firms that, generally spesking, capital is the most
expensive source of funds. The total costs of the
remaining sources vary according to the size of
the MFI. All funding sources are ranked by their
total cost from least expensive to most expensive
in Table 32.

The relationship between the cost of deposits
and the cost of borrowing depends to a large
extent on the amount of subsidized credit that is
available to the MFI. Thisis particularly true for
large MFls since they usually achieve significant
scale economies when attracting deposits.
Therefore, changes in the policies of govern-
ments and donors with regard to subsidized bor-
rowing may affect the ranking shown in Table
32.

However, funding sources are not chosen solely
based on their costs. Other factors play an im+
portant role, such as the macroeconomic context,
the MFI’s maturity and the strategies it adopts to
manage its risks, as will be seen in the next
chapter.



Table31

Operating Costs of Compartamos Fourth Bond I ssue

Operating Cost Component Amount Per centage of Total
(US$) Oper ating Costs
1. Investment bank (Citigroup/Banamex) fees, equal to 1.5% of
the US$ 16.6 million issued, plus 15% value added tax 285,995 43%
2. IFC guarantee fee 146,675 22%
3. Legal expenses 76,265 11%
4. Rating agency expenses 54,014 8%
5. Registration in national securities registry 35,602 5%
6. Fees to bondholders’ representatives 31,108 5%
7. Mexican Stock Exchange listing and maintenance fees 21,859 3%
8. Auditing expenses 13,089 2%
9. Other expenses (CNBV study and processing, notices of pub-
lic offering, promotion) 6,637 1%
Total 671,244 100%

Source: Compartamos.

Table32

Ranking of Funding Sources by Total Cost

(from least to most expensive)

Large MFIs Small and MediumSize MFls
1. Bonds 1. Borrowing

2. Deposits and borrowing 2. Deposits

3. Capital — shares 3. Capital — shares

Note: It is assumed that small and many mediumsize MFls cannot issue bonds because
they do have the minimum volume required to undertake an issue and because the market

would not be receptive to bond issues from these MFls.




4. The Optimal Mix of Funding Sources for MFls

Chapter 1 showed that deposit mobilization is
currently the dominant funding source for
regulated MFIsin Latin America. Chapter 3 ex-
amined the total costs of the different funding
sources and found that for large MFIs, mobiliz-
ing deposits and borrowing are generdly the
most economical aternatives given that few
MFIs can issue bonds. For small MFIs, borrow-
ing is the least costly source of funds. Chapter 2
analyzed the characteristics and risks of the dif-
ferent MFI funding sources.

Within this context, it is important to recognize
that mobilizing deposits has allowed many MFIs
to offer a new financia service to their clients
and move beyond their previous focus on micro-
credit. Deposit mobilization has aso reduced
financid costs, diversified MFI funding sources
and facilitated increases in leverage. Moreover,
increasing reliance on deposit mobilization has
made MFI funding more stable because deposits
both atomize the MFI’ s liabilities and reduce the
MFI’s dependence on the sometimes unpredict-
able decisions of governments and donors. With
the influence of second-tier institutions and do-
nors reduced, the management of MFIs has aso
become more autonomous.

While deposits have become the principal source
of liabilities for MFIs in Latin America during
the last severa years, deposits and borrowing
are oftentimes complementary funding sources
at many institutions. Because of the longer terms
of much of the borrowed funds, they help solve
problems of term mismatch and facilitate ne-
dium-term financial planning. Only in Situations
of excess liquidity do deposits and borrowing
become substitutes for one another instead of
complements.

In addition to these tangible benefits, mobilizing
deposits creates other benefits for MFIs. These
benefits include an enhanced public image, the
greater willingness of borrowers to repay loans
to an ingtitution that obtains its funds from the
local community, and the greater levels of -
sponsibility and prudence which are likely to be

exercised in the management of an intermediary
that depends on public confidence.

As analyzed in greater detail in Chapter 3, mobi-
lizing deposits results in high operating costs,
particularly when deposits take the form of small
savings accounts. Therefore, many MFIs focus
most of their efforts on attracting time deposits,
even though they have higher financial costs. On
the other hand, time deposits have significantly
lower operating costs, help to mitigate term
mismatch risks, make financia management
more predictable and facilitate liquidity man-
agement.

However, depending primarily on deposits for
funding also carries risks. Firdt, it increases |-
quidity risks, particularly in Latin America
where financia markets are not very deep. Sec-
ond, an excessive reliance on large, institutional
depositors may produce concentration risks and
weaken incentives to attract smaller deposits
from the genera public. Finally, mobilizing c&-
posits has integrated MFIs more closaly into the
loca financia system, which in times of crisis
and/or external shocks may increase uncertainty
and volatility. This happened to the MFIsin Bo-
livia during the crises there in 2003-2004.

Nevertheless, even at small MFIs, the fact that
borrowing can be done a a lower total cost
should not lead the institutions to prioritize bor-
rowing and de-emphasize deposit mobilization.
In choosing between these two funding sources,
it isimportant to consider a number of other fac-
tors:

The amount an MFI can borrow from each
lender is typically restricted by loan limits
these lenders place on the amount of credit
they are willing to extend to any single bor-
rower. This makes it more difficult for MFIs
to increase their overal liabilities. Many
second-tier ingtitutions set limits of one to
three times the MFI’s capital. Commercia

banks often impose stringent collateral 1e-
quirements in addition to setting loan limits.



A sgnificant amount of borrowing concen
trates funding risks and may make the MFI
overly reiant on governments and donors,
which are the main sources of borrowed
funds for the microfinance industry. As are-
sult, liquidity management and the ability to
do mediumrange planning may be ad
versely affected. Moreover, borrowing from
governments and donors may create at |east
two other types of negative impacts for the
MFI. First, a culture and expertise may be
built within the MFI of courting donors and
second-tier institutions rather than providing
good service to depositors, undercutting -
ficient, client-oriented management. Second,
in some cases, the MFI may be forced to
serve clients or sectors that are unprofitable
for the institution as a condition for receiv-
ing the loan.

Deposits atomize liability risks and provide
the MFI with greater stability.

Increasing the volume of deposits may -
duce their operating costs because it is pos-
sble to spread fixed costs over a grester
volume of funds and generate economies of
g;al e.47

Attracting deposits has several other signifi-
cant advantages. First, it permits the MFI to
know its clients better by examining their
deposit history, thus reducing the cost of
analyzing loan applications (economies of
scope). Second, geater integration into the
loca and regiona economy helps to build
loyalty among the MFI’s clients. Third, de-
posit mobilization promotes greater pru-
dence in MFI governance and management
since MFI executives are held accountable
by loca depositors who continualy monitor
performance. Fourth, having a significant
clientedle of savers facilitates the develop-
ment and/or cross-sdlling of other financia
products—such as loans, money transfers,
debit and credit cards and micransurance—

47 A similar evolution toward lower operating costsis
also seen in borrowing and bond issues, though less
intensely, given that the operating costs of these | atter
funding sources are much lower to begin with.

thus generating revenues that may be used to
offset the operating costs of deposits while
also providing clients with better service.

For these reasons, the relationship between bor-
rowing and deposits is characterized more by
complementarity than substitution. In the me-
dium term, it is desirable for the most important
source of funding to be deposits, supplemented
by borrowing in order to lengthen the average
maturity of the MFI’s liabilities and perhaps re-
duce average funding costs. Subsequently, these
two sources could be supplemented by access to
local capita markets, with the MF issuing
bonds. Table 33 summarizes the advantages and
disadvantages of MFI bond issues.

The final source of MFI finance, stock shares,
have the advantage of being the most stable
funding source, of absorbing risks better than
any other funding source and of offering the
possibility of being leveraged with ligbilities.
Moreover, new shareholders may provide exper-
tise, contribute funds in moments of crisis, m-
prove the reputation and credit rating of the MFI
and facilitate access to technica assistance and
lines of credit. The disadvantages of stock issue
include the high cost of the capital attracted and
the significant cost of generating the information
that must be provided to investors. Moreover,
new shareholders may generate conflicts over
governance of the MFI, particularly if they do
not share the MFI’s socia mission or if they re-
quire special exit strategies.

Table 34 presents the major pros and cons of the
different funding sources.

THE FINANCIAL ENVIRONMENT AND
ITSIMPACT ON FUNDING DECISIONS

When choosing its funding mix, it is important
for an MFI to consider the financial and eco-
nomic environment within which it operates.
The MFI should try to take advantage of oppor-
tunities and avoid or mitigate potential prob-
lems.



Table33
Favor able and Unfavorable Aspects of MFI Bond | ssues

Favorable Aspects

Unfavorable Aspects

Extends terms of liabilities

When issued in local currency, the result is a better
currency match with the MFI loan portfolio
Reduces the cost of liabilitiesin the longer run
Enables construction of ayield curve for the

MFI’ s liabilities, which provides guidance for se-
ting interest rates on the MFI’ s time deposits
Improvesthe MFI’simage

Generates refinancing risk, given that when the
bond matures, money may be tight in the national
market. In this case, the MFI may have to pay much
higher interest rates or may be completely unableto
place new bonds.

Tendency of investorsto follow herd behavior

Table34
Major Advantages and Disadvantages of the Different Funding Sour ces

Funding Sour ce Advantages Disadvantages
Savings accounts - Atomize liability risks and provide |- Higher operating costs, especially for microsavings
greater stability - Greater demands on liquidity management and

- Lower financial costs

internal controls

Time deposits

- Enable the MFI to mobilize signifi-
cant volumes of funds

- Lower operating costs than savings
accounts

- Can enable better matching of
terms and currencies

- High financial costs
- Liquidity risk dueto greater concentration
- Renewal risk

Institutional deposits

- Can be a significant source of funds
- Low operating costs

- High financial costs

- Liquidity risk due to greater concentration

- Renewal risk

- Tendency of investorsto follow herd behavior

Subsidized - Low financial cost - MFI may bereguired to serve clients or sectors
borrowing - May have longer terms that are unprofitable for it; potential for interest rate
ceilings to be imposed on these loans
- Instability and political influence
- MFI management may focus on pleasing donors
and governmentsinstead of providing good service
to depositors
- Rationing of funds
- High information and reporting costs
Commercial - May be a significant source of - Higher financial costs
borrowing funds - Stringent collateral requirements
- Low operating costs - Clear lending limits, overall and by lender
Bonds - Extend terms of liabilities - Significant refinancing risk
- May reduce financial costs - Tendency of investorsto follow herd behavior
Stock - Provides the most stable funds, - High cost of the capital attracted

oriented towards covering risks

- Can be leveraged with liabilities

- New shareholders may provide
expertise, contribute fundsin mo-
ments of crisis, improve the reputa-
tion and credit rating of the MFI and
facilitate accessto technical assis-
tance and lines of credit

- Significant cost of generating information that
must be provided to investors

- New shareholders may create conflictsin MFI

governance if they do not share the MFI’ s social
mission or if they require special exit strategies




Financial liberalization and macroeconomic sta-
bility create favorable conditions for MFIs to
attract deposits and access capital markets. Con-
versely, financial repression, macroeconomic
instability and high inflation rates negatively
impact MFI efforts to attract deposits and access
capital markets.

Public sector interventions n the financia sys-
tem may create significant distortions that affect
the development of microfinance. For example,
Agrobanco, a public institution in Peru that
combines first tier and second tier functions,
directs subsidized credit to MFIs for onlending
to the agricultura sector. In this way, it attempts
to compensate for the impact of the govern-
ment’s financial recovery program for agricu-
ture. More generaly, the entry of public devel-
opment banks into microfinance may adversdy
affect MFI development because not all market
participants face the same conditions. For exam-
ple, development banks typically have privi-
leged access to public sector budgetary re-
sources and can often operate without regard to
many of the commercial realities faced by MFIs.

The availability of subsidized lines of credit
from the government should not lead to blind
acceptance of these funds by MFIs. Although
such funds may carry low interest rates, it is im-
portant to take account of the obligations m-
posed by their use. For example, these obliga-
tions may include having to provide loans to
certain regions or types of clients that are not
necessarily profitable for the MFI to serve. In
addition, interest rate ceilings and other condi-
tions favorable to the MFI’s borrowers may be
established, which may have negative impacts
on the rest of the MFI's loan portfalio. If subsi-
dized credit is used, the MFI should make sure
that these funds are not an important share of its
overdl liabilities. Otherwise, the MFI could ke-
come overly dependent on unstable funds and be
subject to political influence, both of which may
limit the MFI's ability to properly manage its
operations.
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MFI SIZE AND
LIABILITY STRUCTURE

It is often assumed that the ligbilities of larger
and more mature MFIs are more diversified and
that these institutions fund themselves primarily
with deposits. It is often further assumed that
smaller MFIs rely mostly on borrowing, particu-
larly from donors and governments.

Recent data on the 46 MFls that mobilize depos-
its in the nine countries examined in Chapter 1
clearly show that MFI size is not strongly corre-
lated with liability structure in these ways (Table
35). Numerous sndl MFIs (with assets of less
than US$ 10 million) have a high share of -
positsin overdl liahilities, as shown by the cases
of CRACs Cagjamarca (72.5 percent), Los Andes
(77.3 percent), Chavin (83.5 percent), Cruz de
Chalpo6n (85.1 percent) and Libertadores (87.4
percent), aswell as CMACs Pisco (68.0 percent)
and Chincha (74.9 percent). At the same time,
large MFls (with assets over US$ 100 million)
have similar ratios of deposits to liabilities (with
a smilar range of variation), as shown by the
cases of Mibanco (61.8 percent), Bancosol (71.5
percent), CMAC Piura (73.3 percent), Banco
Solidario (76.9 percent), Banco del Trabgo
(79.5 percent) and CMAC Arequipa (90.5 per-
cent).

Further analysis of the Table 35 data shows a
weak positive correlation (r = 0.10) between
MFI assets and the share of depodts in liabili-
ties, instead of the strong positive correlation
suggested by the hypothesized relationship. In
addition, there is a weak negative corrdation (r
= -0.14) between MFI assets and the share of
borrowing in liabilities, instead of a strong nega-
tive correlation.

Legal, regulatory and institutional factors are
very important in determining the structure of
liabilities at many MFIs, as shown by the fol-
lowing examples:



Table35

Liability Structure of 46 Latin American MFls (December 31, 2003)

MFI Country Assets Deposits/ Liabilities | Borrowing/ Liabilities
(US$ millions) (per cent) (per cent)

Banco del Trabajo Peru 250.4 79.5 13.3
Banco Solidario Ecuador 181.6 76.9 18.9
CMAC Piura Peru 142.2 733 24.1
Mibanco Peru 139.0 61.8 16.0
CMAC Arequipa Peru 122.4 90.5 4.7
Bancosol Balivia 114.6 715 237
CaaLosAndes Balivia 98.6 54.1 36.7
CMAC Trujillo Peru 94.8 70.4 26.1
Financiera Calpia El Salvador 85.3 49.3 47.7
Prodem Bolivia 77.8 68.9 24.8
CMAC Cusco Peru 54.2 92.6 3.7
CMAC Sullana Peru 52.6 68.2 27.3
CMAC Huancayo Peru 46.7 88.8 55
FIE Balivia 46.0 50.1 42.6
CMAC Tacna Peru 37.2 73.1 24.2
Vision Paraguay 36.8 80.2 111
Financiera Familiar Paraguay 345 95.1 12
CMCPLima Peru 314 41.2 50.2
Confia Nicaragua 31.0 44.2 52.2
CRAC San Martin Peru 304 77.3 220
Financiera Ecuatorial Ecuador 26.1 12.8 83.8
CRAC Nor Perti Peru 23.7 78.3 195
Findesa Nicaragua 232 2.3 91.0
CMAC Ica Peru 225 84.3 9.6
Finamérica Colombia 224 70.8 20.2
Interfisa Paraguay 21.8 93.9 0.0
CRAC Cagjasur Peru 20.8 59.2 38.0
CRAC Sefior de Luren Peru 20.7 61.0 36.3
CMACMaynas Peru 20.6 77.8 16.9
CMAC Paita Peru 20.0 67.8 28.2
Compartir Colombia 19.7 35.6 60.3
CMAC Dd Santa Peru 18.9 721 21.7
Fincomdn Mexico 16.4 6.0 86.6
El Comercio Financiera Paraguay 12.0 914 0.0
Ecofuturo Bolivia 11.6 716 26.9
CRAC Quillabamba Peru 10.3 815 16.2
Finsol Honduras 9.7 421 374
CRAC Cruz de Chalpén Peru 7.8 85.1 12.0
CRAC Profinanzas Peru 75 62.2 36.5
CRAC Libertadores Peru 7.3 874 7.7
CMAC Chincha Peru 5.2 74.9 19.9
CRAC Cgamarca Peru 51 725 21.7
CMAC Pisco Peru 5.0 68.0 255
CRAC Prymera Peru 4.9 36.2 60.5
CRAC Chavin Peru 3.0 835 12.6
CRAC Los Andes Peru 19 77.3 17.6
Average 45.1 66.5 274

Source: The banking superintendencies.




In Mexico, SOFOLs (limited purpose fi-
nance companies), such as Compartamos,
are not permitted to mobilize deposits, but
can borrow and issue bonds. This explains
Compartamos’ interest in developing an ac-
tive bond issue program.

In Peru, the Generd Financial System Law
does not permit EDPY MEs to mobilize de-
posits or issue bonds, which means that
these MFIs must fund themselves largely
through borrowing. In the case of the
CMACs and CRACs, neither of these types
of MFIsis permitted to issue bonds. In order
to diversify their funding sources, al three
types of MFI are attempting to change the
law.

In Colombia, the CFCs (commercia financ-
ing companies), such as Finamé&ica and
Compartir, are not permitted to offer savings
accounts (only time deposits), which limits
their ability to mobilize deposits.

The age of the deposit mobilization program
may also play an important role in explain-
ing an MFI's liability structure. Of the 46
MFIs in Table 35, four were capturing ¢
posits in 2003 but not in 2000. The four
MFIs with new savings programs are Finde-
sa (Nicaragua), Fincomun (Mexico), Finan-
ciera Ecuatorial (Ecuador) and Financiera
Calpia (El Savador). At the end of 2003,
ther depositg/liabilities ratios were 2, 6, 13
and 49 percent, respectively, well below the
average for the 46 MFIs(66.5 percent).

OPTIMAL MIX OF
FUNDING SOURCES

For MFIs, as for other financial ingtitutions, the
principle of diversification—with due considera-
tion given to diversification’s impact on costs—
is the axis around which the ingtitution’s funding
strategy should be built. Adherence to this prin-
ciple rot only means that a variety of different
funding sources should be used, within the legal
and market constraints faced by each MFI, but
also that within each funding source a variety of
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different segments of depositors and other pro-
viders of funds should be accessed as well.

Although the evidence in Chapter 3 was incon-
clusive, there are likely to be economies of scae
in deposit mobilization, which would enable
MFIs to reduce unit operating costs as they serve
greater numbers of savers. Further cost econo-
mies would be possible if microsavings were to
be rationdized. At the same time, it is likely that
substantia further growth would permit MFIs to
reduce the interest rate premium they must pay
on deposits in order to attract savers from banks.
If MFIs can continue to reduce the operating and
financia costs of attracting deposits in some or
all of these ways, they should strongly consider
making a fundamental decision: to make depos-
its their mgor funding source, aiming to lower
the costs of dgposit mobilization over time and
reinforce their competitive advantage. As will be
seen below, in choosing a funding strategy, an
MFI must also consider its degree of maturity
and the financia and economic environment in
which it operates.

Making deposits the central funding source does
not mean that MFIs should overlook the impor-
tant complementary role of borrowing or access
to capita markets. The best mix of funding
sources depends on the MFI's maturity level
(how solidly sustainable the MFI is and how
well-developed its deposit-taking and loan @-
erations are) and the characteristics of the coun-
try where the MFI is located. These characteris-
tics consist primarily of the country’s macroeco-
nomic and politica stability, aswell as the level
of development of its financia and capital mar-
kets. Table 36 combines both criteria and pre-
sents five scenarios, each of which cadls for a
different funding strategy. These five strategies
are intended to provide genera guidelines for
MFIs on the best mix of funding sources. The
five scenarios are as fdlows.

In scenario 1, the MFI operates within a stable
macroeconomic and political  environment,
which it expects to last over the medium term.
The MFI has achieved at least some level of sus-
tainability but is not among the industry leaders.



Table 36. Funding Strategies

Charaderigicsof theMFI
Charadteridicsof the  [MaturingMFIs MatureMFls
Economic and Pdlitical
Environment
Sablein themedium Scenaio 1 Soenario 4 eventudly devdloping into
term Sceraio 5inthelongrun
Ungable Socenaio 2 Scenaio 3

Although the MFI iswell dong in developing its
lending operations, its efforts to mobilize depos-
its are much more incipient. The EDPYMEs of
Peru are good examples of MFIsin this scenario.

The best funding strategy for scenario 1istotry
to maximize the diversfication of funding
sources, supplementing the MFI's loans from
second-tier facilities with borrowing from a-
nors and domestic and foreign commercial lend-
ers, provided that the costs are reasonable. MFIs
that obtain authorization to mobilize deposits
should undertake this task progressively. Espe-
cidly at the beginning, they should give highest
priority to time deposits because of their lower
operating costs and the more limited demands
they make on the MFI’s information systems
and other infrastructure. Issuing bonds would
only be possible in the medium term, after the
MFI has matured and fully established its finan-
cia viability. The MFI should progressively n-
crease its leverage and expand its capital base
through a continuous policy of reinvesting most
or dl of its profits and adding new shareholders
through private placements, especidly if these
shareholders can provide technical assistance
and facilitate access to funding.

In scenario 2, the maturing MFI operates within
an unstable macroeconomic and/or political en
vironment. In this scenario, it is advisable for the
MFI to reduce the term of its lending, limit its
currency and term mismatches, reduce its lever-
age and seek externaly borrowed funds since
these are not so affected by domestic liquidity
constraints. MFIs that obtain authorization to
mobilize deposits should undertake this task

with even more caution than in scenario 1, at
least until the level of macroeconomic instability
is reduced. The remaining aspects of the MFI’s
funding strategy are similar to those discussed in
scenario 1.

In scenario 3, the MFI is clearly sustainable and
has efficient lending and deposit-taking opera-
tions. However, the macroeconomic and/or -
litical environment is expected to remain unsta-
ble over the medium term. The MFI’s funding
strategy should include the fdlowing points:

While deposits (including institutional de-
posits) should be used as the MFI’s basic
funding source, they should not represent
more than 65-75 percent of total liabilities.
The use of deposits should be limited fe-
cause the unstable environment may result
in: (i) important fluctuations over time in the
availability of deposits (increasing liquidity
and other risks for the MFI) and (ii) deposits
being a less reliable source of funding
growth, given the negative impact of macro-
economic instability on the growth of depos-
its.

Borrowing operations should be strength-
ened and diversified as much as possible in
order to improve term matching and prepare
for potentia liquidity problems created by
the withdrawal of deposits.

It would not be advisable to issue bonds in
the local market due to the high interest rates
and limited terms that accompany instabil-

ity.



The MFI’s leverage should ke reduced be-
cause of the much greater risks brought on
by the ingtability. The MFI should aso
strengthen its capital accounts through a
consistent policy of reinvesting profits and
by adding new shareholders through private
placements. Foreign shareholders may be
especidly advantageous since they can
make additiona capita contributions with-
out the constraints imposed by unstable local
conditions.

In scenario 4, the MFI is clearly sustainable and
operates in a stable macroeconomic and political
environment that is expected to last through the
medium term. The following points should
guide its funding strategy:

The MFI should adopt deposits as its basic
source of funding. Deposits may come to
represent as much as 90 percent or more of
the MFI’s liabilities if the financia and qo-
erating costs associated with deposit mobili-
zation can be reduced sufficiently. At the
same time, the MFI should seek to atomize
its deposit base, limiting the share of total
deposits provided by ingtitutiona clients—
such as mutua funds, pension funds and in-
surance companies—in order to control the
risks associated with large withdrawals.
Companies may not provide a significant
share of MFI deposits, given that these cli-
ents often require financial services (includ-
ing checking accounts and foreign trade
transactions) that MFIs typically do not pro-
vide.

The MFI should increase and diversify its
borrowing and consider issuing bonds—in
order to have sufficient liquidity reserves,
improve term matching and be able to
launch rew products that require financing
over the medium term. The MFI should
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choose between borrowing and bond issu-
ance considering the advantages of each
source in terms of cost, maturity and diversi-
fication. Some experts believe that bonds
should not represent more than 15 percent of
a deposit-mobilizing MFI’s total liabilities.
This limit would prevent the MFI from an
overdependence on small and shallow capi-
tal markets, which could expose it to exces-
sive refinancing risks.

The MFI should increase its leverage to take
advantage of the opportunities available in
this environment. To support its growth, the
MFI should aso increase its capita through
an active reinvestment policy, incorporation
of new shareholders through private place-
ments of new shares and, subsequently per-
haps, through public offerings of shares. The
possibility that more intense competition
will reduce financial margins and, therefore,
the MFI’s profitability has to be considered.
Thiswould make it necessary for the MFI to
rely more on new share issues, rather than
the reinvestment of profits, in order to -
crease capital.

Scenario 5 takes scenario 4 to a much higher
level of development. Here, the MFI becomes
very successful and diversified and has a signif i-
cant market share, al in the context of continued
macroeconomic and politica stability. An ex-
ample of this scenario is the Spanish savings
banks in recent decades. Highly atomized depos-
its of severa kinds (including checking ac-
counts) constitute the funding base of these
banks. In many cases, total deposits exceed
loans. The Spanish savings banks have aso de-
veloped broad relationships with the capita
markets, both placing and purchasing securities
of various types based on their investment and
funding needs.



5. Best Practices

The last section of Chapter 4 made recommen-
dations on the best mix of funding sources, con-
sidering both the characteristics of the MFI and
the environment in which it operates.

This chapter presents best practices in using
each of the funding sources. In particular, the
first four sections discuss best practices in mobi-
lizing deposits, borrowing, issuing bonds and
issuing stock, respectively. The fifth section
goes on to examine best funding practices in
times of crisis. Finally, the sixth section presents
implications of al these best practices for donors

Chapter 2 of this study examines the different
MFI funding sources in detail. Those discus-
sions are the primary (though not only) source
for the best practice recommendations made in
the next four sections.

DEPOSITS

MFIs can use avariety of productsto mobilize
deposits. As discussed in greater detail in Chap-
ters 2 and 3, the following can be established as
best practices in choosing among these products:

and governments.

Best Practices

Comments

Give priority to mobilizing time de-
paosits (TDs).

- TDs generally have lower total costs and greater short-term sta-
bility.

- TDs facilitate matching of assets and liabilities, and may attract
significant numbers of middle-class depositors.

- It isimportant to atomize time deposits by mobilizing a critical
mass of them, thus avoiding over-reliance on a small number of
ingitutional or other large depositors.

Do not give priority to checking ac-
counts.

- Checking accounts have high operating costs.

- They require a powerful, interconnected information system.

- Microenterprises do not demand the product (but small and me-
dium-size enterprises do demand it).

An MF that has just started to mobi-
lize deposits should give priority to
time deposits and later introduce sav-
ings accounts.

- Time deposits are amuch ssimpler product that generates fewer
transactions and has lower operating costs per peso mobilized.

- Time deposits have greater short-term stability; once this client
base has been developed, the MFI can progressively introduce
savings accounts, which will attract far more clients.

Study in greater depth the issue of mi-
crosavings, which is created by alarge
number of depositors with low bal-
ances (e.g., US$ 100 or less) who pro-
vide only a small fraction of the funds
mobilized but carry out many transac-
tions, thus generating high operating
Ccosts.

Consider adopting one of the following alternatives:

- Collect fees and/or increase the minimum account size in order
to fully cover the cost of services provided.

- Develop a progressive policy to reduce microsavings through
fees and/or higher minimum account sizes.

- Massify the number of microsavers in order to generate scale
economies.
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Savers have widdly differing characteristics, making client segmentation very important. MFI experience

leads to the following recommendations:

Best Practices

Comments

Analyze savings clients and determine
the most important segments, consid-
ering variables such as amount and
purpose of the deposit, age and gender
of the depositors, and other factors.

Segmentation alows the MFI to differentiate service levels and
marketing activities, adapting them to the requirements of each

group.

Analyze depositor databases.

Many MFls do not systematically examine their own databases,
thus losing opportunities to improve their savings products and
cross-sdll other products.

MFIs that mobilize deposits must adopt

a series of measures in the areas of organization and manage-

ment. Best practices in these areas include the following:

Best Practices

Comments

Develop detailed annual savings mobi-
lization plans, with specific goals by
branch and product; provide the budg-
etary resources required to reach these
gods.

- These savings mobilization plans should be drawn up with the
involvement of central management and the branches.

- The creation of savings mobilization plans should be part of
the MFI’ s strategic planning exercise, within which the MFI
should also establish a medium-term funding plan.

- BEvaluate the implementation of the
savings mobilization plan at least once
every month and take corrective ac-
tions as required.

- Establish systematic comparisons
among branches.

Encourage staff to identify with the MFI’ s goal's and contribute
to their achievement.

Periodically review interest rates, tak-
ing account of market trends and the
MFI’s needs. Give some flexibility to
branch managers to change rates
within pre-approved ranges.

To provide the MFI greater flexibility to respond to changing
market conditions, it may be useful for management or an ex-
ecutive committee of the board to have the authority to modify
interest rates, duly reporting al changes to the full board of
directors.

Differentiate interest rates by region
and client segment.

This allows the MFI to fine-tune its strategy for penetrating
different markets and segments, taking account of variationsin
competitive conditions.

Consider creating pay incentives for
branch managers and officers who deal
with depositors.

Pay incentives may reinforce the motivation of key personnel
to reach the MFI’ s goals.

Reinforce internal controls.

Interna controls help avoid fraud linked to deposits (such as
occurred, for example, at one MFIl where staff created phantom
loans using time deposits as collateral, and then appropriated
these deposits without authorization from the affected clients).




Chapter 1 provided ample evidence that MFIs can meet the competition from banks and increase their
share of the deposit market. Internal factors that explain their success include the following:

Best Practices Comments
Efficient and personalized serviceto | In many cases, banks provide their depositers, especially those
clients. with small and medium-size accounts, with service that is Sow

and impersonal.
High interest rates and attractive con- | - MFls often pay higher deposit rates than banks and do not

ditions, transparently offered. charge fees.
- Bank charges often lack transparency.
Suitable location of branches. It is very important for an MFI to set up a branch network that

meets the needs of its diverse group of savers
An effective information system linked | Effective information systems facilitate good client service and

to the branches. management controls, and help to reduce operating costs.
Effective advertisng campaigns, in- Advertising campaigns alow MFIsto strengthen their image
cluding the judicious use of raffles. and disseminate information about the advantages of their de-

posit products.




For MFIs, deposit mobilization generates liquidity, term mismatch, interest rate and exchange rate (also
caled foreign currency) risks. These market risks should be appropriately identified and managed.

Liquidity and Term Mismatch Risks

Best Practices

Comments

Set up an asset-liability committee,
made up of the principal managers of
the MFI.

- This committee should identify liquidity and term mismatch
risks and design measures to mitigate them.

- It should carry out asimilar process for interest rate and ex-
change rate risks.

Draw up an annual risk management
plan, including a primary cash flow
analysis that is updated at least
monthly.

Anannua risk management plan makes it easier to anticipate
the need for different kinds of funding (differentiated, for ex-
ample, by term and currency) and program their acquisition.

Establish and frequently update a gap
model of assets and liabilities by ma-

turity.

A gap mode alows MFIs to identify those time periods when
there may be asset/liability imbalances and design waysto deal
with them.

Compuite liquidity ratios daily; these
ratios may be stricter than those set by
the banking superintendency.

Such ratios serve as an early warning system that the MFI’s
liquidity is becoming impaired.

Design contingency plansto deal with
situations of deteriorating liquidity, as
indicated by the early warning system.

With such contingency plans, an MFI can implement a well-
considered set of measures to improve its liquidity Situation.

Maintain adequate liquidity reserves.

These reserves should take into account current economic con-
ditions and the seasona and regional needs of the areas served
by the MFI.

Perform stress tests.

- These tests often assume the simultaneous occurence of early
withdrawals of time deposits, heavier-than-normal withdrawals
from savings accounts and a deterioration in the rate of loan
recoveries.

- The results are compared with liquidity reserves and the con-
tingency plan.

- These tests dllow MFIsto identify their main points of vul-
nerability and develop preventive measures to deal with them.

Aim to structure the maturity distribu-
tion of time deposits to best suit the
MFI’s needs; create incentives for cli-
ents to lengthen time deposit matur i-
tiesif needed.

If the macroeconomic situation so allows, an effective way to
reduce term mismatch risk may be by promoting time deposits
for terms greater than one year.




Interest Rate Risk

Best Practices

Comments

Use the gap model to assess this risk
and update it often.

- The gap modd dlows an MFI to determine the magnitude of
the mismatch between its liabilities with variable interest rates
(such as savings accounts and short-term TDs) and its fixed-
rate assets (such as loans).

- When the degree of mismatch isrelatively low, the risk may
be absorbed by the MFI.

When the MFI depends on a signif i-
cant amount of varigble-rate liabilities
(such as savings accounts and short-
term TDs), it may be useful to try to
match them againgt variable-rate |oans
and/or short-term, fixed-rate loans.

- Vaiable-rate loans are often granted to small and mediunm
Size enterprises, typically with medium-term maturities.

- Short-term loans create a significant inflow of monthly pay-
ments to the MFI, which can be relent at new interest rates.

More sophisticated MFIs may use du-
ration analysis instead of the gap
modd.

Duration is the average (or effective) maturity of a stream of
cash flows. Duration analysisis an ideal tool for evaluating
interest rate risk because of the fact that the change in the pre-
sent value of a stream of cash flows produced by a change in
the interest rate is proportiona to the duration of the stream of
cash flows.

Exchange Rate Risk

Best Practices

Comments

To minimize exchange rate risk, MFIs
should lend in local currency to clients
producing nontraded outputs and lend
in foreign currency to clients produc-
ing traded outputs. The currency com-
position of the MFI’ s liabilities should
then be matched to that of the resulting
loan portfolio and other assets.

It is not sufficient to smply match the currency composition of
liabilities and assets; see Chapter 2.

Estimate a gap model of assets and
liabilities by currency at least once a
month, and set limits on the ratio of
the net foreign exchange position to
the MFI’s capitd.

MFIs should set limits on their net foreign exchange position
based on the foreign exchange market outlook. The more vola-
tile the exchange rate, the more conservative those limits
should be and the more frequently the gap model should be
updated.

If there is an excess supply of foreign
currency deposits, the MFI may stimu-
late local currency deposits through
higher rates and better conditions.

On the other hand, when economic stability permits, MFIs may
opt for a deliberate policy of transforming foreign currency
deposits into local currency loans.

Time deposits (and borrowed funds) in
foreign currency may be used as ca-
laterd to obtain bank loansin loca
currency.

Such back-to-back operations alow exchange rate risk to be
reduced.

Another way to reduce exchange rate
risk is through hedging operations.

Here, the MFI accesses the local swap markets.




Mobilizing deposits means that MFIs must undertake marketing activities in order to understand clients

characteristics and needs, assess their level of satisfaction with the services provided, build client loyalty,
use the communications media effectively and efficiently, and develop a brand name. The following isa
brief summary of best practicesin these areas.

Marketing

Best Practices

Comments

Set up amarketing department or unit.

The marketing unit’s main tasks include analyzing clients and
carrying out marketing campaigns, including the use of the
communications media.

Perform marketing studies, both prior
to the opening of abranch and at the
overall MFI level.

These studies allow the MFI to better position itself in the mar-
ketplace, fine-tune its market penetration strategy and set ap-
propriate growth targets.

Periodicaly carry out client satisfac-
tion and quality-of-service studies.

- Hire speciaized companies, which use questionnaires, focus
groups and phantom clients.

- Systematically analyze the comments in the MFI’ s suggestion
box.

Implement programs to promote loy-
alty among the MFI’ s best clients.

Such programs should provide specia services to these clients
and offer them the best product terms and conditions possible.

Have a clear and efficient strategy for
using the communications media.

The magnitude of the resources committed to the communica-
tions media makes it indispensable to periodicaly evaluate
these campaigns.

Use promoters to help mobilize depos-
its.

A well-trained sales force may be an effective and economical
means for promoting the MFI’ s time deposits.

Signboards and sponsorships are an
efficient and economical dternative.

These strengthen the institution’ s image and disseminate its
products among key client segments.

Carefully evauate the use of raffles as
ameans to stimulate deposit mobiliza-
tion.

This evaluation should consider the general environment in
which raffles take place, the positioning of the MFI in its mar-
ket and the need for funds, as well as the gods, costs and risks
of the raffle programs.

Stimulate the development of a brand
name.

Brand name development strengthens the MFI’ s image and
clients' identification with the institution.

Systematically evauate marketing
campaigns.

Evaluations should include a cost/benefit analysis of marketing
activities.
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BORROWING

Even though borrowing is no longer the primary
means by which Latin American MFIs fund
themselves, it often ill plays a significant role
in liquidity management and in helping to avoid
term and currency mismatches. In many cases,
borrowing is a means to obtain longer-term
funds than deposits can provide. Moreover, the
availability of government and donor credit lines
is not closely associated with local liquidity cy-
cles. Thus, borrowed funds provide increased
flexibility in the management of MFIs.

Best practices in the use of borrowed funds in-
clude the following:

Borrowing from an increasingly diversified
set of lenders, particularly to avoid exces
sive dependence on public second-tier ingti-
tutions. Such ingitutions may reduce an
MFI’s managerid flexibility and subject it to
political pressures that negatively impact its
sustainability. MFIs should, and often do,
agree to pay higher interest rates, at least in
the short run, in order to establish relation-
ships with new lenders.

Avoiding government funds with conditions
that place the sustainability of the MFI at
risk, such as interest rate ceilings and d-
rected credit schemes.

Borrowing from donors, second-tier institu-
tions and foreign commercial sources in a-
der to extend the term of the MFI’s liabili-
ties and bring greater stability to its funding.

Borrowing from domestic commercia
sources in order to meet short-term funding
needs and transform foreign currency depos-
its into loanable local currency funds
through back-to-back operations.

Using, as a liquidity reserve, balances not
yet drawn down from aready-approved bor-
rowing as well as any other funds the MFI
can obtain, especially from second-tier insti-
tutions, donors and other external sources

since these have have low corrdations with
domedtic liquidity cycles.

Much medium and long-term borrowing
can only be done at variable interest rates.
This variable-rate borrowing needs to be
matched in some fashion on the asset side of
the MFI’s balance sheet. To do this, the MFI
may, for example, choose to make variable
interest rate loans, especially to smal and
medium-size businesses. Or, the MFI may
stay with fixed-rate loans but shorten loan
maturities, especially for its microenterprise
clients. By shortening maturities, the MFI
generates a large flow of loan repayments
each month that can be relent at new interest
rates.

BONDS

Latin American MFIs have limited experience
with bonds as asource of funding, with only
Mibanco and Compartamos having regularly
issued them.

The MFI bond issues that have taken place so far
permit us to identify some best practices. A cen
tral theme of many of these best practicesis that
MFIs should develop a strategy that is progres-
sive in its approach to the bond markets and fos-
ters the MFI’s access to these markets in the
medium term. The best practices pertaining to
bond issues are as fdlows.

In situations of macroeconomic instability, it
is inadvisable to issue bonds because of the
lack of liquidity in the economy and the re-
sulting difficulty and cost of accessing the
capital markets.

An MFI typicaly would issue its first bonds
for terms of 18 months to three years, in or-
der to familiarize the market with the MFI’s
characteristics and risk profile. Once the MFI
has established itsdlf in the capital markets,
terms may be extended to 5-7 years.

If the aim is to attract institutional investors,
a credit enhancement may be useful. This
provides a partial guarantee of the principal



of the issue, which raises the bond' s rating
and facilitates its sale.

If the first issues are directed at private cli-
ents, the involvement of a well-connected
investment bank and a good risk rating may
obviate the need for an external guarantee.

The MFI should evaluate the merits of do-
taining a higher risk rating for the bond to be
issued, comparing the costs generated by a
guarantee or securitization with the benefits
of paying a lower interest rate.

To facilitate bond placements, MFIs should
engage an investment bank with a solid
reputation and extensive relationships.

The MFI should adequately diversify its
funding sources, so as not to depend exces-
sively on capital markets that are often shal-
low and may create significant refinancing
risks for the MFI, particularly at times when
there is little liquidity in domestic financial
markets. Domestic liquidity shortages may
stem from various causes such as tight
monetary policy, recesson or an external
crisis. In view of all these considerations,
some experts suggest that Latin American
MFIs that can mobilize deposits should limit
their bond funding to no more than 15 per-
cent of their total liabilities.

Bond issues should be preceded by two ac-
tions. First, MFls should develop a medium-
term strategic plan to define their total fund-
ing needs for the next several years and the
contribution of each funding source to meet-
ing those needs. If bonds are to be issued,
the plan should give the main characteristics
of the bonds and the optimum time to begin
their placement. Second, al bond offerings
should be carefully prepared, in order to
minimize their financial and operating costs.

STOCK
In the area of stock issuance, the MFIs have lim-

ited themselves to issuing new stock in order to
formalize the reinvestment of profits and, to a
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lesser extent, to carrying out private placements
in order to add new shareholders. It is important
to note that the decision to capitalize profits
(transfer profits to the capital account) is irre-
versible, whereas retained earnings not yet capi-
talized can be distributed at any time. Thus, the
decision to capitalize represents a major com-
mitment by the current shareholders to the future
of the MFI.

We derive the following best practices from the
preceding discussions of stock issue:

It is important to define the role d profit
reinvestment and new share issuance within
the framework of a medium-term strategic
plan. Reinvesting profits and issuing new
shares have the advantage of providing the
most stable type of funds to the MFI, which
are oriented towards covering risks and can
be leveraged with liabilities. The disadvan-
tages of issuing additional sharesinclude the
high cost of the capital thereby obtained and
the significant costs of generating the infor-
mation that must be provided to investors.

MFIs that are consdering adding new
shareholders should thoroughly evauate the
different types of potential investors and the
advantages and disadvantages of each. In
addition to the pros and cons noted in the
preceding paragraph, this evaluation should
consider such positive aspects as the capac-
ity of new shareholders to make additiona

capital contributions, their potential contri-
butions to the governance and management

of the MFI, the possibility that they may im-

prove the ingtitution’s credit rating and repu-
tation, and the potential for new sharehold-
ersto facilitate access to technical assistance
and credit lines. The MFI must also weigh
the possible drawbacks of incorporating new
shareholders, such as the possibility that
they may have different investment horizons
and pofit expectations, may not share the

same vision of the MFI’s mission, and may
create conflicts in governance due to these
and other factors.

In general, MFIs should: (i) increase their
leverage in good economic times and reduce



it in times of economic crisis and (ii) in-
crease their leverage as they mature.

BEST PRACTICES
INTIMESOF CRISIS

Microfinance has only become a significant
presence in Latin America since the 1990s. The
recessions and banking crises experienced by
many Latin American countries at the end of the
1990s, in addition to the recession and social and
political instability experienced by Bolivia in
2003-2004, presented MFIs with serious chal-
lenges. The lessons learned from these events in
the area of funding may prove useful to MFIs
during future crises. Best practices include:

Strengthen primary and secondary liquidity
reserves in order to prepare for possible re-
ductions in the amount of deposits held in
the MFI.

Reduce the MFI's leverage by increasing
capital or reducing debt.

Update and strengthen contingency plans
designed to mitigate liquidity risks.

Strengthen the functioning of the as
set/liability committee.

If inflation is accelerating and there are fre-
guent changes in borrowing and lending
rates, it is advisable for the board of direc-
tors to appoint an executive committee that
is authorized to adjust interest rates. The
committee then reports back to the full
board.

Reduce term and currency mismatches,
given the greater volatility of the economy
in times of crisis.

Increase the amount of borrowing from sec-
ond-tier ingtitutions, donors and external
sources since these funds are typically not
affected by domestic liquidity constraints.
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Revise growth plans for deposits to adapt
them to the new economic situation and
bring interest rates in line with the market.

Adopt a more restrictive loan policy, with
lower portfolio growth rates, shorter loan
terms and higher interest rates.

Strengthen internal  controls to  counter
higher credit risk and ensure prudent liquid-
ity management.

IMPLICATIONSOF BEST PRACTICES
FOR DONORSAND GOVERNMENTS

It isincreasingly recognized that the central role
of governments and donors in the development
of the microfinance industry should not be the
provision of funds to MFIs. Rather, governments
and donors should focus on fostering conditions
in which MFIs can obtain their own funding,
especially from deposits. In thisway, MFIs will
be able to access the funds needed for their
growth and the frontiers of the financial system
will be expanded in a sustainable way.

An important part of fostering conditions favor-
ableto MFIS obtaining their own funding is the
creation of an environment that is conducive to
the development of the entire financial system.
This includes the promotion of macroeconomic
stability, flexible and open financial and capital
markets, and a regulatory and supervisory
framework that establishes appropriate and simi-
lar conditions for al financial intermediaries. It
is inadvisable to single out MFls for favorable
treatment (for example, by lowering their re-
serve requirements or granting them exemptions
from certain taxes, such as the financial transac-
tion tax), since this would give the MFIs a ou-
rious advantage vis-a-vis the banks and other
intermediaries. Rather, experience has shown
that well-managed MFIs can compete on an
equal footing with banks in mobilizing deposits.

To help MFls attract deposits, governments and
donors can take the following initiatives:



Provide technical assistance in such areas as:
the design and implementation of new prod-
ucts, segmentation of clients, analysis and
use of the MFI's depositor databases,
strengthening marketing activities, and im-
proving information systems. The technical
assistance operation should be designed for
the medium-term since significant results in
this area are generaly achieved only after a
lengthy effort.

For MFIs that capture savings, encourage
borrowing only as a supplement to deposit
mobilization. This prevents an excessive de-
pendence on governments and donors as
well as the displacement d deposits as the
primary funding source and an important
service to be provided in and of itself. MFls
should establish overall borrowing ceilings
for themselves and set these at a relatively
low percentage of deposits (for example, 25
percent). MFIs that are not authorized to
capture savings are a different case. Gov-
ernments and donors can provide such MFIs
with funding while aso providing technical
assistance to prepare them for deposit mobi-
lization.

Help to establish deposit insurance funds
(DIFs), which may provide a more orderly
resolution of banking crises while at the
same time stimulating deposits, especially
from small savers. Such funds mitigate or
eliminate depositor risks associated with
asymmetric information and increase de-
positor confidence, which helps al partici-
pating financia ingtitutions, including MFls,
to mobilize deposits. DIFs should be guided
by the following principles:

The maximum loss covered for each
person by the DIF should not be unlim-
ited.

The DIF premiums paid by financial in-
stitutions should vary with the risk level
of each intermediary, thus providing an
incentive for less risky behavior.

Deposit insurance should not be offered
if prudential supervisioniswesk. Thisis
because DIFs cause depositors to reduce
their oversight of financial ingtitutions,
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and therefore, prudentia supervision
must be ready to replace it.

Provide incentives to add new shareholders
to MFIs in order to improve their govern
ance, particularly in MFIs with diffuse own-
ership structures, as occurs, for example,
when an NGO is the mgority shareholder of
the MFI.

Governments and donors can also play an im
portant role in helping MFIs to access domestic
and international bond markets. This alows
MFIs to diversify their funding sources and d>-
tain longer-term finance in order to make loans
to small and medium-scale enterprises as well as
to extend housing and fixed-asset loans. MFI
bond issues may be stimulated by:

Greater use by donors and governments of
credit enhancements for MFI bond issues.
Donors and governments have a compara-
tive advantage over the capital markets in
taking on this role because of their knowl-
edge of the microfinance market and the
MFIs. Credit enhancements should only be
given to MFls that meet strict digibility re-
quirements, and support should only be
temporary. Such programs enable MFIs to
establish their reputation in the market and
subsequently issue bonds backed only by
their own reputation and collaterd.

Technical support for securitized bond is-
sues by MFIs, since securitization generally
increases a bond's rating quite significantly
and thus helps in its placement.

When existing regulations do not permit
MFIs to issue bonds, governments and -
nors should work to change these regula-
tions.

In the longer run, MFIs must open up their capi-
tal structure to include new shareholders, both
international and domestic, in order to obtain the
additional capital needed to fuel growth. To fa-
cilitate this process and provide a more transpar-
ent mechanism for transferring shares, t is at
visable for MFIs to list themselves on the stock



exchange. Government and donor underwriting
programs can support this process.

It is aso important to briefly note what govern-
ments and donors should avoid doing, so as to
help encourage MFIs to use appropriate funding
strategies. First, subsidized credit from a donor
or second-tier institution may considerably
weaken the MFI’ s incentives to mobilize savings
and use more commercia funding sources. Do-
nors and governments should avoid providing
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subsidized credit, particularly large amounts of
it, for these reasons and also because it also dis-
torts resource allocation. Second, governments
and donors should avoid distorting financia
markets in other ways. For example, financia
transactions taxes, such as those recently intro-
duced by the governments of Bolivia and Peru,
reduce the use and benefits of the financial sys-
tem, damaging economic efficiency and growth
and limiting the expansion possibilities of finan-
cia ingitutions—and thus should be avoided.
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Annex A: Step-by-Step Description of Stock and Bond | ssuance®

INTRODUCTION

Issuing debt or equity in domestic capital markets is neither a quick nor simple process. This annex
reviews the procedures, documentation, marketing and pricing exercises that are necessary for such
transactions in Latin America in general. It does not provide detailed requirements and restrictions on a
country-by-country basis beyond some illustrative examples.

The structure of this annex is as follows. We begin by discussing the need for MFIs to create a medium-
term strategy for the funding of al of its balance sheet assets. The creation of this capitalization plan is
step one in the process of issuing debt or equity. We then examine the pros and cons of debt vs. equity
issue, which sets the stage for step two of the issuance process:. the choice between debt and equity. The
next two sections provide specific guidance on how to go about issuing equity and debt, respectively,
breaking the process down into three phases in each case: preparatory phase, structuring/negotiation phase
and closing the transaction. A final section looks forward to possible future developments that could
promote greater access by MFIsto stock and bond markets.

STEP 1. THE CAPITALIZATION PLAN

. . . L Prerequisites for a capitalization plan
As microfinance ingtitutions move toward formalization

and commerciaization, they are inevitably faced with the
decison of whether to raise debt or equity financing, or
some combination of the two. This decison plays a
significant role in the governance, management and risk
profile of the MFI. As aresult, the first step MFIs should
take when considering external sources of funding is to
develop a capitaization plan or drategy that is
appropriate to its individua circumstances. The
capitalization plan needs to consider the MFI’s culture, its _ _ _ -
approach to formalization, the requirements of its > ldentify factors influencing capitalization strategy
business plan, the MFI's risk tolerance, competitive Quantify 5-year funding needs

factors, as well as loca regulatory and environmental
factors. At its simplest, the capitalization plan answers a
basic question: how will the balance sheet assets be
funded? At a more complex level, it determines the
company’s leverage, impacts profitability, creates
governance issues, and can change the cultural values of
the ingtitution. If well done, the MFI is assured of
sufficient funding to meet its growth and profitability
objectives and to maintain its desired risk profile.
However, if poorly done, the MFI can run into difficulty Constantly evaluate market conditions and
accessing funding or it can find its growth constrained, its alternative available structures
profitability eroded, its risk profile deteriorating, and its
competitive position undermined. A surprising number of
MFIslack a medium-term capitalization plan. > Make recommendations to management and board

Dedicated management team

A strong and proven business planning process
A strategic plan in place

Adequately staffed treasury/finance function
Institutional preparation

YV V V V V V

A risk management unit

Creating a capitalization plan

Evaluate different types of debt/equity structures
Determine debt/equity structure
Determine balance sheet structure

YV V V V V

Create a plan to manage new financial risks
Implementing a capitalization plan
Dedicate adequate resources to implementation

Stay in touch with industry stakeholders

YV V V

\4

Determine financial risk and cost of funding

“8 This annex is based on a document prepared by Greta Greathouse, GMI, LLC.
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Creating a Capitalization Plan

There are severa prerequisites for the development of a capitalization plan. The first is that the MFI must
have a dedicated management team assigned to the project. Given that the development and
implementation of a plan will absorb considerable amounts of management time, the task should be
formally assigned to the MFI’s finance team, with periodic progress reporting to the CEO and board to
keep the process on track and provide a forum for discussing issues that arise. The responsibility should
not be taken on solely by the CEO or a managing director.*® The second prerequisite is that the MFI must
have a strong and proven business planning process, one that has produced a reality-based business plan
and strategy. The capitalization plan does not exist in isolation: it must relate to and support the funding
needs that are identified in the business plan. Third, the MFI needs to have an adequately staffed
treasury/finance function. Early on in the formalization process, the MFI should identify key personnel
and functions that need to be strengthened and upgraded. Adequate capacity in the treasury/finance team
is critical to development and implementation of a capitalization plan. Finally, the MFI must be well
prepared ingtitutionally to meet the demands for information, explanations, justification and clarification
that are an intrinsic part of stock and bond issuance. This includes adequate forethought and preparation
in such areas as risk management, credit risk and other policies and procedures.

In creating a capitalization plan, an MFI must systematically identify and understand the factors that can
have an impact on its capitalization strategy. These include environmental, institutional and business
factors, and are presented in Table Al. The MFI should quantify its current and future funding needs
based on 5year business plan projections and market conditions. Additionaly, it should determine an
appropriate (and evolving) debt/equity structure given the regulatory and market constraints, the MFI’s
own risk preferences and prudent shareholder protection. The treasury/finance team must also be prepared
to understand the relevant types and sources of debt and equity that can be used to fund the MFI. The
team must then select among the different options considering the chosen debt/equity structure, pricing
and other pros and cons.

Implementing a Capitalization Plan

The substantial commitment of time required to develop and implement a capitalization plan makes it
critically important that the team responsible for the process is adequately staffed and has had the
necessary training. The implementation of a capitalization plan requires coordinated work, detailed
follow-up, communication with senior executives and the board, and the participation of a number of
stakeholders. The team responsible for the capitalization plan should consult on a regular basis with its
donors, advisors, networks, other MFIs and individua board members. It should meet regularly with
bankers, investment bankers, insurance companies, stockbrokers, pension funds, investors, regulators and
rating agencies.

For both private and public issuances, the team will evaluate the market conditions, including the
available types of investors, their size requirements and other needs and expectations, maturity options
and risk spreads. This should include a thorough study of transactions that have occurred in the market
and the terms and conditions that have been granted to comparable quality institutions. The evaluation
should consider the anticipated market reception of proposed financings and should include plans to
mitigate identified issues or concerns. The team will examine aternative debt and equity structures for

491t is fairly common for CEOs or managing directors to try to take sole responsibility for the growing funding
needs of an MFI. Given the substantial amount of time required to properly develop and implement a capitalization
plan, the responsibility should be shared with ateam.
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TableAl

Factors Influencing the Capitalization Strategy of an MFI

Environmental Factors

Institutional Factors

Business Factors

Regulatory

- Capital adequacy ratio (Basel 11)
Central bank minimum capital
requirement for licensing and for
ongoing regulatory review
Existence of interest rate ceiling
Limitations on types of legal
structures permitted to MFIs
Limitations on types of
shareholders (e.g., limitation on
percent of foreign ownership)
I ssuance requirements

Structural Issues

- Role of NGO, past and future
Existing ownership structure: some
MFI legal forms are more
problematic for new investors, such
ascredit unions, MFIswith large
shares of government ownership,
and housing mutuals (mutual es)
Existence of appropriate risk
management structures
Existence of adequate systems and
managerial reporting
Adherence to best practices,
particularly in risk management and
transparency
Split of NGO investment into debt
and equity of the MFI
Transfer of assets (move clients or
portfolio to new entity)

Microfinance Sector
Level of market penetration
Competition from other MFIs
Competition from other nonbank
financia institutions
Commercial bank engagement in
the sector
Stability/volatility of clients
economic activities
Existence and level of covariant risk
among client activities (e.g., client
concentrations in monocrop
activities)

Financial Market Development
Breadth and depth of local
capital/financial markets
Investor liquidity preferences and
availability of longer-term funding
Liquidity level of commercial banks
Capital markets instruments
available
Yieldson local treasury hill
instruments
Market comfort with leverage
Rating agencies

Cultural Issues
Socia mission vs. profitability
Outreach ambitions
Management/board comfort level
with managing financial risk
Openness to change

Business Strategy

- Projected growth
Target market
Credit risk concentrations
Competition constraints to
profitability
New product introductions

M acr oeconomic Conditions
General level of economic stability
Event risk
Country risk (for international
investors)

Governance | ssues
Role of board of directors
Fiduciary responsibilities
Allocation of board seats:
shareholder representatives vs.
independent directors
Potential for mission drift/conflict
Voting rights
Conflict-of-interest policies
Appropriate structure for risk
management reporting
Senior management and board
performance evaluations
Dividend policy
Board terms
Committees

Financial Strategy
Existing cost of funds
Impact of choices on projected
funding costs
Sustainable interest rate
reguirements
Financial risk management capacity
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rdevance and availability. Finaly, it will determine the financial risks associated with alternative funding
structures and how best to manage these risks. This includes an analysis of appropriate asset/liability
mismatch ranges, liquidity risks, foreign exchange exposure acceptability, funding concentration issues,
counter-party risk, bank relationship policies and the impact of alternative funding choices on the cost of
funding.

The impact of the proposed capitalization plan on the risk profile of the MFI should be discussed at all
points of the process. The findized plan and its recommendations should be approved by both the board
and the risk management structure of the MFI. The risk management structures of MFIs vary
considerably. As the MFI’s financial sophistication increases the treasury and finance functions need to
be expanded and reinforced. Additionally, the board of directors may create a risk management
committee to which the finance, audit and other departments must report. There may be an Asset-Liability
Committee (ALCO) as part of the risk management structure to deal with specific financial and other
risks.>® This committee has the responsibility for defining the ingtitution’s risk management policies and
procedures as well as monitoring both the results of and compliance with these policies. In some markets,
such as Bolivia and Peru, the supervisory agencies have mandated that a risk management unit exist in
regulated MFIs.

Finally, a capitalization plan is not a static document. It changes to reflect any alterations in the business
plan, market conditions, or other factors which could substantially alter the risk profile of the M, its
market access, and the cost of funding.

STEP 2: CHOOSING DEBT VS. EQUITY
Prosand Cons of Debt vs. Equity

The balance between debt and equity financing can be critical to the development and growth of an MFI.
As an MFI prepares its capitalization plan, it should consider the pros and cons given in Table A2 to help
guide it in this choice.

Debt vs. Equity: An Investor’s Perspective

From an investor’s perspective, an MFI with a high growth potential over the next 3-5 years and with a
strong gross margin to maintain its cash flow represents a strong equity investment candidate. MFIs that
do not meet those aiteria may still be desirable equity investment candidates, but with an investment
structured to have lower risk.

Figure A1 provides a general overview of funding instruments that span the risk/return range from senior
and securitized debt (least risky for investors) to common stock (most risky for investors). Although
many of these debt and equity instruments are commonly used in the United States, their use in Latin
American capital markets is much more embryonic.

STEP 3A: ISSUING EQUITY

The steps required to find and to obtain equity investments from private sources can be organized into
three phases: the preliminary phase, the placement process and the closing phase. The degree of formality

50 Among the types of risks for which such committees would be responsible would be credit, liquidity, term
mismatch, interest rate, foreign exchange, capital adequacy, operational and governance.
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TableA2
Advantages and Disadvantages of Debt vs. Equity

Debt
Advantages Disadvantages
- Often, thereis greater local demand for debt than - Regulatory constraintsto leverage
equity - Increased financial risk attached to managing higher
Greater administrative efficiency for the MFI leverage. Debt agreements can limit the MFI’s
> Easier to negotiate alternatives when problems arise.

»  Shorter negotiation time
» Less intensive relationship with lenders than with

equity holders
Interest payments may be deductible as expense for tax
purposes
MFI does not lose control of the enterprise
Equity
Advantages Disadvantages
Longer-term commitment of funds (although some - Difficultiesin identifying equity partners who are
investors may require exit strategy) fully dedicated to the MFI’ s social mission
Shareholders can bring additional benefitstothe MFI: | - Disputes may arise with new investors in numerous
» Financial and business expertise of shareholders areas, such as exit strategy, personnel appointments,
can help develop MFI capacity board control and dividend policy
> Some shareholders may be able to respond to | - The negotiation process can be longer, require
emergencies with additional capital greater management involvement, and result in a
» Some international and other shareholders can longer documentation process

bring prestige, which can improve the reputation
and risk rating of the MFI, facilitate access to
credit lines and help with regulators
Conservative dividend policy can facilitate capital
accumulation

of the processes, the degree to which the phases overlap or are separated in time, the time required to
complete the phases and the overall project and the use of outside intermediaries (consultants, financial
advisors, investment bankers, and underwriters) will vary considerably among MFIs. Factors that affect
the length and complexity of the process include the degree of preparation by the MFI and its
capitalization team, the local regulatory and business environments, the capacity of stakeholders and the
board of directors to assist the process, the clarity and unanimity of existing stakeholders and the number
and type of shareholders sought.

Equity Issue Phase 1: Preliminary Phase

The activities of the preliminary phase consist of the preparatory work that is required of the MFI prior to
initiating the placement process. This work should be the responsibility of the capitalization team. Its
recommendations should be communicated regularly to senior management, the board of directors, and
the existing stakeholders such as networks, donors, lenders and others as appropriate. The preliminary
phase has three main components:

Development of the Capitalization Plan
Step 1 above outlines the process of developing a capitalization plan. This is an essential and often

overlooked step in both debt and equity issuance. As noted earlier, the development of the capitalization
plan should include for either private or public stock issuances an identification of available types of

81




Figure Al
Risk/Return Profile of Debt and Equity Instruments
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investors, their size and return requirements and expectations and any exit strategies or other needs they
may have.

More Detailed Analysis of Potential Types of Investors, Including Their Pros and Cons

Gaining greater access to financial and capital markets will require that MFIs have a good understanding
of investor needs, and how they vary by type of investor. The differences in concerns, expectations and
strategies among the various types of investors mean that there may be unique strengths and weaknesses
associated with each type of investor for any given MFI (Table A3). The types of equity investors can be
categorized in a number of ways and sometimes overlap: local vs. international, socia vs. commercial,
public vs. private and MFI-specidized vs. generdl. Different investors will have distinctly different views
on anumber of issues. These include dividend policies, social mission, voting rights and control.

Understanding any Central Bank, Securities or Other Regulatory Restrictions

Various regulatory restrictions may be applicable to an equity issuance. It is critica to ensure that the
MFI’slegal structure is compliant with these share issuance regulations. Countries often regulate the size
of total share capital. Requirements such as the rumber of years an MFI has been in business and the
number of years of audited financial statements may also be in place. Ownership participation may be
subject to restrictions on foreign ownership and ownership concentration, and restrictions on and approval
of ownership of more than a stated percentage of total shares. Countries generaly aso require approval of
individuals proposed for board membership.
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Box Al: Descriptions of Debt and Equity I nstruments

Senior debt is borrowed money that is repaid ahead of both subordinated debt and the company’ s shareholdersin the
event the company isliquidated.

Securitized debt is created by issuing bonds using future cash flows as collateral. For example, the future cash flows
may be the repayments of loans that microentrepreneurs make to an MFI. Securitized debt may be more or less risky
than senior debt. Securitized debtholders have first claim on the future cash flows that have been pledged as
collateral in the securitization (for example, the proceeds of the MFI’ s entire |oan portfolio or the housing loan
component of its portfolio). Senior debtholders have first claim on all assets that have not been specifically pledged
as collateral. Thus, securitized debt may be more or less risky than senior debt depending on which claim offers
investors better protection.

Subordinated debt is borrowed money that isrepaid after other debts but before the company’ s shareholdersin the
event the company isliquidated. Subordinated debt often has along maturity and thusmay be considered aform of
guasi-equity. Sometimes subordinated debt contains a convertibility feature such as the following:

Subordinated debt with revenue participation. This type of subordinated debt is frequently used in venture
capital finance or in the financial structuring of relatively young companies. By providing away for the debt
investor to have a defined participation in the revenue of the company, the investor can enjoy potentially
enhanced earnings on itsinvestments without the company having to give up any ownership interest.

Subordinated debt with warrants>* Thistype of subordinated debt isissued to investors with awarrant attached.
The warrant holder is entitled to purchase a specified number of shares at afixed price before a specified future
date.

Convertible securities are debt or equity investments that can be exchanged for something else of value. The most
common forms of convertible securities are convertible subordinated debt and convertible preferred stock, both of
which are convertible into common stock. Convertible securities are viewed as a good way for investors to hedge
their investments because they permit the investor to have a chance to participate in the company’ s equity
appreciation.

Convertible subordinated debt is aform of convertible debt in which the principal and/or interest due from the
debt instrument is convertible at the election of the holder into common stock of the borrowing company at an
agreed upon conversion rate. Because it is aform of debt, convertible subordinated debt has preference over
common and preferred stock in the event of acompany’sliquidation.

Convertible preferred stock can be converted into common stock according to a predetermined formula. Itis
often used by venture capital investors. Aslong asthe preferred stock is held (and not converted), owners
benefit from the preferences explained in the next paragraph.

Preferred stock isaform of equity ownership in a corporation that contains preferences over common stock. These
preferences normally include the rights to receive dividends before any payments to the holders of common stock.
Preferences could also include preferencesin voting rights, certain defined veto rights, and rights to redeem their
shares. In liquidation, preference shareholders are paid before common sharehol ders but after all creditors.

Common stock is the security most frequently issued by companies, representing an ownership interest in a
company. In most cases, common stock carries the right to vote for directors and on other matters affecting the
company. Holders of common stock participate last in any proceeds from the company’ s liquidation.

5! Warrants are aform of stock option. In addition to being issued in conjunction with certain debt or equity instruments, they are
also frequently included in the compensation paid to a broker or investment banker for successfully completing a capital-raising
transaction. They are commonly referred to as “equity kickers.”
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TableA3
Attributes of Social vs. Commercial Investors: Prosand Consfrom the MFI’s Per spective

l. Social and Quasi-Commercial I nvestors

a. Donors

Pros

Cons

Interest in demonstrating activity in sector
Can easily contribute significant percentage of
total equity of an MFI, asthe required funds
are small in comparison to other projects

Political issues and strategies may change

Exit strategy may be required

View of social mission may or may not coincide with other
directors and owners

Continued participation and board representation can be
subject to change

b. Governments

Pros

Cons

Gives palitical clout to the organization
Interest in demonstrating activity in sector

Political interference may put commercial goals at risk
May not add value to board in terms of commercial or
financial expertise

Political issues and strategies may change

May discourage other investors

Policy emphasis

c. International NGOs

Pros

Cons

Long-term commitment to investment
Contribution to institutional credibility and
image

Need to satisfy all stakeholders

d. Socially Responsible Investors (e.g., Triodos, Oiko, Calvert)

Pros

Cons

Are supportive of institutional mission

May have experience in other MFIs

Less emphasis on return on investment but
more on preservation of capital

Some have deteriorating returns, indicating aweak or failed
effort which could impact their future investment capacity
May or may not add value to the board within the local
context

1. Commercial Investors

a. Institutional Investors (e.g., pension funds, insurance companies, mutual funds)

Pros

Cons

Can bring significant amounts of capital
Sharper interest in detecting early warning
signs of potential problems

Return and other criteria can make it difficult to attract them
Lack of familiarity with MFIs
Documentation, terms and conditions can be difficult

b. Individual Investors (privately-placed equity)

Pros

Cons

May haveinstitutional familiarity, shared
values and banking or business expertise

Large private investors may have divergent views on
institutional development and direction

c. Specialized Investment Funds

Pros Cons
Accumulated expertise across a variety of High return expectations
institutions Need for exit strategy

Rapid response in decisionmaking

May require significant level of investment




Equity Issue Phase 2: Placement Phase

The placement phase typically consists of a number of distinct activities which are detailed below. These
are the same whether the process is that of a formal “private placement”®* using outside advisors or
whether it is a process driven by the MFI’s own local and international contacts. An MFI that is not using
an outside advisor but is nstead contacting various investors drawn from its knowledge of loca and
international funding sources would still follow the same general procedures and would benefit from
patterning its activities after the more formal model given here. This is because few if any investors are
willing to commit significant sums of money without receiving detailed information and making due
diligence visits.

Preparation of an Offering Memorandum

An offering memorandum is a detailed document that provides information about the MFI’ s performance
and history, placing it in the context of the local industry and highlighting its competitive differentiation
and business drategy. This document should speak to investor needs and sendtivities and provide
answers to the questions that would most likely be in the minds of the readers. MFls should develop a
professional format for presenting their financial performance, presenting it in the context of nationd,
Latin American and international MFI performance. The offering memorandum should also provide a
clear view of the future direction of the ingtitution, including details from its 5year business plan,
financia projections and the strategy that drives these plans and projections.

Preparation of the “ Road Show” or Investor Presentations

The MFI and its capitalization team should thoroughly prepare for individual and group meetings with
proposed investors. Such meetings are frequently held on aless formal basisin the MFI sector because of
the potentid investors familiarity with the institution. However, the MFI should not take investors for
granted and should prepare presentations that are in-depth, up-to-the-minute and professional. Senior
management and al staff who will be participating in the presentations should be well briefed about the
areas of most likely concern to the investors, and they should prepare for and practice responding to
potential questions.

Supporting materials to use for the road show should be developed well in advance and be available to al
MF executives in order to help them prepare for the meetings. Taking a broad view of what will be
needed is best, and the MFIs should be particularly prepared to address such issues as credit risk
management, financial risk management, internal control and auditing. The ingtitution should have policy
and procedures manuals on these topics. Such preparation is never wasted, as the next phase, that of due
diligence, will require the existence of such documents.

Investors Due Diligence
The MFI can expect to receive due diligence visits from all seriously interested investors. Prior to the

vigits, the MFI should prepare and send due diligence materials, which may include copies of financial
statements, the 5year business plan, assessments and ratings, materials provided to regulatory agencies

*2|n the United States, “ private placement” is a specific legal term referring to the offer and sale of a security by a
brokerage firm. Although nat involving a public offering, it often involves specific regulatory compliance
conditions and other regulatory restrictions attached to the transaction. Informally, the term isalso used to simply
describe the process of raising money from private sources, with or without the use of a brokerage firm.



and critical policy and procedures manuals. Individual investors may request additional information prior
to or during the on-site visit. Regulated MFIs should expect potential investors to delve into the issue of
the MFI’ s level of compliance with prudential norms.

The political and macroeconomic conditions of the country can influence the due diligence process.
International investors will have concerns about country, exchange rate and transfer risks. Local investors
may be highly knowledgeable about looming factors such as elections, event risks, and economic pitfalls,
which could serioudy impact the financia sector and therefore may generate requests for additional
sengitivity analyses. An MFI that has risk management systems and procedures in place will be able to
respond to many of these concerns. Investors will fedl more comfortable taking on a certain level of risk if
the MFI has a solid and transparent system for managing its risks.

On-site visits can be time consuming for management. They typically range from two to five days and
require the availability of a conference room for the use of the visitors, a heavy schedule of meetings with
each department, Site inspections and meetings with senior executives. If possible, and if there are
interested investors who agree, the MFI will benefit from having due diligence processes occurring
smultaneoudly for some if not al of the visiting investors.

The management of the due diligence process is difficult, but advance preparation will help the MFI
emerge from the process more efficiently. Typical due diligence does not end when the visitors |leave;
there may be ongoing requests for information and clarifications. The efficiency of the due diligence
process will be affected by such issues as the investors experience with MFIs and their own internal due
diligence requirements. Experienced investors have their own due diligence formats which are based on
their requirements for the initial approval of the investment. Although their processes may be more highly
detailed, their organized structure make it quite clear to the MFI what is required. Traditiona MFI
investors will be more familiar with the nature of the MFI’ s business and how to measure its performance,
which will facilitate the due diligence process. Loca and internationa investors may have widely
differing processes and requirements.

Sructuring the Transaction

Next, the MFI must structure its shareholding; that is, it must decide on the overal compostion of
shareholders (the percentage of shares going to the NGO, donors, private investors, and others) and the
terms and conditions of shareholding. This structuring should be based on conditions in the private equity
markets and in the financial and microfinance sectors, as well as a complete evaluation of the company’s
business and financial requirements. The MFI must match its needs against investor sensitivities and
requirements.

Some of the most difficult points for negotiation are typically:

Vauing the company and pricing its shares. In developed markets, privately placed shares are usualy
priced below market valuation because they are less liquid.

Asymmetrical terms for different stakeholders, in which insiders such as executives and employees
receive preferential pricing, can lead to conflict with new investors.

Conversion of existing loans from donors or social investors to equity. This may or may not be
feasible because of policies, restrictions, country exposure and other factors.

Requirement for exit strategies by some investors.



Allocation of shares and the issue of who will control the MFI, for example, the NGO, outsiders, or a
loose confederation of shareholders.

How to alocate board seats fairly while incorporating needed independent directors.

Return expectations: dividend policy and the issue of mission conflict.

Rights of minority shareholders, particularly when an NGO intends to retain majority control. These
rights might include, for example, the need for a supermgjority to agree to certain changes, so that
someone with 51 percent of the shares will not control every vote.

Some investors may require anti-dilution clauses in their agreements. These clauses ensure investors
of their relative price advantage or percentage of ownership.

The concerns of different types of investors frequently manifest themselves in the types of issues that are
critical to them during the negotiations. The concerns of international investors may be more specific and
at times more demanding than those of local investors. International investors often seek: guarantee of
certain minority shareholder rights, payments for board participation and travel, payments of legal fees,
restrictions on the right of the MFI to sell additional shares and the price required (book or better), foreign
exchange coverage on the value of their equity, appropriate local and internationa co-investors, a
documented exit strategy and a redesign of the executive structure to include additional positions such as
chief operating officer or chief financia officer. Locd investors may have different priorities. Loca

investors are often close to the initial founders of the MFI, who bring them in as investors and board
members hoping to develop a shareholder base that is supportive of the founders.

Negotiating the Terms

Management, the board members and the potentia investors negotiate the terms based on ingtitutiona
needs, market conditions and other factors. The greater the number of investors that are involved in the
transaction the longer and more difficult the process can be.

Investor Approval and Acceptance of Terms

Each investor will have its own internal procedures for investment approval, which may include
approvals by its investment committee and board.

Equity Issue Phase 3: Closing the Transaction

The closing phase consists of both internal and external activities. The external activities are partly
outside the control of the MFI and may cause the closing phase to take longer than anticipated.

Preparation of Timetable

At this point, the MFI should prepare a timetable for closing, which is communicated to all parties. The
timetable will include a detailed list of activities to be accomplished prior to closing. This is particularly
important for MFIs that are becoming regulated since such entities may have a phased-in need for capital
in order to meet capital adequacy requirements as assets are transferred from the old entity to the new and
as the new entity books new business. The MFl will aso need to meet minimum capital standards (e.g.,
USS$ 1 million). The timetable may need to allow for the issuance of capital in multiple tranches in order
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to efficiently meet the MFI’s capital adequacy requirements without carrying excessive levels of idle
capital.

Issuing Commitment Letters

All investors will be required to issue aforma commitment letter stating the terms and conditions of their
investment. The timetable should establish a deadline for the issuance of these commitments in order to
keep the transaction on schedule.

Board of Directors' s Acceptance of Commitments and Allocation of Shares

All offers should be reviewed by the MFI’s management and presented to the board with
recommendations. Allocation of shares, aside from regulatory constraints, should be guided by the MFI’s
capitalization plan.

Regulatory Clearance (as required)

There will typically be registration and regulatory approvals required of the proposed shareholders,
particularly if the MFI is regulated by the banking superintendency. In some countries, there may be
restrictions on the types of shareholders permitted, including a maximum percentage of foreign
shareholding. In many countries, shareholders with more than five percent of total shares must be
reviewed by the banking superintendency. Additionally, many countries require clearance of al proposed
directors.

Documentation

There is little standardization of investment documentation in the microfinance sector. Standards tend to
be driven by the larger international investors such as the IFC and IPC when they participate in a
transaction. Reducing the time and expense of documentation can be facilitated by trying to get the
investorsto agree to use asingle law firm and to conform their documentation processes.

Drawdown of Funds

The documentation should provide for the timing and means by which the MFI will receive the investors
funds. These means can include the use of an escrow account into which the investors place their funds,
with release pending the MFI meeting certain prescribed terms, such as the delivery of documents
showing al required filings and regulatory approvals. Alternatively, the investors may retain control of
the funds and release them in tranches upon receiving aformal request from the MFI.

Composition of Board of Directors and Board Committees

For MFls that are becoming regulated, the board of directors of the MFI will change as it achieves
regulated status. The old NGO board will have to be dtered to reflect the interests of al MFI
shareholders. These changes can be difficult since not al of the origina founders/directors may be
included in the new board. Similarly, the governance requirements for a capita-based, regulated
institution will be considerably more serious and may require substantial changes to the MFI's
management’ s style and culture. These issues should have been fully discussed with the old board well in
advance of the closing phase. Addressing these issues is, in fact, a suitable activity for inclusion in the
capitalization plan—at the earliest stage of the equity issue process.



STEP 3B: ISSUING DEBT

Many of the steps for debt issuance are similar to those for equity issuance, although there are some
important differences. The steps for issuing debt can also be organized into three phases: the preliminary
phase, the structuring/negotiating phase and the closing phase.

Bond Issue Phase 1. Preparatory Phase

The in-house activities of the preparation phase enable the MFI to identify its financing options and to
match them against its needs and strategy, identifying in the process the most likely sources of
appropriate finance and the time needed to complete the financing. Thorough preparation by the MFI will
gresatly facilitate and expedite the debt issuance, and so this first phase of the process is not something that
should be minimized.

Development of the Capitalization Plan

Step 1 above outlines the process of developing a capitalization plan. This is an essential and often
overlooked step in both debt and equity issuance. When defining the debt issuance part of the
capitalization plan, an MFI needs to pay particular attention to its cash flow projections, asset/liability
structure and risk management processes. Projection of the funds an MFI needs to support its growth and
maturing debt should be based on well-prepared cash flow estimates derived from the business plan and
budget. The capitalization plan should include a redlistic timeline for the activities necessary to have the
proceeds from the debt issuance available when needed. The MFI should have updated business plans,
budgets, operating history and other background information available for presentation to investors.

Analysis and Understanding of Existing Market Conditions

At least a part of the analysis and understanding needed here is undertaken in creating the capitalization
plan (step 1). The MFI must evaluate market conditions, including maturity options, risk spreads and the
available types of investors and their size requirements and return expectations. Because there is a limited
track record of MFI bond issuance, comparable local or foreign issuances in the region should be
analyzed and considered as possible benchmarks. These comparables could include issuances by banks,
nonbank financial institutions and new issuers in other industries.

Identification of Potential Types of Investors and Sructures
MFIs should consider the size, maturity, interest rate and structure of the proposed bond issue and match
these factors against the available types of investors and their preferences. If there is a role for credit
enhancements (including partial or total guarantees), securitizations or other structures, these should be
explored as well. In identifying potential structures, an MFI should:

Identify the appropriate type of debt obligation for its needs (see Figure A1, above).

Determine atarget interest rate, based on the analysis of other bond issues and its cost of funds from
other sources (deposits, loans and stock issue).

Define an appropriate structure, including the maturity ¢ the bond issue and the use of a credit
enhancement. Even if a credit enhancement is not required to issue the debt, its use may permit the
MFI to achieve alonger maturity, lower interest rate or larger size bond issue.
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Understand the expenses of issuance, including the cost of a credit enhancement.
Evaluation of Credit Enhancements

As seen in Chapter 2, both Compartamos and Mibanco have used credit enhancements to issue bonds
with more favorable conditions, such as longer maturities, larger amounts and lower interest rates. In both
cases, partia third-party guarantees gave these MFIs access to ingtitutional investors. Types of credit
enhancements include: whole or partial thirdparty guarantees, the use of third-party deposits or MFI
assets as collateral, the creation of senior/subordinated structures to achieve an improved overal ratings
structure, and securitized structures. The cost of the credit enhancement must be calculated to obtain the
“al-in” costs of the transaction for the MFI. Credit enhancements should be studied, not only asthey are
used by MFI borrowers but also by other types of domestic and international issuers.

Understanding the Regulatory Requirements for Bond | ssuance

Bond issues must be sized to ensure that the MFI remains in compliance with the bank superintendency’s
capital adequacy requirements (or maximum leverage limits). Modern regulatory practices increasingly
require that all financia institutions have asset/liability management policies and procedures in place and
evidence of compliance with those policies and procedures.

The securities regulator typicaly requires that the MFI be rated by a qualified rating agency prior to
issuing a bond. The definition of a qualified rating agency varies from country to country, with some
requiring the use of internationally recognized raters and their local affiliates, rather than a local rating

agency.

Bond Issue Phase 2: Structuring/Negotiation Phase

The components of this phase of bond issue have much in common with phase two of equity issue.
Reassess the Timeline

Based on the information gathered in phase one and a preliminary examination of the steps and options
that will be considered in phases two and three, the MFI should establish a redlistic timeline for the
activities involved in completing the bond issue. Mgor roadblocks should be identified and resources
made available to unblock them. Rating agencies, regulators, credit enhancements and investors can al be
sources of frustrating delays. Mibanco spent two years getting its first bond issue to market, but its
subsequent issues went much more quickly.

Prepare an Offering Memorandum

The preparation of this detailed document is very similar to what is required for an equity placement, and
it should address the same investor sensitivities. In the case of a bond issue, an intermediary is generaly
used, that is, an investment bank or loca commerciad bank, which brings the issue to market. The
presentation of the required information in a professiona format will be managed by them; however, the
need for the MFI to make the information available in usable form is not diminished. The MFI and its
capitalization team will be thoroughly involved in the process. The offering memorandum for a bond
issue is subject to content requirements that vary with local security regulations.



Prepare the“ Road Show” or Investor Presentations

Again, this process is very similar to that required for equity issuance. If an intermediary is being used for
the bond issue, it arranges the visits, produces the needed documents and slide shows and participatesin
the presentations. In al cases, senior management’s participation in the presentationsis a vital part of the
process, and their preparation and “ salesmanship” are key in giving credibility to the entire bond issue.

Investors' Due Diligence

As with an equity issuance, interested investors will undertake a due diligence process for debt issuances.
A magor difference between the two cases is that for debt issuances many institutional investors rely
partly or even entirely on the ratings report issued on the MFI. Therefore, if institutiona investors are
important potential buyers of the MFI’s bond issue, this step and the next should be reversed; that is, a
rating should be obtained before the due diligence process begins. Many of the new socia investors and
speciaized funds have developed detailed due diligence processes, often modeled after the IFC's very
thorough procedures. As in the case of equity issuance, advance preparation and high quality
documentation facilitate the process.

Obtain a Rating

Rating agencies are playing an increasing role in making financial markets accessible to MFIs. While
specialized microfinance ratings may be acceptable to MFI investment funds and socia investors,
securities regulators usualy require that bond issuers have ratings from internationally -recognized rating
agencies such as Standard and Poor’s, Fitch or Moody’s or their local affiliates. Apart from making bond
issues possible, ratings can benefit the MFI in severd other ways:

A rating allows the MFI to save time by knowing in advance what kinds of instruments, investors and
interest rates it can target.

A rating can underscore ingtitutional weaknesses in an MFI, giving the institution an goportunity to
address these weaknesses and improve its creditworthiness before issuing a bond.

Ratings fulfill a key requirement of institutional investors who, in general, can only invest in rated
debt instruments or debt from rated companies, and aso have minimum rating requirements for the
securities they buy.

Ratings serve to educate institutional and other investors who may be looking at an MFI for the first
time. Thus, they serve to broaden the investor base for the MFI’'s securities and may improve the
pricing, Size or maturity of the bond issue.

Ratings can be given on the general creditworthiness (debt repayment capacity) of the MFI, but they
can also be usefully issued on specific instruments, reflecting the risk of that instrument and its claims
on payments vis-a-vis the MFI’ s other obligations.

SHlect the Appropriate Instrument
Products available to MFIs may be limited by regulatory requirements and the level of market
development. They may include short-term notes, similar to U.S. commercial paper, as well as medium-

and longer-term debt, including securitized debt. As MFls establish a credit history and track record in the
securities markets, they can often extend the yield curve on their bonds by issuing longer-term
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instruments. This alows MFIs to price their instruments more efficiently while extending maturities and
reducing interest rates. A more developed yield curve permits an inditution to issue debt
opportunistically, in step with market conditions and according to its own asset/liability structure.

Design the Appropriate Credit Enhancement, If Any

As noted earlier, awell-designed credit enhancement can widen the investor base and thus allow an MFI
to issue bonds with more favorable conditions, such as longer maturities, larger amounts or lower interest
rates. The MFI must evaluate whether these more favorable conditions are worth the cost of the credit
enhancement.

Bond I ssue Phase 3: Closing the Transaction

Preparation of Timetable

The MFI and its intermediary (the investment or commercial bank that is bringing the issue to market)
should prepare atimetable for closing, which is communicated to all parties. The detailed list of activities
to be accomplished prior to closing is similar to that for an equity issue. Some flexibility is required since
market timing can be an important consideration. Short-term spikes in interest rates can drive up the cost
of the bond issue, and so it is hot uncommon to have an issue ready to go but to wait until a favorable
market window opens. On the other hand, issuers need to be aware that some investors in both debt and
equity instruments may have time pressures of their own to fill quotas for at least minimum amounts of
approved investments for the quarter or year.

Pricing the Issue

The bond is priced close to the date at which it is finaly issued. The offering memorandum may have
indicated an approximate price, but this is now adjusted to reflect current market conditions. In some
cases, the price of the bond will be determined through an auction mechanism. In Peru, for example,
Mibanco’s bonds were sold through a Dutch auction.>®

Issuing Commitment Letters

The intermediary solicits expressions of interest and receives preliminary indications of interest levels by
investors, a process known as “circling” amounts. Typically, each investor issues a formal commitment
letter, with the commitment usually being subject to any issues that are still open or for which processes
are till not completed. If a Dutch auction process is being used, the potentia investors indicate the
amount that they would be willing to purchase and at what rates.

Documentation

Documentation of bond issues is done prior to the sale of the securities. Covenants are typically included
and may be either administrative or financial in nature. Administrative covenants include the requirement
to maintain proper licensing, meet other regulatory and lega requirements and provide audited financial
statements within specified time periods. Financial covenants may include restrictions on additional debt
issue and compliance with certain financia ratios, such as leverage, current ratio, quick ratio and others.

53 A Dutch auction is a competitive bidding technique in which the lowest price necessary to sell the entire amount
of securities offered becomes the price at which all securities are sold.
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Although there is little standardized documentation in the microfinance sector, the increasing role of
specidized investors is beginning to result in conformed practices by groups of investors. Standards are
also being driven by the needs of other large investors, for example, ingtitutional investors often have
standardized forms of documentation.

Drawdown of Funds

Proceeds from the sale of bond issues are deposited with the designated fiduciary agents or transfer agents
and released to the MFI upon completion of the process.

LOOKING FORWARD

Improvements in certain areas of capital markets “infrastructure” would help to give MFIs a greater
ability to issue stock and bonds. These improvements would help to assure future liquidity of debt and
equity instruments and would promote the matching of buyers and sdllers of such instruments.

Rating Agencies

The rating and independent evaluation of MFIs by rating agencies must become more widespread. At the
same time, the rating agencies themselves need to work more toward regional and global standardization
as well as building greater credibility with investors and regulators. This will require that the specialized
MFI rating agencies further develop their evaluation expertise, for example, by integrating a more
thorough analysis of MFI financia and operationa risk management practices into their formal
evaluations and ratings. Over time, there may be significant changes in the MFI ratings industry,
including an increase in mergers and joint ventures between speciaized and traditional rating agencies.

Credit Bureaus

Credit bureaus can play an important role in assuring outside investors that the credit risk of an MFI's
loan portfolio is not too large and is under control. For most outside investors who are not familiar with
the microfinance industry, an inherent wariness about the repayment capacity and track record of
microborrowers continues to be a challenge to MFIs seeking greater access to commercia funding.
Viable credit bureaus can play an important role in the process of evaluating MFIs and the underlying
MFI clients. Credit bureaus should be put in place in those countries where they do not exist and should
be extended down to cover the smallest loans in those countries that track only loans above a certain size
threshold (such as US$ 10,000 or 20,000).

Execution of Transactions

Custodia management of equity and debt instruments must be improved, particularly in markets where
there is potential for secondary market trading. A safe custodian can ensure the protection of capital and
the liquidity of an instrument.

Settlement Procedures

Standardized settlement conditions are needed throughout Latin America to ensure the liquidity of debt

instruments, particularly in secondary market trading. Improved settlement procedures would facilitate
the circulation of documents and the adoption of standardized legal formats.
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Annex B: Liabilities Structure and Capital for 61 Latin American MFls, 2000-2003 (at end of year)

Bonds (US$ millions) Deposits (US$ millions) Checking Accounts (US$ millions) Negotiable Certificates of Deposit Savings Accounts (US$ millions) Other Time Deposits (US$ millions)
(US$ millions)
2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003
[BOLIVIA
1. Bancosol 0.0 0.0 0.0 0.0] 58.3 62.7 63.7 69.9 02 0.2 0.1 0.4 0.0 0.0 0.0 0.0] 11.7 114 14.9 20.6 46.4 511 48.7 49.2]
2. Prodem 0.0 0.0 0.0 0.0] 181 26.2 339 48.7 16 0.3 0.4 0.8 0.0 0.0 0.0 0.0 0.1 4.2 9.3 16.2| 16.4 21.7 24.2 31.7
3. CajaLos Andes 0.0 0.0 0.0 0.0] 14.4 21.7 34.6 47.0] 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0] 2.1 37 6.8 10.2 12.3 17.9 27.8 36.8
4. FIE 0.0 0.0 0.0 0.0] 12.3 11.3 17.2 19.9 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0] 0.0 0.2 18 5.4 12.2 11.1 15.4 14.5
5. Ecofuturo 0.0 0.0 0.0 0.0] 4.8 4.7 4.7 7.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0] 0.1 0.6 12 1.2 4.7 4.1 3.5 5.9
[TOTAL Bolivia 0.0 0.0 0.0 0.0] 107.9 126.7 154.1 192.6 1.8 0.5 0.5 [OR | 0.0 0.0 0.0 0.0] 14.0 20.1 34.0 53.6 920 106.0 119.6 138.1
ICOLOMBIA
6. Finamérica 0.8 0.9 0.0 0.3 7.0 10.2 116 12.8 0.0 0.0 0.0 0.0 7.0 10.2 116 12.8 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.0]
7. Compartir 0.0 0.0 0.0 0.0] 2.7 3.6 41 5.3 0.0 0.0 0.0 0.0 2.7 36 41 5.2] 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.0l
[TOTAL Colombia 0.8 0.9 0.0 0.3 9.7 13.7 15.7 18.1 0.0 0.0 0.0 0.0 9.7 13.7 15.6 18.1 0.0 0.0 0.0 0.0| 0.0 0.0 0.0 0.0|
[ECUIADOR
8. Banco Solidario 0.0 0.0 0.0 0.0] 446 76.5 105.6 126.6| 15 47 0.0 0.0 0.0 0.0 0.0 0.0] 4.1 113 275 27.4 39.0 60.5 78.1 99.2
19 Financiera Ecuatorial 0.0 0.0 0.0 0.0] 0.0 0.0 0.7 2.5] 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.0| 0.0 0.0 0.7 2.5]
[ITOTAL Ecuador 0.0 0.0 0.0 0.0] 44.6 76.5 106.3 129.1] 1.5 4.7 0.0 0.0 0.0 0.0 0.0 0.0] 4.1 11.3 275 27.4 39.0 60.5 78.7 101.7|
[EL SALVADOR
10. Financiera Calpia 0.0 0.0 0.0 0.0 0.0 14.9 22.8 35.3] 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 2.0 58 3.8 0.0 12.9 16.9 31.5
[TOTAL El Salvador 0.0 0.0 0.0 0.0] 0.0 14.9 22.8 35.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0| 0.0 2.0 58 3.8] 0.0 12.9 16.9 31.5
IHONDIUIRAS
11. Finsol 0.0 0.0 0.0 0.0] 2.1 2.8 15 2.0| 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.0] 2.1 2.8 15 2.0|
[TOTAL Honduras 0.0 0.0 0.0 0.0] 2.1 2.8 15 2.0| 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.0] 2.1 2.8 1.5 2.0|
MEXICO
12. Compartamos 0.0 0.0 16.8 18.1 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.0]
13. Fincomin 0.0 0.0 0.0 0.0] 0.0 0.0 0.6 0.8] 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0] 0.0 0.0 0.6 0.8] 0.0 0.0 0.0 0.0|
[TOTAL Mexico 0.0 0.0 16.8 18.1 0.0 0.0 0.6 0.8] 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0| 0.0 0.0 0.6 0.8] 0.0 0.0 0.0 0.0|
INICARAGLIA
14. Findesa 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.4 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.3] 0.0 0.0 0.0 0.1
15. Confia 0.0 0.0 0.0 0.0] 14.1 15.2 11.3 12.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0] 3.1 3.7 4.0 4.0] 11.0 11.6 7.3 8.1]
[TOTAL Nicaragua 0.0 0.0 0.0 0.0] 14.1 15.2 11.3 12.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0] 3.1 3.7 4.0 4.3] 11.0 11.6 7.3 8.2]
IPARAGUAY
16. Vision 0.0 0.0 0.0 0.0] 174 17.3 147 26.7 0.0 0.0 0.0 0.0 141 142 10.8 20.7 2.0 23 31 4.9 13 0.8 0.8 11
17. Financiera EI Comercio 0.0 0.0 0.0 0.0] 10.8 8.8 6.2 89 0.0 0.0 0.0 0.0 92 7.7 49 6.0] 0.7 0.9 13 1.5 0.9 0.2 0.0 1.3
18. Financiera Familiar 0.0 0.0 0.0 0.0] 18.0 16.3 11.0 26.8 0.0 0.0 0.0 0.0 15.0 14.7 10.2 23.8 1.0 1.0 0.6 1.7 2.0 0.6 0.2 1.2
19. Interfisa 0.0 0.0 0.0 0.0] 15.9 15.3 12.5 18.2 0.0 0.0 0.0 0.0 13.9 13.1 10.2 15.1 1.2 1.3 1.7 2.2] 0.8 1.0 0.6 0.8]
[TOTAL Paraguay 0.0 0.0 0.0 0.0] 62.1 57.7 44.3 80.5] 0.0 0.0 0.0 0.0 52.2 49.6 36.1 65.7 4.9 5.4 6.7 10.4 5.1 2.6 1.6 4.4




Bonds (US$ millions) Deposits (US$ millions) Checking Accounts (US$ millions) Negotiable Certificates of Deposit Savings Accounts (US$ millions) Other Time Deposits (US$ millions)
(USS millions)
2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003
RERU-
20. B. del Trabgjo 0.0 00 00 0.0 77.2 102.4 1384 175.7| 0.7 0.4 0.5 0.6 00 0.0 0.0 0.0 10.4 147 200 21.2 66.1 87.3 1180 153.8]
21. Mibanco 0.0 00 57 144 9.4 25.8 432 66.1 0.0 0.0 0.4 0.2 00 0.0 0.0 0.0) 1.4 42 104 14.7 8.0 21.6 R4 51.2
22. CMAC Arequipa 0.0 00 00 0.0 37.8 54.5 675 92.9] 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 14.8 204 26.3 329 23.0 34.1 413 60.0
23. CMAC Chincha 0.0 00 0.0 0.0 0.1 0.6 1.9 35 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.1 01 0.2 0.5 0.0 0.5 1.6 3.0
24. CMAC Cusco 0.0 00 0.0 0.0 15.3 22.6 323 42.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 8.4 115 16.9 204 6.8 11.2 154 21.6
25. CMAC Del Santa 0.0 00 0.0 0.0 23 51 8.6 12.1 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 12 13 27 34 11 3.8 5.9 8.7]
26. CMAC Huancayo 0.0 00 0.0 0.0 8.6 16.2 269 34.8 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 31 47 9.2 132 54 11.4 177 215
27.CMAC Ica 0.0 00 0.0 0.0 6.5 8.9 120 153 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 2.7 32 48 5.9 3.9 5.7 7.2 94
28. CMAC Maynas 0.0 00 0.0 0.0 29 52 101 13.7 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 11 21 35 3.7] 1.7 31 6.6 9.9
29. CMAC Paita 0.0 00 0.0 0.0 2.4 4.6 6.4 118 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 11 16 18 3.6 13 31 4.6 8.3
30. CMAC Pisco 0.0 00 0.0 0.0 11 15 23 2.8 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.5 04 0.7 0.9 0.6 11 1.6 21
31. CMAC Piura 0.0 00 0.0 0.0 40.7 56.0 610 90.3 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 7.6 131 146 18 33.0 429 464 722
32. CMAC Sullana 0.0 00 00 0.0 9.4 141 187 30.4] 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 2.6 40 59 100 6.8 10.1 128 20.4
33. CMAC Tacna 0.0 00 00 0.0 10.9 9.7 16.1 23.2 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 7.8 45 6.2 8.7 31 52 100 14.6
34. CMAC Trujillo 0.0 00 0.0 0.0 16.0 27.1 388 57.1 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 6.8 87 137 184 9.2 18.4 251 38.7
35. CMCP Lima 0.0 00 0.0 0.0 35 29 51 9.1 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 19 20 27 4.5 1.6 0.9 24 4.6
36. CRAC Cajamarca 0.0 00 0.0 0.0 17 22 29 31 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 1.4 19 22 2.2 0.4 0.4 0.7 0.9
37. CRAC Cagjasur 0.0 00 0.0 0.0 3.2 5.2 7.8 10.7 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 20 33 45 6.3 12 1.9 33 4.4
38. CRAC Chavin 0.0 00 0.0 0.0 0.6 0.7 1.2 18 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.4 04 0.7 0.9 0.1 0.3 0.5 1.0]
39. CRAC Cruz de Chalpén 0.0 00 0.0 0.0 25 4.1 53 59 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 13 18 20 1.7] 11 2.3 33 43
40. CRAC Libertadores 0.0 00 00 0.0 3.2 3.0 4.1 6.0) 0.0 0.0 0.0 0.0 00 00 0.0 0.0 2.7 24 30 3.9 0.5 0.6 11 2.2
41. CRAC Los Andes 0.0 00 0.0 0.0 0.2 0.3 0.7 0.9 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.1 02 03 0.4] 0.1 0.1 0.4 0.5
42. CRAC Nor Per(i 0.0 00 0.0 0.0 7.0 9.1 131 16.2 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 35 42 6.0 7.0 35 4.9 7.1 9.2
43. CRAC Profinanzas 0.0 00 00 0.0 2.3 1.9 3.2 43 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 1.4 11 24 2.9 0.8 0.8 0.8 15
44. CRAC Prymera 0.0 00 0.0 0.0 0.2 0.3 0.8 1.2] 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.1 02 01 0.2 0.1 0.1 0.7 1.0
45. CRAC Quillabamba 0.0 00 00 0.0 33 4.3 53 7.6] 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 11 15 20 2.6 22 2.8 3.2 5.1
46. CRAC San Martin 0.0 00 0.0 0.0 6.9 9.3 16.3 214 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 2.7 32 6.5 7.1 4.2 6.1 9.8 143
47. CRAC Sefior de Luren 0.0 00 0.0 0.0 4.2 6.4 9.0 112 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0y 3.2 43 4.6 5.2 1.0 21 4.4 6.0
48. EDPYME Alternativa 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0}
49. EDPYME Camco Piura 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0
50. EDPYME Confianza 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0f 0.0 0.0 0.0 0.0
51. EDPYME Crear Arequipa 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0] 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0}
52. EDPYME Crear Cusco 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0
53. EDPYME Crear Tacna 0.0 00 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0] 0.0 0.0 0.0 0.0
54. EDPYME Crear Trujillo 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0) 0.0 00 0.0 0.0f 0.0 0.0 0.0 0.0
55. EDPYME Credivision 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0
56. EDPYME Edyficar 1/ 0.0 00 0.0 0.0 0.0 15 1.0 0.6 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 15 10 0.6 0.0 0.0 0.0 0.0
57. EDPYME Nueva Vision 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0f 0.0 0.0 0.0 0.0
58. EDPYME Proempresa 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0
59. EDPYME Pro Negocios 0.0 00 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0
60. EDPYME Raiz 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0f 0.0 0.0 0.0 0.0
61. EDPYME Solidaridad 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0l 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0|
TOTAL Peru (without
Ednumes) 00 00 57 14 2795 4041 5591 7712 07 04 08 0 00 00 00 0 916 1206 1741 220 1871 2830 3841 5502
TOTAL Peru 0.0 00 5.7 14.4 279.5 405.6 560.1 771.8] 0.7 0.4 0.8 0.9 00 0.0 0.0 0.0} 91.6 122.1 175.2 220.7} 187.1 283.0 384.1 550.2]
TOTAL (without Edpymesand
|Compartamas) 08 09 57 14 5200 7116 0156 12420 40 56 14 17 619 634 517 8370 1178 1632 2528 320 3363 4794 6097 8362
TOTAL 0.8 09 225 329 520.0 713.1 916.7 1242.7 4.0 5.6 14 1.7] 61.9 634 51.7 83.7] 117.8 164.7 253.8 321.0 336.3 479.5 609.7 836.2

1/ Edpyme Edyficar has deposits. They are legal and represent deposits of their employees.
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Borrowing (US$ millions) Liabilities (US$ millions) Equity (US$ millions) Paid-in Capital (US$ millions) Reserves (US$ millions) Profitsfor the Period (US$ millions)

2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003
BOI IVIA
1. Bancosol 19.9 19.2 239 232 79.8 834 89.8 97.7 151 145 14.8 16.8 11.0 12.7 116 11.1] 0.8 0.8 29 3.4 0.6 0.1 0.3 22
2. Prodem 79 95 12.2 175 26.7 36.2 48.1 70.7| 48 47 6.4 7.1 44 40 54 6.0 0.0 0.0 05 0.3 0.1 0.0 05 0.8
3. CajaLosAndes 275 24.8 265 319 441 49.8 66.4 86.9 5.7 6.3 7.0 11.7 23 21 29 47 0.7 0.7 0.9 1.2 0.7 0.8 12 18
4. FIE 9.8 12.6 13.6 16.9 22.9 24.8 324 39.7 45 4.4 52 6.3 32 29 29 3.6 0.1 0.1 11 14 04 04 11 13
5._Ecofuturo 49 40 0.8 27 101 110 58 99| 27 23 18 17 3.0 29 21 17 0.0 0.0 0.2 0.1 -0.6 -09 -0.6 -0.1
TOTAL Bolivia 69.9 70.2 77.0 92.2) 1835 2052 2424  305.0 32.8 32.2 35.2 43.6) 24.0 24.7 24.9 27.1) 16 16 5.6 6.5 11 0.4 2.4 6.1
COLOMBIA
6. Finamérica 72 6.9 4.4 37 15.9 19.8 17.3 18.1 36 33 36 4.3 20 20 21 23 0.8 0.6 0.6 1.0 -0.2 -0.3 0.2 0.2
7. Compartir 2.8 3.6 4.0 8.9 5.7 7.5 84 14.8 4.9 5.2 4.5 4.9 24 2.3 2.0 2.0 0.3 0.2 0.4 0.8 -0.1 04 0.4 0.3
TOTAL Colombia 10.0 10.5 8.4 12.6 21.6 27.2 25.7 32.9 8.4 8.4 8.1 9.2 4.4 4.3 4.0 4.4 11 0.9 0.9 1.7 -0.3 0.1 0.6 0.4]
ECUADOR
8. Banco Solidario 10.8 204 317 31.0 61.0 1014 145.2 164.6] 95 110 13.0 17.0 32 4.0 57 115 57 54 4.0 17 0.6 1.0 27 3.0
9. Financiera Ecuatorial 0.0 0.0 4.5 16.4] 0.0 0.0 54 19.6 0.0 0.0 2.9 6.5 0.0 0.0 2.6 5.8 0.0 0.0 0.0 0.1 0.0 0.0 0.1 0.6
TOTAL Ecuador 10.8 20.4 36.2 47.5 61.0 101.4 150.6 184.2] 9.5 11.0 15.8 23.5 3.2 4.0 8.3 17.3 5.7 5.4 4.0 1.8 0.6 1.0 2.9 3.6
EL SAI VADOR
10. Financiera Calpid 0.0 13.6 19.2 34.2) 0.0 20.7 48.9 71.6) 0.0 7.9 85 13.7 0.0 5.7 7.6 7.6 0.0 1.8 0.1 0.6 0.0 0.3 0.7 0.5
TOTAL El Salvador 0.0 13.6 19.2 34.2 0.0 20.7 489 716 0.0 7.9 8.5 13.7 0.0 5.7 7.6 7.6 0.0 18 0.1 0.6 0.0 0.3 0.7 0.5
HONDIIRAS
11. Finsol 0.8 17 18 18 5.0 5.0 4.2 4.8 19 35 3.7 4.9 0.0 31 2.9 4.1 0.0 0.0 0.0 0.0] 0.0 0.2 0.3 0.5
TOTAL Honduras 0.8 17 1.8 1.8 5.0 5.0 4.2 4.8 19 35 3.7 4.9 0.0 3.1 2.9 41 0.0 0.0 0.0 0.0 0.0 0.2 0.3 0.5
MEXICO
12. Compartamos 0.0 18.1 227 35.0 0.0 231 413 61.4] 0.0 11.2 209 32.0 0.0 7.0 7.3 6.2 0.0 0.0 0.2 0.6 0.0 21 9.0 14.3
13. Fincomdn 0.0 0.0 10.6 116 0.0 0.0 13.6 13.4] 0.0 0.0 15 3.0 0.0 0.0 24 3.8 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.3
TOTAL Mexico 0.0 18.1 33.3 46.6) 0.0 23.1 54.9 74.8 0.0 11.2 22.3 35.0) 0.0 7.0 9.7 10.0] 0.0 0.0 0.2 0.6 0.0 2.1 9.1 14.6
NICARAGUA
14. Findesa 0.0 0.0 9.8 17.4] 0.0 0.0 10.7 19.1 0.0 0.0 26 41 0.0 0.0 22 2.8 0.0 0.0 0.0 0.1 0.0 0.0 04 11
15. Confia 17 2.6 7.1 14.2 17.5 18.9 19.4 27.2) 2.2 2.2 2.3 3.8 2.9 5.4 5.7 2.2 0.1 0.1 0.1 0.0 -1.7 0.2 0.5 1.6
TOTAL Nicaragua 17 2.6 16.9 316 17.5 18.9 30.1 46.3 2.2 2.2 4.9 7.8 2.9 54 79 491 0.1 0.1 0.1 0.1 -1.7 0.2 0.9 2.7
PARAGUAY.
16. Vision 17 11 0.3 37 245 237 19.7 33.2 41 36 27 3.6 28 21 17 22 0.6 0.7 0.7 1.0 0.6 0.8 04 05
17. Financiera El Comercio 0.1 0.2 0.0 0.0 11.7 1.1 7.4 9.7 33 25 15 22 26 19 13 1.6 03 0.3 0.3 0.2 04 05 -0.1 0.5
18. Financiera Familiar 03 05 0.0 0.3 21.0 187 12.2 28.1] 6.6 6.0 43 6.3 26 19 13 21 20 19 17 32 17 17 0.8 1.0
19. Interfisa 0.0 0.0 0.0 0.0 18.2 16.8 13.7 19.4] 35 3.1 20 24 24 19 13 14 0.8 0.7 0.6 0.8 04 0.5 0.1 -0.1
TOTAL Paraguay 2.1 1.8 0.3 4.0 75.3 70.4 53.1 90.4] 17.5 15.2 10.5 14.6 10.3 7.7 5.5 7.4 3.8 3.6 3.3 5.1 3.1 3.6 1.1 1.8




Borrowing (US$ millions) Liabilities (US$ millions) Equity (US$ millions) Paid-in Capital (US$ millions) Reserves (US$ millions) Profitsfor the Period (US$ millions)

2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003
PERLL
20. B. del Trabajo 230 28.6 42.2 29.3 1158 139.7 192.1 220.8] 186 17.6 239 29.6 133 14.0 14.3 16.8 17 20 22 3.1 35 14 7.4 9.7
21. Mibanco 182 21.8 27.3 171 306 55.5 845 107.1 151 183 23.8 319 138 14.6 16.9 23.0] 00 0.5 15 1.7 12 3.2 54 73
22. CMAC Arequipa 60 5.0 9.3 4.8 478 63.5 815 102.7| 59 9.1 14.7 19.8 35 4.6 7.1 7.4 08 1.0 13 4.9 16 35 6.2 7.4
23. CMAC Chincha 00 0.7 1.0 0.9 02 1.4 3.0 4.7 04 0.3 0.4 0.5 04 0.4 0.4 0.5 00 0.0 0.0 0.0 00 0.0 0.1 0.1
24. CMAC Cusco 08 0.2 0.4 17 170 23.7 33.7 454 31 4.0 5.4 8.8] 17 2.0 25 3.8] 06 0.7 0.9 1.4 08 13 2.0 3.6
25. CMAC Dd Santa 15 2.0 2.6 3.6 43 75 11.8 16.7] 10 1.2 16 2.2 06 0.8 0.9 1.1] 02 0.2 0.3 0.5 02 0.2 0.4 0.6
26. CMAC Huancayo 46 4.3 33 2.2 139 216 32.0 39.1 26 3.8 51 7.5 13 1.7 24 3.2 01 0.2 0.2 0.6 07 12 15 2.2
27.CMAC Ica 32 3.7 22 17 106 130 14.6 18.1 28 32 32 4.4 15 1.9 2.0 2.1 04 0.4 0.6 0.9 04 0.4 0.4 13
28. CMAC Maynas 19 22 3.8 3.0 55 7.8 14.3 176 16 20 26 3.0 11 14 17 2.1 01 0.2 0.2 0.3 03 0.5 0.6 0.6
29. CMAC Paita 15 23 33 4.9 45 7.3 10.1 17.4] 11 15 2.0 2.6 06 0.8 11 1.5 01 0.3 0.4 0.5 03 0.4 0.5 0.5
30. CMAC Pisco 04 0.3 0.5 11 17 1.9 3.0 4.2 05 0.6 0.6 0.8 04 0.5 0.5 0.6 00 0.0 0.0 0.0 01 0.1 0.0 0.1
31. CMAC Piura 28 278 31.2 29.7| 674 86.0 96.6 123.3] 75 95 13.3 189 46 6.2 7.8 11.4] 06 0.9 11 1.6 22 25 45 6.0
32. CMAC Sullana 69 75 11.3 12.2] 184 22.8 314 446 34 45 6.0 8.0 16 2.0 31 42 08 0.9 11 1.5 06 1.3 1.8 2.3
33. CMAC Tacna 14 3.2 7.0 7.7 133 13.3 236 31.8 24 33 4.1 5.4 12 1.7 2.3 2.9 04 0.6 0.8 1.0 07 0.9 1.0 1.4
34. CMAC Trujillo 37 35 12.7 21.2 211 319 534 81.2 53 6.9 8.7 136 34 4.4 52 7.2 09 0.9 11 1.3 11 16 24 5.1
35. CMCP Lima 06 0.7 3.9 11.0 63 51 10.9 220 31 51 7.1 9.4 17 22 4.0 5.9 04 0.8 1.0 1.3 10 21 22 2.3
36. CRAC Cagjamarca 08 0.4 0.4 0.9 28 2.8 34 4.2 06 0.7 0.7 0.8 06 0.6 0.6 0.7 00 0.0 0.0 0.0 00 0.1 0.1 0.1
37.CRAC Cqjasur 52 5.9 5.0 6.9 108 11.4 13.2 181 20 21 2.6 2.7 16 18 2.1 2.3 01 0.1 0.1 0.2 03 0.1 04 0.2
38. CRAC Chavin 14 0.9 0.5 0.3 21 1.8 17 21 07 0.8 0.8 0.9 07 0.7 0.7 0.8 00 0.0 0.0 0.0 00 0.1 0.1 0.1
39. CRAC Cruz de Chalpon 18 1.6 1.4 0.8 49 6.0 6.9 7.0 06 0.7 0.8 0.8 08 0.8 0.8 0.8 00 0.0 0.0 0.0 01 0.1 0.1 0.0
40. CRAC Libertadores 12 11 0.8 0.5 a7 4.1 5.0 6.8 05 0.5 0.5 0.4 06 0.6 0.6 0.6 00 0.0 0.0 0.0 -01 0.0 0.0 -0.1
41. CRAC LosAndes 13 0.8 0.4 0.2 17 12 12 12 06 0.6 0.6 0.7 06 0.6 0.6 0.7 00 0.0 0.0 0.0 00 0.0 0.0 0.1
42. CRAC Nor Perti 31 31 33 4.0 112 12.5 16.8 20.7| 18 2.0 24 3.0 17 1.7 19 2.3 01 0.1 0.1 0.1 01 0.2 0.4 0.6
43. CRAC Profinanzas 43 3.9 29 25 74 5.9 6.1 6.9 10 0.7 0.5 0.6 11 13 13 1.3 00 0.0 0.0 0.0 -02 0.0 -0.3 0.1
44. CRAC Prymera 08 23 2.8 2.0 11 2.7 3.8 33 06 1.0 15 1.6 04 0.6 1.0 1.5 00 0.0 0.0 0.0 -03 0.1 0.2 0.1
45. CRAC Quillabamba 15 1.2 0.9 15 53 55 6.3 9.4 08 0.7 0.9 0.9 07 0.8 0.9 0.9 00 0.0 0.0 0.0 01 0.0 0.0 0.0
46. CRAC San Martin 83 9.6 9.7 6.1 179 19.1 26.2 27.7 27 26 2.8 2.7 17 17 17 2.0 03 0.3 0.2 0.1 02 0.0 0.2 0.0
47. CRAC Sefior de Luren 47 53 5.6 6.7 112 12.1 14.9 184 21 2.2 23 2.3 19 19 19 2.0 01 0.1 0.1 0.1 02 0.3 0.3 0.2
48. EDPY ME Alternativa 00 0.0 0.4 0.4 00 0.0 0.4 0.4 00 0.4 0.5 0.6 00 0.3 0.5 0.5 00 0.0 0.0 0.0 00 0.0 0.0 0.1
49. EDPYME Camco Piura 00 0.3 0.2 0.1 00 0.3 0.2 0.1 00 0.3 0.4 0.4] 00 0.4 0.4 0.4] 00 0.0 0.0 0.0 00 -0.1 0.0 0.0
50. EDPY ME Confianza 14 2.7 4.8 9.0 16 3.0 51 9.4 05 0.8 11 21 05 05 0.8 1.3 00 0.0 0.0 0.1 01 0.2 0.2 0.3
51. EDPYME Crear Arequipa 20 2.7 4.2 6.4 22 29 4.5 6.8 05 0.8 1.0 1.5 04 0.6 0.7 1.0 00 0.0 0.0 0.1 01 0.1 0.3 0.4
52. EDPYME Crear Cusco 05 0.8 12 13 05 0.8 13 1.4 03 0.3 0.3 0.5] 03 0.3 0.3 0.4] 00 0.0 0.0 0.0 00 0.0 0.1 0.1
53. EDPYME Crear Tacna 38 31 3.2 3.7 42 33 33 4.0 08 1.0 1.0 1.3 06 0.8 0.8 0.9 00 0.0 0.0 0.1 02 0.1 0.1 0.3
54. EDPYME Crear Trujillo 00 15 1.2 1.3 00 1.6 1.4 1.7 00 0.3 0.3 0.3 00 0.4 0.4 0.4 00 0.0 0.0 0.0 00 -0.1 0.0 0.0
55. EDPYME Credivision 00 0.0 0.0 0.1 00 0.0 0.1 0.2 08 11 12 1.4 05 05 05 13 00 0.0 0.0 0.0 -01 -0.1 0.0 0.2
56. EDPYME Edyficar 1/ 53 14.8 17.2 27.6) 105 17.3 19.1 29.7 35 4.2 55 6.8 10 1.0 39 4.8 01 0.5 0.7 0.8 03 0.8 0.8 1.2
57. EDPYME Nueva Visién 05 1.0 15 21 09 1.0 1.6 2.2 08 0.8 1.0 1.2 08 0.9 1.0 1.0 00 0.0 0.0 0.0 00 0.0 0.1 0.2
58. EDPYME Proempresa 44 5.6 6.7 7.7 53 5.8 71 8.0 14 15 1.6 1.8 12 12 14 15 00 0.0 0.1 0.1 02 0.1 0.1 0.2
59. EDPYME Pro Negocios 00 0.0 0.7 13 00 0.0 0.8 13 00 0.0 0.8 0.9 00 0.0 0.7 0.9 00 0.0 0.0 0.0 00 0.0 0.0 0.1
60. EDPYME Raiz 00 0.0 0.0 0.1 01 0.2 0.3 0.4 71 13.6 17.1 20.5 73 13.5 16.8 232 00 0.0 0.0 0.0 -01 0.4 0.3 -2.7]
61. EDPYME Solidaridad 11 14 1.1 0.8 11 14 1.1 0.9 04 0.3 0.4 0.5 07 0.7 0.8 0.7 00 0.0 0.0 0.0 -02 -0.1 0.0 0.1
TOTAL Peru (without
|Edovmes) 1310 149.9 195.6 184.7! 4595 587.1 802.3 1022.6 834 105.6 1389 184.11 629 72.2 86.3 109.5! 79 10.2 13.3 213 149 214 37.6 519|
TOTAL Pery 1499 183.8 2381 2465 4308 £24.8 8485 10800 1046 1310 1712 2239 163 932 1152 1478 81 107 142 2241 104 22.6 39.7 221
TOTAL (without Edpymes and
|Compartamaos) 2263 2706 366.1 4200 8235 10449 13708 17712 1608 1861 2271 3046 1078 1271 1499 1861 201 235 275 372 178 274 466 678
TOTAL 2453 322.6 431.4 5169| 8498 11057 14584 1899.1 1770 222.8 280.2 376.3] 1211 155.1 186.2 230.5] 203 24.1 28.6 38.9| 182 30.7 57.6 82.4

97



Deposits/ Liabilities Borrowing/ Liabilities Deposits/ Loans Number of Deposit Accounts Aver age Deposit (US$) Liabilities/ Equity

2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003
BOLIVIA
1. Bancosol 73% 75% 71% 7299 25% 23% 27% 24% 79% 85% 85% 8199 30,004 46,708 53,376 57,148 1,944 1,343 1,194 1,223 53 57 6.0 5.8
2. Prodem 68% 72% 70% 69% 30% 26% 25% 25% 79% 81% 79% 79% 854 16,725 35222 66,089 21,244 1,567 961 737 56 77 75 9.9
3. CgaLosAndes 33% 44% 52% 549 62% 50% 40% 37% 32% 46% 57% 5999 18,121 23,308 29,701 39,253 793 930 1,166 1,196 7.8 79 9.5 7.4
4. FIE 54% 46% 53% 5099 43% 51% 42% 43% 56% 45% 52% 51% 440 1,110 7,262 20,281 27,852 10,204 2,364 98] 51 56 6.2 6.3
5. Ecofuturo 48% 43% 81% 72% 48% 3% 14% 27% 45% 51% 80% 73% 0 862 1.304 2,244 5455 3625 317 3.7 48 33 59|
TOTAL Bolivia 59% 62% 64% 63% 38% 34% 32% 30% 62% 67% 71% 70%] 49,419 88,713 126,865 185017 2,184 1428 1215 1,041 5.6 6.4 6.9 7.0
COl OMRIA
6. Finamérica 44% 51% 67% 7199 45% 35% 26% 20% 44% 55% 76% 7299 793 1,102 8,840 9,246 45 6.0 4.8 4.2
7. Compartir 47% 48% 49% 36% 49% 48% 48% 60% 29% 30% 34% 29% 1.2 14 1.9 3.0
TOTAL Colombia 45% 50% 61% 55%)  46% 39% 33% 38%)  38% 46% 58% 50% 793 1102 12229 12472 2.6 3.2 3.2 3.6
ECUADOR
8. Banco Solidario 73% 76% 73% 779 18% 20% 22% 19% 123% 116% 107% 103% 43,733 1,020 6.4 9.2 11.2 9.7
9. Financiera Ecuatorial 12% 13%4 84% 84% 10% 12% 1.9 3.0
TOTAL Ecuador 73% 76% 71% 70%]) 18% 20% 24% 26%) 123% 116% 101% 90% 43,733 1,020 6.4 9.2 9.5 7.8
EL SAI VADOR
10. Financiera Calpia 50% 47% 49% 46% 39% 48% 50% 53% 549 3.8 5.8 5.2
TOTAL El Salvador 50% 47% 49%) 46% 39% 48%) 50% 53% 54% 0 3.8 5.8 5.2
HONDURAS
11, Finsol 41% 56% 36% 429 16% 34% 44% 37% 39% 43% 23% 25% 26 14 11 10
TOTAL Honduras 41% 56% 36% 42%] 16% 34% 44% 37%| 39% 43% 23% 25%] 0 2.6 14 1.1 1.0
MEXICO
12. Compartamos 0% 0% 0% 79% 55% 57% 0% 0% 0% 0 0 21 20 1.9
13. Fincomin 5% 6% 78% 86% 10% 11% 9,500 14531 15336 0 0 41 9.2 4.4
TOTAL Mexico 0% 1% 1%] 79% 61% 62%] 0% 1% 1%} 9.500 14,531 15,336 O 0 0 41 2.1 2.5 2.1
NICARAGLIA
14. Findesa 0% 2% 91% 91% 0% 2% 4.1 4.7
15. Confia 81% 80% 58% 44% 10% 14% 37% 52% 110%  117% 76% 49% 7.9 85 8.5 7.2
TOTAL Nicaragua 81% 80% 37% 27%]1 10% 14% 56% 68%]) __110% 117% 45% 29%] 0 0 7.9 8.5 6.2 5.9
PARAGLIAY
16. Visién 71% 73% 75% 8099 7% 5% 2% 11% 82% 87% 102% 106% 5,038 7,728 12,217 3,458 2,239 1,201 6.0 6.6 7.2 9.2
17. Financiera EI Comercio 92% 79% 84% 91% 1% 2% 0% 0% 95% 89%  104%  113% 36 4.4 5.0 4.4
18. Financiera Familiar 86% 87% 90% 95% 2% 3% 0% 1% 85% 85% 92%  105% 32 31 29 4.4
19. Interfisa 87% 91% 91% 94% 0% 0% 0% 0% 104% 117% 132% 139% 51 5.4 6.7 8.1
TOTAL Paraguay 82% 82% 84% 89% 3% 3% 1% 4% 90% 93%  106%  112% 5,038 7,728 12,217 q 12,330 7460 3,628 4.3 4.6 5.0 6.2




Deposits/ Liabilities

Borrowing/ Liabilities

Deposits/ Loans

Number of Deposit Accounts

Aver age Deposit (US$)

Liabilities/ Equity

2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003 2000 2001 2002 2003
PERLL
20. B. del Trabgjo 67% 73% 2% 80% 20% 20% 22% 13%j 92% 98% 92% 94% 6.2 7.9 8.1 7.5
21. Mibanco 31% 46% 51% 62% 60% 39% 32% 16% 26% 44% 49% 61% 2.0 3.0 35 34
22. CMAC Arequipa 79% 86% 83% 90% 13% 8% 11% 5% 104% 118% 104% 107% 42,484 59,708 82,187 101,392 890 913 822 916 8.1 7.0 55 52
23. CMAC Chincha 75% 46% 62% 75% 0% 52% 34% 20%) 171% 52% 7% 92% 0.4 4.2 8.1 9.1
24. CMAC Cusco 90% 95% 96% 93% 5% 1% 1% 4% 128% 140% 118% 106% 29,009 37,367 49,208 527 606 656 55 5.9 6.2 51
25. CMAC Del Santa 54%  68%  73%  T2% 36%  26%  22%  22% 76%  89%  91%  93% 42 6.1 7.3 75
26. CMAC Huancayo 61%  75%  84%  89% 33%  20% = 10% 6% 78%  96% 120% 1099 53 57 6.2 52
27.CMAC Ica 62% 68% 82% 84% 30% 29% 15% 10% 68% 82% 111% 97%) 3.7 4.1 4.6 4.1
28. CMAC Maynas 53% 67% 71% 78% 34% 28% 27% 17% 65% 2% 80% 105% 34 38 56 58
29. CMAC Paita 55% 63% 63% 68% 33% 32% 32% 28% 67% 79% 95% 96% 4.0 4.8 51 6.8
30. CMAC Pisco 67% 76% 76% 68% 21% 15% 18% 26% 94% 107% 99% 87%) 34 31 4.8 5.3
31. CMAC Piura 60% 65% 63% 73% 34% 32% 32% 24% 106% 112% 90% 106% 9.0 9.0 7.2 6.5
32. CMAC Sullana 51% 62% 60% 68% 38% 33% 36% 27% 70% 78% 76% 87% 32,981 568 55 51 53 5.6
33. CMAC Tacna 82% 73% 68% 73% 11% 24% 29% 24% 136% 102% 94% 97% 5.6 4.1 5.8 5.8
34. CMAC Trujillo 76% 85% 73% 70% 18% 11% 24% 26% 91% 105% 85% 77% 4.0 4.6 6.2 6.0
35. CMCP Lima 56% 58% 46% 41% 10% 14% 36% 50%) 7% 51% 43% 38% 20 1.0 15 2.3
36. CRAC Cagjamarca 62% 80% 86% 72% 28% 14% 11% 22% 21% 109% 125% 83% 4.7 4.3 4.8 5.0
37. CRAC Cajasur 30% 45% 59% 59% 48% 52% 38% 38% 169% 51% 78% 82% 53 55 5.0 6.7
38. CRAC Chavin 26% 39% 67% 84% 65% 50% 31% 13%j 35% 42% 76% 85%) 29 2.2 21 2.3
39. CRAC Cruz de Chalpén 51% 68% 76% 85% 37% 26% 20% 12% 71% 98% 103% 130% 8.6 8.6 8.7 8.5
40. CRAC Libertadores 68% 2% 82% 87% 25% 26% 16% 8%j 128% 121% 122% 196% 9.9 8.7 10.4 16.5
41. CRAC Los Andes 13% 28% 60% T7% 78% 69% 36% 18%j 15% 27% 70% 75%) 2.7 21 2.0 1.8
42. CRAC Nor Perti 62% 2% 78% 78% 28% 25% 20% 19% 89% 115% 115% 110% 18,747 22,068 485 595 6.1 6.2 7.0 6.9
43. CRAC Profinanzas 31% 32% 52% 62% 58% 67% 47% 36% 45% 54% 100% 109% 7.8 7.9 11.9 11.6
44. CRAC Prymera 16% 11% 21% 36% 73% 86% 2% 619%) 24% 15% 30% 35% 1.9 25 2.6 21
45. CRAC Quillabamba 61% 78% 83% 81% 29% 21% 15% 16% 82% 111% 140% 121% 6.4 75 7.2 9.9
46. CRAC San Martin 38% 49% 62% T7% 47% 50% 37% 22% 63% 84% 100% 129% 6.7 7.4 9.4 10.1
47. CRAC Sefior de Luren 38% 53% 60% 61% 42% 44% 37% 369 55% 74% 95% 84% 19,288 25,212 331 356 53 55 6.5 7.9
48. EDPYME Alternativa 8% 0% 0% 0%  93%  87% 0% 0% 0% 0.0 0.8 0.7
49. EDPYME Camco Piura 0% 0% 0% 93%  97%  90% 0% 0% 0% 0.9 0.7 0.3
50. EDPYME Confianza 0% 0% 0% 0  90% 92%  95% 95%| 0% 0% 0% 0% 3.0 35 48 45
51. EDPYME Crear Arequipa 0% 1% 0% 0% 92% 95% 95% 95%) 0% 1% 0% 0% 4.0 3.8 4.4 4.6
52. EDPYME Crear Cusco 0% 0% 0% 0% 98% 99% 97% 96% 0% 0% 0% 0% 19 31 3.6 3.0
53. EDPYME Crear Tacna 0% 0% 0% 0% 89% 95% 95% 92%) 0% 0% 0% 0% 5.0 35 34 3.2
54. EDPYME Crear Trujillo 0% 0% 0% 93% 84% 76%) 0% 0% 0% 5.9 4.3 4.9
55. EDPYME Credivision 0% 0% 0% 0% 0% 49% 47% 64% 0% 0% 0% 0% 0.0 0.0 0.0 0.1
56. EDPYME Edyficar 1/ 0% 8% 5% 2% 51% 85% 90% 93%) 0% 8% 5% 2% 3.0 4.1 35 4.4
57. EDPYME NuevaVisién 0% 0% 2% 0% 59% 98% 96% 95%) 0% 0% 2% 0% 11 12 1.6 1.8
58. EDPYME Proempresa 0% 0% 0% 0% 83% 97% 96% 97% 0% 0% 0% 0% 38 38 4.4 4.4
59. EDPY ME Pro Negocios 0% 0% 88% 94%) 0% 0%j 1.0 15
60. EDPYME Raiz 0% 0% 0% 0% 0% 0% 0% 22%) 0% 0% 0% 0%j 0.0 0.0 0.0 0.0
61. EDPYME Solidaridad 0% 0% 0% 0% 97% 97% 96% 93% 0% 0% 0% 0% 2.6 49 2.6 17
TOTAL Peru (without
Ednyvmes) 61% £9% 20% |___29% 26% 24% 18% 32% 91% 88% 92% 52 58 28 X4}
TOTAL Peru 58% 65% 66% 71% 31% 29% 28% 23% 76% 83% 80% 84% 4.6 4.8 5.0 4.9
TOTAL (without Edpymes and
|Compartamas) 63% 68% 67% 70% 27% 26% 27% 24% 79% 85% 82% 83% 5.1 5.6 6.0 5.8
TOTAL 61% 64% 63% 65% 29% 29% 30% 27% 75% 78% 73% 76% 4.8 5.0 52 5.0




Annex C: MicroRate Data on MFI Borrowing
(US$ thousands, as of December 2003)

1. CajaLosAndes, Bolivia

Local Commercial | Gov't and Other Social and Other
Banks Domestic Sour ces Donors Foreian Investors Total TOTAL %
LC EC LC EC LC EC LC EC LC EC
Short term $1,132 $3,895 $749 0  $5776 $5,776] 20%
Longterm $10,195 $8,925 $4.394 $0  $23515] $23.,51 80%:
TOTAL $0 30 $0_ $11.327 $0__$12,820 $0__ $5.143 90 __$29201] $29.201] 100%
% 0% 0% 0% 39% 0% 44% 0% 18%9 0% 100%) 1009
Note: For all tablesin Annex C: LC = Loca currency, FC = Foreign currency.
2. Bancosol, Bolivia
Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sources Foreign I nvestors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $499 $0 $499 $499d ™%
Lonaterm $3.496 $1.748 $1.489 $1.489 $5.243 $6.73 93%
TOTAL $0 $499 $0___$3,49% $0  $1.748 $1.489 $0)_$1.489  $5742 $7.231] 1000/%
% 0% 7% 0% 48%) % 24% 21% 0% 21% 79% 100%
3. FIE, Balivia
Local Commercial | Gov't and Other Social and Other
) Donors . Total
Banks Domestic Sour ces Foreign Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $0 $0 $0 0%
Longterm $6.356 $4.6708 $2.798 $0 $13824] $13.8241 100%)|
TOTAL $0 $0 $__ $6.356 $0__ $4.670 $0__$2,799 $0_$13.824] $13.8241 100%
% 0% 0% 0% 46% % 34% 0% 209 0% 100% 100%
4. Finamérica, Colombia
Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sour ces Foreign I nvestors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $719 $719 $0 $719  18%)
Lonaterm $3.389 $3.389 $0 $3.389) 82%
TOTAL $0 $0]  $4,108 0 $0 $0 $0 $0]  $4,108 $0|  $4,108 100%
% 0% 0%)| 100% 0% % 0% 0% 0% 100% 0% 100%
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5. Calpid, El Salvador

Local Commercial | Gov't and Other Social and Other
) Donors . Total
Banks Domestic Sour ces Foreign Investors TOTAL %
LC FC LC EC LC FC LC EC LC FC
Short term $1,000 $0  $1,000 $1,000 3%
Lonaterm $18.2408 $11.648 $0 $20887] $29887 97%
TOTAL $0 $1,000 0 $18,2408 $0  $11,648 $0 $0 $0 $30,887[ $30,887 100%
% 0% 3% 0% 5% (0200 38%9 0% 0% 0% 100% 100%
6. Compartamos, Mexico
Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sources Foreign Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $23,232  $1,000 $833 $23,232  $1,833| $25,069 72%
Lonaterm $220 $54159 $3.999 $220  $9.414 $9.634 28%
TOTAL $23.232 __ $1.000 0 $0 $220 __$6,248 0 999 $23452 $11.247| $34.699 100%
% 67% 3% 0% 0% 1% 18%9 0% 1294 68% 32% 100%
7. Fincomun, Mexico
Local Commercial | Gov't and Other Social and Other
) Donors . Total
Banks Domestic Sour ces Foreign Investors TOTAL %
LC FC LC EC LC FC LC EC LC FC
Short term $0 $0 $q 0%
Lonaterm $3.981 $1000  $3.981 $100]  $4.081 100%
TOTAL $0 $0]  $3,981 0 $0 $0 $0 $1000  $3,981 $100 $4,081) 100%
% 0% 0% 98% 0% (0200 (4 0% 299 98% 2% 100%
8. Procredit (Confia), Nicaragua
Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sources Foreign I nvestors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $2,000 $550 $305 $8,379 $2,000 $9,229| $11,229 79%,
Lonaterm $272 $205] $1.006 $1.473 $272 $2.685 $29574 21%
TOTAL $0 sol g2272  $755 $0_ $1.311 039849 $2272 $11.014] $14.189 1000/12‘
% 0% 0% 16% 5% (04 Do 0% 69% 16% 84% 100%
9. Findesa, Nicaragua
Local Commercial | Gov't and Other Social and Other
) Donors . Total
Banks Domestic Sour ces Foreign Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $381 $500 $4004 $0  $1,281 $1,28]] 7%
Longterm $2.803 $8.420 $2.729 $2.000 $0_$15952| $15.9524 93%|
TOTAL $0 $2,803 $__ $8801 $0__ $3,22 $0__$2,400 $0_$17,233[ $17.233 100%
% 0% 16% 0% 51%) % 19% 0% 14% 0% 100% 100%
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10. El Comercio Financiera, Paraguay

Local Commercial | Gov't and Other Social and Other
; Donors . Total
Banks Domestic Sour ces Foreian Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $0 $0 $0 0%
Lonaterm $476 $1.384) $476  $1.384] $1.8601 100%)|
TOTAL $0 $0 $476 0 $0__ $1.384 $0 $0 $476  $1.384 $1.8600 100%)
% 0% 0% 26% 0% % 74%9 0% 0% 26% 74%) 100%
11. CMAC Arequipa, Peru
Local Commercial | Gov't and Other Donors Social and Other Total TOTAL
Banks Domestic Sources Foreign Investors %
LC FC LC FC LC FC LC FC LC FC
Short term $578 $1,852 $1 $76 $19 $2,506 $20| $2,526 54%
Longterm $1.363 # $753 $39 $2.116 $43]  $2.1581  46%
TOTAL $578 $0]  $3.215 6 $829 $58 $0 $0)__$4.622 $63[ __$4.685 1000/%
% 12% 0% 69% 0% 18% 1% 0% 0% 99% 1% 100%
12. CMAC Cusco, Peru
Local Commercial | Gov't and Other Social and Other
; Donors . Total
Banks Domestic Sour ces Foreian Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $0 $0 $0 0%
Lonaterm $1.445 $251] $1.445 $251)  $1.697] 100%]
TOTAL $0 $0]  $1445 $251 $0 $0 $0 $O)  $1.445 $251 $1.6971 100%)
% 0% 0% 85% 15%) % 0%, 0% 0% 85% 15% 100%
13. CMAC Ica, Peru
Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sources Foreign |nvestars TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $145 $450] $429 $179 $574 $630] $1,204| 84%
Longterm $224 $224 $0 $224| 16%
TOTAL $145 $450 $429 $179 $224 $0 $0 $0 $798 $630]  $1,428| 100%
% 10% 32% 30% 13% 16% 0% (04 0% 56% A4% 100% 1
14. CMAC Santa, Peru
Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sources Foreign Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $1,003 $95 $1,097 $0|  $1,097] 49%)
Longterm $394 $240 $1.134 $0| $1.134 51%
TOTAL $1,003 $0 $988 $0) $240 $0) $0 $0  $2,231 $0|  $2,23Y 100%
% 45% 0%) 44% 0% 11% 0% 0% 0% 100% 0% 100%
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15. CMAC Sullana, Peru

Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sources Eareign Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $3,882 $3,652 $83] $7,535 $83] $7,619 63%)
Longterm $3,148 $167 $1.251) $3148 $1.418| $4.566 37%|
TOTAL $3,882 $0] _ $6.800 $250 $0 $0 $0  $12510 $10,683  $1.501| $12.1841 100%
% 32% 0% 56% 2% % 0%, 0% 10%9 88% 12% 100%
16. CMAC Tacna, Peru
Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sources Eoreign lnvestors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $2,312 $250 $400] $2,312 $651 $2,963 38%)
Lonaterm $115 $2.502 $688 $678 $480 $280)  $3295 $1.449| $4744 62%
TOTAL $2,427 $250] $2,502  $1,088 $678 $480) $0 $280) $5,607  $2,099 $7,7071 100%
% 31% 3% 32% 14%) Do 6% 0% 49 73% 27%) 100%
17. CMAC Trujillo, Peru
Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sources Foreign Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $3,884 $1,106] $2,346  $2,217 $167] $6,229  $3,489 $9,719  46%
Lonaterm $374] $3498  $7.245 $334 $3498 $7.953| $11.451) 54%
TOTAL $3,884 $1,480] $5,844  $9,462 $0 $500 $0 $O0  $9,727 $11,442| $21,1700 100%
% 18% 7%) 28% 45% 0% 2% 0% 0% 46% 54%) 100%
18. Edpyme Confianza, Peru
Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sources Foreign Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $1,630 $291 $636 $2,266 $291 $2,557] 28%)
Lonaterm $641  $2218 $814  $1.343 $1.406] $1455 $4968] $6.423 72%|
TOTAL $1.630 $201) $1277 $2.218 $814  $1.343 $0__$1.409 $3721 $5259 $8.979 100%)
% 18% 3% 14% 25% Do 15%9 0% 1694 41% 59% 100%
19. Edpyme Crear Arequipa, Peru
Local Commercial | Gov't and Other Social and Other
) Donors ) Total
Banks Domestic Sources Foreian Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $305 $976 $305 $976 $1,281 20%
Longterm $3.445 $176) $553 $781 $2000  $3999 $1.157 $5.1560  80%)|
TOTAL $305 $0]  $3.445 $176) $553 $781 $0__$1176 $4304 $2,133 $6,4360 100%
% 5% 0% 54% 3% Do 129%9 0% 189% 67% 33% 100%
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20. Edpyme Crear Tacna, Peru

Local Commercial | Gov't and Other Social and Other
; Donors . Total
Banks Domestic Sour ces Foreian Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $113 $25 $318] $209 $539 $526 $1,065 29%)
Longterm $1.250 $1.074 $100 $167] $1.350 _ $1.240 $2.59 71%|
TOTAL $113 $0] $1675 $1391 $100 $375 $0 $0]  $1888  $1.767 $3,655 100%)
% 3% 0% 46% 38%) %) 1099 0% 0% 52% 48% 100%
21. Edpyme Edyficar, Peru
Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sources Eoreign |nvestors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $2,814 $105] $6,539 $2,884 $30  $1,192 $37  $3,037] $9420 $7,218| $16,638 60%
Lonaterm $654 $10] $1999 $6.664 $1.504 $122 $4.368 $6.674] $11.04: 40%
TOTAL $3,468 $115] $8,538  $9,548] $1,624  $1,192 $158  $3,037 $13,788 $13,892[ $27,6800 100%:
% 13% 0% 31% 34% % 2% 1% 1194 50% 50% 100% -I
22. Edpyme Nueva Vision, Peru
Local Commercial | Gov't and Other Social and Other
) Donors . Total
Banks Domestic Sour ces Foreign Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $412 $156) $194 $160) $606 $316 $922  45%
Longterm $631 $164) $113 $239 $744 $404)  $1.148 55%|
TOTAL $0 $0]  $1043 $320] $307 $400) $0 $01 _ $1.350 $720 $2,0701 100%,
% 0% 0% 50% 15% 15% 1999 0% 0% 65% 35% 100%
23. Edpyme Proempresa, Peru
Local Commercial | Gov't and Other Donors Social and Other Total
Banks Domestic Sources Foreign Investors TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $140 $490] $1,010 $707] $361  $1,08] $1,3500 $1,511  $3,627, $5,138 57%)
Lonaterm $160 $967 $750] $125  $1.262 $55 $1092 $2.724 $3817 43%
TOTAL $140 $650] $1977  $1.457 $486  $2.343 $0_$1.904 $2603 $6,351] $8,954 1000/12‘
% 2% 7% 22% 16% Fo 2699 0% 21%9 29% 71% 100%
24, Peru*
Local Commercial | Gov't and Other Social and Other
Banks Domestic Sour ces Donors Eareign Investars Total TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $16,805 $2,691] $17,396 $6,944 $662  $2,828 $37  $5,363] $34,900 $17,827| $52,726] 48%
Cost 8.0% 8.0% 12.0% 5.5% 10.2% 6.7% 10.0% 9.3%] 10.0% 7.2% 9.1%
Longterm $769 $545] $21,783 $19,402] $5,194  $4,645 $122  $3,689| $27,867 $28,281| $56,148] 52%
Cost 7.7% 8.1% 10.3% 6.2% 8.3% 7.8% 10.0% 7.8% 9.8% 6.7% 8.3%
TOTAL $17,574  $3,236] $39,179 $26,347] $5,856 $7,472 $158  $9,052| $62,767 $46,107| $108,874] 100%
|Cost 8.0% 8.0% 11.0% 6.0% 8.5% 7.4% 10.0% 8.7% 10.0% 6.9% 8.7%
% 16% 3% 36% 24% 5% 7% 0% 8% 58% 42% 100%

* Overall data, including weighted financial cost, for all Peruvian MFls analyzed.

104



25. Bolivia*

Local Commercial | Gov't and Other Social and Other
Banks Domestic Sources Donors Eaoreign Investars Total TOTAL %
LC FC LC FC LC FC LC FC LC FC
Short term $0 $499) $0  $1,132 $0  $3,895 $0 $749 $0 $6.275| $6,275] 12%
Cost 9.3%) 4.0%) 5.6%) 6.7%)| 5.8% 5.8%
Longterm $0 $0 $0  $20,047, $0 $15,343] $1,489 $7,192| $1,489 $42,582| $44,071] 88%
|Cost 4.0%) 6.2% 14.5% 6.1%] 14.5% 5.1% 5.4%
TOTAL $0 $499 $0 $21,178 $0 $19,238] $1,489 $7,941] $1,489 $48,857] $50,346] 100%)
|Cost 9.3% 4.0% 6.1% 14.5% 6.1% 14.5% 5.2% 5.5%
% (V4] 1% 0% 42% 0% 38% 3% 16%) 3% 97%) 100%
* Overall data, including weighted financial cost, for all Bolivian MFIs analyzed.
26. Rest of MFIsin Latin America*
Local Commercial | Gov't and Other Donors Social and Other Total TOTAL
Banks Domestic Sour ces Foreign Investors %
LC FC LC FC LC FC LC FC LC FC

Short term $23,232  $2,000] $2,719 $931 $0  $1,638] $0  $8,775] $25,951 $13,343] $39,294] 37%
Cost 10.3% 8.4% 6.7% 9.3% 3.8% 7.8% 9.9% 7.5% 9.1%
Longterm $0  $2,803] $8,118 $26,865 $220 $22,182 $0 $7,573] $8,338 $59,423| $67,761] 63%
|Cost 12.0% 7.6% 5.9%] 1.0% 5.4%) 9.3%] 7.4% 6.4% 6.5%
TOTAL $23,232  $4,803| $10,837 $27,796 $220 $23,820) $0 $16,347] $34,289 $72,766] $107,055] 100%
Cost 10.5% 6.0% 5.3% 8.5% 9.3% 6.6% 7.5%
% 2% 4% 10% 26%) 0% 22%) 0% 15% 32% 68%) 100%

* Includes all of the MFIs presented in thisAnnex except those in Peru and Bolivia
(that is, all MFIsin Colombia, El Salvador, Mexico, Nicaragua and Paraguay).
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Annex D: Cost Allocation Studiesfor Six MFls

THE METHODOLOGY OF COST ALLOCATION BY ASSIGNMENT

There are various costing methodologies that can be used for MFIs, among which the most commonly
employed are cost alocation by assignment and activity-based costing (ABC).>* Cost alocation by
assignment consists of distributing an MFI’s costs among its products using different criteria to assign
indirect costs; this is the method we have used in the case studies of the six MFIs. By contrast, activity-
based costing (ABC) breaks costs down into a set of component activities. Costs are distributed among
the various activities in accordance with the time and other resources used for the activity. Findly, the
costs of al the activities are added up to dbtain the cost of each product.

In the six costing studies undertaken here, we calculate the total cost of each deposit product, which
conssts of financial plus operating costs. Operating costs are broken down into personnel and
administrative (non-personnel) costs. While there are direct and indirect costs in both categories, the great
majority overal isindirect. Therefore, it is very important that the categories used for distributing indirect
costs are the best ones possible, so that indirect costs are allocated to products as precisaly as can be.

Financial Costs

The financia cost of each product was obtained directly from the trial balances of the MFls, and in some
cases, by examining the MFI’s deposit database. These financial costs have been adjusted for reserve
requirements (in the appropriate currency), but do not take account of other financial charges or possible
revenue from fees> Regarding this last point, al MFIs studied stated that they did not collect any
significant amount of fees from depositors,>®

Operating Costs

The calculation of each deposit product’s operating costs is the heart of the costing exercise. The
objective is to try to estimate as precisely as possible the operating costs that are generated by each
deposit product. To that end, it is necessary to allocate total personnel and administrative costs among the
various loan and deposit products.

In the six costing studies, most costs related to deposits are indirect. Few personnel or administrative cost
categories are exclusively for deposits; therefore, almost al costs must be alocated to products by means
of assignment rules.

Assignment Rules

Indirect costs are distributed among the various loans and deposit products using the assignment
categories presented in Table D1.

>4 For amore detailed explanation of cost allocation by assignment and activity-based costing, see Helms and Grace
§2004)' For an application of these methodologies to MFIsin Peru, see Portocarrero and Tarazona (2003a; 2003b).

® The cal culation of financial costs adjusted for reserve requirements does not take account of the remuneration
received by the MFI for its required reserves since this remuneration is very small.
°% Some of the MFIs collect asmall amount of fees, for example, from clients with inactive accounts. In general,
however, the MFIs do not collect monthly fees nor any fees related to the number of transactions.
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TableD1

Assignment Categories Used in the Costing Studies

Assignment Category Unit Description

Intermediation Volume | Considersthetotal volume of loans and deposits, broken down by
product. In general, it isapplied to high-ranking employees at MFls,
such as department managers.

Intermediation Number | Similar to the preceding category, but using the number of accounts. It
is applied more to operating personnel such asthose in accounting,
auditing, etc.

Transactions Number | Usesthe number of transactions carried out at teller windows for all
products. Used for tellers, operating personnel and overhead costs. It
is assumed that one month’s transactions are representative of the
entire period analyzed.

Deposits Volume | Considers only the volume of deposits, by product. Applied to
treasury personnel for example.

Loans Assigns all coststo loans.

Equal Assumes that both lending and deposit products derive equal “ benefit”
from acertain cost.

We have also categorized all personnel and administrative costs as either fixed or variable. Fixed costs do
not increase as the volume of deposits rises and thus give rise to economies of scale. Economies of scale
can aso be generated in variable costs, for example, if the productivity of personnel increases as the total
volume of deposits rises.

Categorization of costs as fixed or variable can be complicated because all MFI costs tend to be variable
in the long run. However, in practice, some costs may increase much more slowly than deposit volumes,
giving rise to economies of scale. In Table D2, costs are categorized as fixed or variable, where fixed
costs are those that rise very slowly or not at al as deposit volumes increase, and variable costs tend to

rise a approximately the same rate as deposit volumes.

TableD2

Categorization of Operating Costs as Fixed and Variable

Operating Cost | Category

Detail

Personnel Fixed

High-level personnel: general manager; managers of such
departments as credit, savings, finance, risk, operations and
maintenance, auditing, treasury and accounting

Variable

Branch and other personnel: branch managers, loan officers,
tellers and all assistants including those in the main office

Administrative Fixed

All costs associated with the board of directors, travel and
external auditors

Variable

Security services, communications, rent, miscellaneous
supplies, advertising, insurance and other overhead costs
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Personnel Costs

A detailed analysis was made of the breakdown by product of personnd costs since they represent more
than 50 percent of total MFI operating costs. We begin this anadysis by obtaining the monthly payroll
statement, which gives each worker’s name, salary and position. In accordance with each worker's
position, a category was chosen that best approximates the time spent by that worker on each product. By
summing these costs across all employees, we obtained the breakdown of total personnel costs by
product.

Administrative Costs

Each of the MFI's administrative costs was assigned individualy to products, using an assignment
category chosen specifically for that cost. Table D3 shows the main administrative costs and the
categories used.

TableD3
Categoriesfor Assgning the Principal Administrative Costs
Category Administrative Cost
Loans Fuels and lubricants

Court expenses
Notary expenses
External auditors

Transport

Intermediation Advertising

(Number of accounts) Public relations and events
Insurance

Intermediation Studies and plans

(Volume) Board of directors’ expenses
Taxes

Deposits Deposit insurance

Transactions Rent

Communications
Depreciation and amortization
Electricity and water
Photocopies

Cleaning

Repair and maintenance
Electronic transfers

Office and other supplies
Security

Cost by Deposit Sze Srata

The total operating costs of each deposit product can be broken down by account size strata. Thisis done
using the same assignment categories aready described but with the analysis carried out by strata.

In the transactions database of each MFI it was possible to relate each deposit account transaction to the
client’s end-of-month deposit balance. In this way, the total number of transactions carried out in each
size stratum of each deposit product was obtained. These data were then used to alocate costs across
strata for each deposit product whenever costs were assigned using the transactions category.
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COST STUDY RESULTS

The following tables present the main results of the deposit costing studies carried out at the six MFIs.
The following abbreviations are used in these tables:

SA = Savings Account
WA = Workers Accounts, that is, accounts that accumulate payments for time in service

TD = Time Deposit

IFl = Intermediary Financia Ingtitution

FC = Foreign Currency

LC = Loca Currency

PO = Payment Orders (deposit accounts used by companies to make payments to third parties by means

of drafts or to receive payments, typically with a the large number of transactions per account
and, as aresult, high operating costs)
Transact. = Transactions
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General Indicators of Deposits

Costing in CMAC Pisco, as of May 2004

Savings LC | SavingsFC TDLC TD FC TOTAL
Amount (US$) 883,751 294,108 1,307,112 494,630 2,979,601
Number of accounts 3,396 566 1,006 384 5,352
Average deposit (US$) 260 520 1,299 1,288 557
Averageterm (years) 11 10
No. of transact. per month 336 31 23 2 392
Transact. per account 0.1 0.1 0.0 0.0 0.1
Cost of Deposits (%) - Financial Costs Adjusted for Reserve Requirements

Savings LC Savings FC TDLC TD FC TOTAL
Financial costs (%) 4.5% 4.0% 19.0% 9.0% 11.6%
Operating costs (%) 15.6% 8.5% 3.9% 4.1% 7.9%

- Fixed 4.6% 2.7% 1.6% 1.6% 2.6%
- Variable 11.0% 5.8% 2.3% 2.5% 5.3%

Total costs (%) 20.2% 12.5% 22.9% 13.2% 19.4%

Savings LC Savings FC TDLC TD FC TOTAL
Operating cost per account
(USS$ per month) 34 3.7 42 44 36
Financial Costsby Strata (%) - Financial Costs Adjusted for Reserve Requirements

Savings LC Savings FC TDLC TD FC TOTAL
US$0to 100 5.0% 4.1% 19.4% 8.7% 6.8%
US$ 101 to 500 4.9% 4.1% 17.5% 8.1% 8.0%
US$ 501 to 1000 4.9% 4.1% 18.3% 8.0% 9.8%
US$ 1001 to 5000 4.8% 4.1% 18.4% 8.1% 11.2%
US$ 5001 to 10,000 4.7% 4.0% 19.5% 9.9% 12.8%
US$ 10,001 to 20,000 4.8% 3.0% 19.3% 10.6% 15.6%
US$ 20,001 to 50,000 4.3% 4.1% 20.0% 12.3% 13.2%
More than US$ 50,000 2.2%
TOTAL 4.5% 4.0% 19.0% 9.0% 11.6%
Principal Operating Costs (%)

Savings LC Savings FC TDLC TD FC TOTAL
Operating cost (%) 15.63% 8.51% 3.86% 4.10% 7.85%
Payroll 3.50% 1.63% 0.80% 0.75% 1.67%
Other services 2.22% 1.11% 0.44% 0.45% 1.04%
Taxes 1.51% 0.75% 0.30% 0.30% 0.70%
Board of directors 0.54% 0.54% 0.54% 0.54% 0.54%
| nsurance 0.52% 0.52% 0.52% 0.52% 0.52%
Honoraria 0.92% 0.46% 0.18% 0.19% 0.43%
Depreciation 1.11% 0.31% 0.05% 0.01% 0.39%
Publicity 0.32% 0.97% 0.22% 0.58% 0.38%
Internships 0.39% 0.20% 0.08% 0.08% 0.18%
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Number of Accountsby Strata (%)

Strata SavingsLC | Savings FC TDLC TD FC TOTAL
TOTAL 3,396 566 1,006 384 5,352
US$ 0 to 100 75.7% 55.8% 48.0% 44.3% 66.1%
US$ 101 to 500 15.7% 22.3% 14.9% 11.6% 16.0%
USS$ 501 to 1000 3.9% 9.9% 10.9% 11.1% 6.4%
US$ 1001 to 5000 4.0% 9.9% 20.2% 28.8% 9.4%
US$ 5001 to 10,000 0.3% 1.6% 3.1% 3.3% 1.2%
US$ 10,001 to 20,000 0.1% 0.4% 2.2% 0.8% 0.6%
US$ 20,001 to 50,000 0.2% 0.1% 0.7% 0.3% 0.3%
More than US$ 50,000 0.0% 0.0% 0.0% 0.0% 0.0%
Account Balances by Strata (%)
Strata SavingsLC | Savings FC TDLC TD FC TOTAL
TOTAL (US$) 883,751 294,108 1,307,112 494,630 2,979,601
US$ 0 to 100 3.9% 2.0% 0.2% 0.2% 1.5%
US$ 101 to 500 14.3% 10.7% 3.2% 2.8% 7.2%
US$ 501 to 1000 10.7% 13.2% 6.1% 6.6% 8.2%
US$ 1001 to 5000 29.3% 36.3% 33.6% 53.7% 35.9%
US$ 5001 to 10,000 8.7% 20.7% 16.6% 19.3% 15.1%
US$ 10,001 to 20,000 6.7% 11.8% 23.9% 8.7% 15.1%
US$ 20,001 to 50,000 18.0% 5.3% 16.4% 8.7% 14.5%
More than US$ 50,000 8.4% 0.0% 0.0% 0.0% 2.5%
Operating Cost by Strata (%)
Strata SavingsLC | SavingsFC TDLC TD FC TOTAL
US$ 0 to 100 247.1% 186.6% 498.3% 687.0% 265.5%
US$ 101 to 500 20.5% 16.5% 13.5% 14.2% 18.1%
US$ 501 to 1000 8.4% 6.8% 6.1% 6.6% 7.2%
US$ 1001 to 5000 4.3% 3.3% 2.8% 2.5% 3.1%
US$ 5001 to 10,000 3.4% 2.2% 1.9% 1.9% 2.2%
US$ 10,001 to 20,000 1.9% 2.5% 1.5% 2.2% 1.7%
US$ 20,001 to 50,000 1.4% 3.8% 1.4% 2.1% 1.5%
More than US$ 50,000 1.6% 1.6%
TOTAL 15.6% 8.5% 3.9% 4.1% 7.9%
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Cogting in CMAC Chincha, as of May 2004

SavingsLC | Savings FC TD FC TD FC TOTAL
Amount (US$) 751,653 228,567 2,440,284 515,986 3,936,489
No. of accounts 1,821 215 462 109 2,606
Average deposit (US$) 413 1,066 5,282 4,734 1511
Average term (years) 0.8 0.6
No. of transact. per month 6,828 304 291 33 7,456
Transact. per account 38 14 0.6 0.3 2.9

Cost of Deposits (%) - Financial Costs Adjusted for Reserve Requirements

SavingsLC | Savings FC TDLC TD FC TOTAL
Financial costs (%) 5.8% 5.2% 19.1% 10.9% 14.7%
Operating cost (%) 25.4% 7.6% 3.1% 3.1% 7.6%
- Fixed 5.9% 3.3% 2.3% 2.3% 3.0%
- Variable 19.5% 4.3% 0.8% 0.8% 4.6%
Total cost (%) 31.1% 12.9% 22.2% 14.0% 22.3%
SavingsLC | Savings FC TDLC TD FC TOTAL
Operating cost per account
(US$ per month) 8.7 6.8 138 123 9.6

Financial Costsby Strata (%) - Financial Costs Adjusted for Reserve Requirements

SavingsLC | Savings FC TDLC TD FC TOTAL
0to US$ 100 5.7% 5.7% 17.0% 6.9%
US$ 101 to US$ 500 5.8% 6.1% 15.0% 7.4% 9.0%
US$ 501 to US$ 1,000 5.7% 5.8% 15.2% 7.6% 9.5%
US$ 1,001 to US$ 5,000 5.7% 6.2% 15.7% 7.8% 10.5%
US$ 5,001 to US$ 10,000 4.9% 5.8% 17.1% 9.9% 12.8%
US$ 10,001 to 50,000 5.9% 5.8% 19.4% 10.6% 17.2%
US$ 50,001 to 100,000 5.9% 21.1% 13.6% 15.3%
More than US$ 100,000 5.9%
TOTAL 5.8% 5.2% 19.1% 10.9% 14.7%

Principal Operating Costs (%)

SavingsLC | Savings FC TDLC TD FC TOTAL
Operating cost (%) 25.35% 7.62% 3.14% 3.12% 7.64%
Payrall 10.51% 3.64% 1.90% 1.89% 3.64%
Depreciation 2.94% 0.43% 0.04% 0.02% 0.61%
Communications 2.86% 0.42% 0.04% 0.02% 0.60%
Board of directors 0.48% 0.48% 0.48% 0.48% 0.48%
Insurance 2.06% 0.30% 0.03% 0.01% 0.43%
Generd supplies 1.16% 0.45% 0.09% 0.10% 0.32%
SBS & FEPCMAC fees 0.99% 0.38% 0.08% 0.09% 0.27%
Deposit insurance 0.26% 0.26% 0.26% 0.26% 0.26%
Security 0.99% 0.14% 0.01% 0.01% 0.21%
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Number of Accountsby Strata (%)

Strata SavingsLC | Savings FC TDLC TD FC TOTAL
TOTAL 1,821 215 462 109 2,606
0 to US$ 100 77.7% 63.6% 13.1% 0.0% 61.8%
US$ 101 to US$ 500 13.9% 16.3% 29.4% 26.1% 17.4%
US$ 501 to US$ 1,000 4.1% 7.7% 13.0% 14.2% 6.4%
US$ 1,001 to US$ 5,000 3.2% 8.9% 22.5% 42.7% 8.8%
US$ 5,001 to US$ 10,000 0.3% 1.2% 4.5% 7.3% 1.4%
US$ 10,001 to 50,000 0.5% 2.1% 15.9% 6.9% 3.6%
US$ 50,001 to 100,000 0.1% 0.2% 1.5% 2.8% 0.5%
More than US$ 100,000 0.1% 0.0% 0.0% 0.0% 0.0%
Account Balances by Strata (%)

Strata SavinsLC Savings FC TDLC TD FC TOTAL
TOTAL (US$) 751,653 228,567 2,440,284 515,986 3,936,489
0 to US$ 100 2.3% 1.1% 0.1% 0.0% 0.5%
US$ 101 to US$ 500 7.5% 3.8% 1.4% 1.8% 2.7%
US$ 501 to US$ 1,000 7.1% 4.8% 1.8% 2.5% 3.1%
US$ 1,001 to US$ 5,000 17.0% 20.4% 9.3% 22.0% 13.1%
US$ 5,001 to US$ 10,000 5.8% 7.3% 6.2% 11.3% 6.9%
US$ 10,001 to 50,000 22.9% 51.1% 63.8% 25.4% 50.2%
US$ 50,001 to 100,000 23.9% 11.4% 17.5% 37.0% 20.9%
More than US$ 100,000 13.5% 0.0% 0.0% 0.0% 2.6%
Operating Cost by Strata (%)

Strata SavingsLC | Savings FC TDLC TD FC TOTAL
0 to US$ 100 633.7% 348.8% 575.4% 595.2%
US$ 101 to US$ 500 60.9% 37.0% 51.2% 34.5% 53.7%
US$ 501 to US$ 1,000 19.3% 12.0% 18.2% 14.2% 17.7%
US$ 1,001 to US$ 5,000 14.4% 4.0% 6.5% 5.4% 8.0%
US$ 5,001 to US$ 10,000 23.9% 3.0% 2.5% 2.3% 6.0%
US$ 10,001 to 50,000 1.9% 1.0% 1.3% 1.4% 1.4%
US$ 50,001 to 100,000 0.9% 1.1% 1.0% 0.9% 0.9%
More than US$ 100,000 1.2% 1.2%
TOTAL 25.4% 7.6% 3.1% 3.1% 7.6%
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Costing in CRAC Sefior deLuren, asof April 2004

General Indicators of Deposits

SALC SA FC POLC PO FC TDLC TD FC TOTAL
Amount (US$) 25774741 2014966 | 534832 61,262 28863711 3437236 | 11512141
Number of accounts 8.730 2537 206 24 1,634 867 13,997
Average deposit (US$) 295 794 2,603 2,553 1,767 3,965 823
Average term (vears) 0.6 0.7
No. of transact. per month 17.040 2,095 14013 9 644 248 34,139
Transact. per account 2.0 0.8 68.2 4.1 0.4 0.3 2.4
Cost of Deposits (%) - Financial Costs Adjusted for Reserve Requirements
SALC SA FC POLC PO FC TDLC TD FC TOTAL
Financial cost (%) 3.3% 2.8% 2.2% 5.2% 14.8% 5.0% 6.6%
Operating cost (%) 13.1% 5.1% 31.6% 17.3% 3.5% 2.8% 7.1%
- Fixed 3.3% 1.7% 1.0% 1.0% 1.1% 0.9% 1.6%
- Variable 9.9% 3.5% 30.5% 16.3% 2.3% 1.9% 5.5%
Total cost (%) 16.5% 7.9% 33.7% 22.5% 18.3% 7.8% 13.7%
SALC SAFC POLC PO FC TDLC TD FC TOTAL
(Operating cost per account
Lﬁ per month) 3.2 3.4 68.5 36.8 51 9.2 4.9
Financial Costsby Strata (%) - Financial Costs Adjusted for Reserve Requirements
SALC SA FC POLC PO FC TDLC TD FC TOTAL
0to US$ 100 3.3% 2.8% 2.2% 5.2% 20.3% 5.1% 4.3%
US$ 101 to US$ 500 3.3% 2.8% 2.2% 5.2% 13.9% 3.9% 5.3%
US$ 501 to USS$ 1.000 3.3% 2.8% 2.2% 5.2% 14.2% 3.8% 5.9%
US$ 1,001 to US$ 5.000 3.3% 2.8% 2.2% 5.2% 13.7% 4.0% 6.4%
US$ 5,001 to 10,000 3.3% 2.8% 2.2% 5.2% 15.2% 5.2% 7.4%
US$ 10,001 to US$ 50,000 3.3% 2.8% 2.2% 5.2% 16.7% 5.9% 8.4%
USS$ 50.001 to US$ 100,000 2.8% 19.8% 7.4% 9.2%
More than US$ 100,000 2.2% 12.8% 4.6% 5.6%
TOTAL 3.3% 2.8% 2.2% 5.2% 14.8% 5.0% 6.6%
Principal Operating Costs (%)
SALC SAFC POLC PO FC TDLC TD FC TOTAL
Operating cost (%) 13.15% 5.11% 31.57% 17.31% 3.45% 2.80% 7.10%
Payroll 2.98% 1.24% 3.09% 0.90% 0.78% 0.55% 1.39%
Deposit insurance 0.85% 0.85% 0.85% 0.85% 0.85% 0.85% 0.85%
Depreciation 1.21% 0.19% 4.80% 0.30% 0.04% 0.01% 0.54%
Honoraria 1.45% 0.54% 0.16% 0.17% 0.24% 0.11% 0.52%
General supplies 1.15% 0.18% 4.58% 0.28% 0.04% 0.01% 0.52%
Communications 1.06% 0.17% 4.19% 0.26% 0.04% 0.01% 0.47%
Security 0.80% 0.13% 3.95% 0.37% 0.11% 0.04% 0.43%
Publicity 0.30% 0.39% 1.46% 12.74% 0.27% 0.23% 0.41%
Maintenance of accounts 0.75% 0.12% 2.97% 0.18% 0.03% 0.01% 0.34%
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Number of Accounts by Strata (%)

Strata SALC SA FC POLC PO FC TDLC TD FC TOTAL
TOTAL 8,730 2,537 206 24 1,634 867 13,997
0to US$ 100 67.4% 37.3% 40.9% 41.7% 16.2% 4.3% 51.7%
USS$ 101 to US$ 500 19.0% 26.6% 18.5% 16.7% 23.6% 10.1% 20.4%
US$ 501 to US$ 1,000 6.5% 14.2% 6.6% 8.3% 18.7% 21.2% 10.2%
US$ 1,001 to US$ 5.000 6.3% 19.9% 25.3% 14.6% 34.0% 45.0% 14.7%
US$ 5,001 to 10,000 0.5% 1.4% 5.6% 8.3% 5.0% 12.0% 2.0%
USS$ 10,001 to US$ 50,000 0.2% 0.5% 2.9% 10.4% 2.4% 6.9% 10%
US$ 50,001 to US$ 100,000 0.0% 0.0% 0.0% 0.0% 0.1% 0.2% 0.0%
More than US$ 100,000 0.0% 0.0% 0.2% 0.0% 0.1% 0.2% 0.0%
Account Balances by Strata (%)

Strata SALC SA FC POLC PO FC TDLC TD FC TOTAL
TOTAL (US$) 2,577,474 | 2,014,966 | 534,832 61,262 2,886,371 | 3,437,236 | 11,512,141
0to US$ 100 3.6% 11% 0.4% 0.3% 0.2% 0.0% 11%
US$ 101 to US$ 500 15.5% 8.7% 1.9% 1.8% 4.1% 1.1% 6.4%
US$501to US$ 1.000 15.9% 12.9% 1.9% 2.7% 7.6% 4.2% 9.1%
USS$ 1,001 to US$ 5.000 43.4% 53.0% 23.1% 12.2% 40.6% 28.3% 38.8%
US$ 5,001 to 10,000 12.3% 12.1% 15.8% 21.8% 18.9% 23.5% 17.5%
US$ 10,001 to US$ 50,000 9.3% 9.1% 24.0% 61.2% 22.5% 31.4% 20.1%
US$ 50,001 to US$ 100,000 0.0% 3.2% 0.0% 0.0% 2.1% 3.6% 2.2%
More than US$ 100,000 0.0% 0.0% 32.9% 0.0% 4.0% 7.8% 4.9%
Operating Cost by Strata (%)

Strata SALC SA FC POLC PO FC TDLC TD FC TOTAL
0to US$ 100 161.8% 105.8% | 5200.1% 988.6% 120.6% 163.3% 229.8%
USS$ 101 to USS$ 500 16.3% 11.4% 80.0% 138.0% 10.8% 11.5% 15.1%
US$ 501 to US$ 1,000 6.7% 5.3% 38.3% 83.1% 5.7% 6.5% 6.6%
USS$ 1,001 to US$ 5.000 4.2% 3.1% 23.9% 24.5% 3.1% 3.1% 4.0%
US$ 5,001 to 10,000 2.9% 2.8% 12.0% 14.4% 2.4% 2.3% 3.0%
US$ 10,001 to US$ 50,000 16.6% 2.6% 6.9% 5.9% 2.1% 2.0% 3.9%
US$ 50,001 to US$ 100,000 3.6% 3.4% 2.6% 34%
More than US$ 100,000 4.5% 2.6% 2.2% 3.0%
TOTAL 13.1% 5.1% 31.6% 17.3% 3.5% 2.8% 7.1%
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Cogting in FFP FIE, as of June 2004

General Indicators of Deposits

Savings Accounts Time Deposits Time Deposits TOTAL
lndividuals Companies
Amount (US$) 5,256,973 8,169,930 8,739,109 22,166,011
Number of accounts 21,729 974 91 22,794
Average deposit (US$) 242 8,388 96,034 972
Average term (years) 1.2 1.2
No. of transact. per month 32,406 543 40 32.989
Transact. per account 15 0.6 04 14
Cost of Deposits (%) - Financial Costs Adjusted for Reserve Requirements
Savings Accounts Time Deposits Time Deposits TOTAL
Individuals Companies
Financial cost (%) 2.9% 5.9% 5.9% 5.2%
Operating cost (%) 16.1% 1.7% 1.4% 5.0%
- Fixed 2.9% 1.1% 1.1% 1.5%
- Variable 13.2% 0.6% 0.3% 3.5%
Total cost (%) 19.1% 7.6% 7.3% 10.2%
Savings Accounts Time Deposits Time Deposits TOTAL
Individuals Companies
Operating cost per account
(USS$ per month) 3.3 11.7 111.6 4.0
Financial Cost by Strata (%) - Financial Costs Adjusted for Reserve Requirements
Savings Accounts Time Deposits Time Deposits TOTAL
Individuals Companies
0 to US$ 500 2.9% 4.6% 3.6% 3.1%
US$ 500 to 1,000 2.9% 4.4% 0.0% 3.2%
US$ 1,001 to 5,000 2.9% 4.9% 6.5% 3.6%
US$ 5,001 to 10,000 2.9% 5.8% 6.4% 4.9%
US$ 10,001 to US$ 50,000 2.9% 5.6% 5.6% 5.4%
US$ 50,001 to 100,000 2.9% 6.7% 6.0% 6.2%
More than US$ 100,000 2.9% 6.7% 6.0% 5.9%
TOTAL 2.9% 5.9% 5.9% 5.2%
Principal Operating Costs (%)
SavingsAccount Time Deposits Time Deposits TOTAL
Individuals Companies
Operating cost (%) 16.13% 1.68% 1.39% 4.99%
Payroll 6.70% 0.99% 0.86% 3.44%
Taxes 1.51% 0.02% 0.00% 1.03%
Rent 0.95% 0.01% 0.00% 0.65%
Depreciation 0.94% 0.01% 0.00% 0.64%
Communications 2.08% 0.06% 0.01% 0.52%
Office supplies 0.56% 0.01% 0.00% 0.39%
Maintenance and repairs 0.55% 0.01% 0.00% 0.38%
Security 0.39% 0.02% 0.00% 0.27%
Computer services 0.37% 0.00% 0.00% 0.25%
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Number of Accountsby Strata (%)

Savings Accounts Time Deposits Time Deposits TOTAL
Strata Individuals Companies
TOTAL 21,729 974 91 22,794
0 to US$ 500 90.2% 15.8% 0.6% 86.6%
US$ 501 to 1,000 3.9% 14.1% 1.1% 4.3%
US$ 1.001 to 5.000 5.3% 37.3% 4.4% 6.7%
US$ 5.001 to 10,000 0.5% 15.3% 4.4% 1.1%
US$ 10.001 to USS$ 50,000 0.1% 14.6% 42.0% 0.9%
US$ 50.001 to 100,000 0.0% 2.2% 24.3% 0.2%
More than US$ 100,00C 0.0% 0.7% 23.2% 0.1%
Account Balances by Strata (%)

Savings Accounts Time Deposits Time Deposits TOTAL
Strata Individuals Companies
TOTAL (US$) 5,256,973 8,169,930 8,739,109 22,166,011
0to US$ 500 13.6% 0.5% 0.0% 3.4%
US$ 501 to 1.000 11.7% 1.4% 0.0% 3.3%
US$ 1,001 to 5,000 45.4% 12.0% 0.1% 15.2%
US$ 5,001 to 10,000 12.6% 13.8% 0.3% 8.2%
USS$ 10,001 to US$ 50,000 10.5% 39.2% 13.9% 22.4%
US$ 50,001 to 100,000 2.8% 18.0% 18.7% 14.7%
More than US$ 100,000 3.5% 15.1% 67.0% 32.8%
Operating Cost by Strata (%)

Savings Accounts Time Deposits Time Deposits TOTAL
Strata Individuals Companies
0 to US$ 500 92.1% 36.7% 335.3% 89.1%
USS$ 501 to 1,000 7.9% 12.1% 147.3% 8.7%
US$ 1,001 to 5,000 3.2% 4.1% 38.7% 3.6%
US$ 5,001 to 10,000 6.9% 1.8% 15.3% 3.8%
US$ 10,001 to US$ 50,000 2.9% 1.0% 3.2% 1.7%
US$ 50,001 to 100,000 1.2% 0.7% 1.7% 1.2%
More than US$ 100,000 0.7% 0.6% 0.8% 0.8%
TOTAL 16.1% 1.7% 1.4% 5.0%
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Costing in CMAC Arequipa, as of June 2004

General Indicatorsof Deposits

SALC | SA FC TDLC TD FC WA LC WA FC IFILC |Fl FC TOTAL
Amount (US$) 11,659.420|17.418 926]27,477.732|24,975 220 2,516,698 | 1.290.263] 5.363.305| 1.013.010] 91,714,581
No. of accounts 57.409 27.288 4,599 5810 3.526 1517 25 21 100,194
Average deposit (US$) 203 638 5,975 4,299 714 851 214,532 | 48,239 915
Average term (vears) 20 11 03 0.9
No. of transact. per month 202.852 38.463 2,755 2128 6.827 2,789 3947 1106 260.867
Transact. per account 35 14 0.6 04 19 1.8 157.9 52.7 2.6

Cost of Deposits (%) - Financial Costs Adjusted for Reserve Requirements

SALC SA FC TDLC TD FC WALC WA FC IFI LC |FlI FC TOTAL
Financial costs (%) 2.0% 1.3% 14.5% 7.1% 17.6% 6.0% 5.6% 2.9% 7.7%
Operating costs (%) 19.2% 4.6% 1.3% 1.4% 4.7% 4.1% 1.5% 1.8% 4.4%
- Fixed 2.5% 1.0% 0.4% 0.4% 0.9% 0.8% 0.3% 0.4% 0.8%
- Variable 16.6% 3.7% 0.9% 1.0% 3.8% 3.2% 1.2% 1.4% 3.6%
Total costs (%) 21.1% 6.0% 15.8% 8.5% 22.4% 10.0% 7.1% 4.7% 12.1%
SALC SA FC TDLC TD FC WA LC WA FC |FILC |Fl FC TOTAL
Operating cost per account
LUSE per month 32 25 6.6 50 2.8 2.9 268.7 70.5 3.4

Financial Costs by Strata (%) - Financial Costs Adjusted for Reserve Requirements

SALC SA FC IDLC TDFC | WALC | WAFC IFILC IFI FC TOTAL
0to US$ 100 2.2% 1.4% 7.7% 41% 17.6% 6.0% 3.3%
US$ 101 to US$ 500 2.1% 1.3% 8.7% 5.9% 17.6% 6.0% 3.6%
USS$ 501 to USS$ 1,000 2.1% 1.3% 9.0% 5.9% 17.6% 6.0% 3.7%
US$ 1,001 to US$ 5,000 2.1% 1.3% 10.7% 6.0% 17.6% 6.0% 0.7% 4.6%
US$ 5,001 to US$ 10,000 1.9% 1.3% 12.5% 6.4% 17.6% 6.0% 3.8% 1.3% 5.8%
US$ 10,001 to US$ 50.000 1.7% 1.4% 15.3% 7.1% 17.6% 6.0% 1.3% 0.9% 9.2%
US$ 50,001 to US$ 100,000 1.4% 0.7% 16.2% 8.2% 17.6% 6.0% 1.3% 0.7% 13.1%
More than US$ 100,000 1.5% 15.6%
TOTAL 2.0% 1.3% 14.5% 7.1% 17.6% 6.0% 5.6% 2.9% 7.7%
Principal Operating Costs (%)

SALC SA FC TDLC TDFC | WALC | WAFC IFILC IFI FC TOTAL
Operating cost (%) 19.17% | 4.65% 1.32% 1.40% | 4.74% | 4.07% 150% | 1.75% 4.39%
Payroll 6.57% 1.73% 0.50% 0.54% 1.73% 1.49% 0.52% 0.60% 1.57%
Insurance 1.88% 0.60% 0.06% 0.09% 0.54% 0.45% 0.00% 0.01% 0.42%
Depreciation and amortization] 2.28% 0.29% 0.01% 0.01% 0.36% 0.28% 0.10% 0.14% 0.37%
Deposit insurance 0.36% 0.36% 0.36% 0.36% 0.36% 0.36% 0.36% 0.36% 0.36%
Future works 1.31% 0.42% 0.04% 0.06% 0.37% 0.31% 0.00% 0.01% 0.29%
Security 1.40% 0.18% 0.01% 0.01% 0.22% 0.17% 0.06% 0.09% 0.23%
Rent 1.20% 0.15% 0.01% 0.01% 0.19% 0.15% 0.05% 0.08% 0.20%
Office supplies 0.83% 0.11% 0.00% 0.00% 0.13% 0.10% 0.04% 0.05% 0.14%
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Number of Accountsby Strata (%)

Strata SALC SA FC TDLC TDFC WALC | WAFC IFILC IFI FC TOTAL
TOTAL 57,409 27,288 4,599 5,810 3,526 1,517 25 21 100,194
0to US$ 100 79.9% 62.9% 3.3% 0.1% 76.2% 57.1% 0.0% 0.0% 66.6%
US$ 101 to US$ 500 12.7% 15.5% 30.7% 14.4% 11.0% 20.9% 0.0% 0.0% 14.5%
US$501to US$ 1.000 3.4% 7.3% 16.6% 18.8% 3.1% 6.5% 0.0% 0.0% 6.0%
US$ 1,001 to US$ 5,000 3.5% 11.6% 33.4% 48.7% 5.7% 10.9% 0.0% 14.3% 9.9%
US$ 5.001 to US$ 10,000 0.3% 1.8% 6.6% 11.2% 2.2% 3.0% 8.0% 4.8% 1.8%
US$ 10,001 to US$ 50.000 0.1% 0.9% 7.3% 6.3% 1.8% 1.6% 28.0% 42.9% 1.1%
US$ 50,001 to US$ 100,000 0.0% 0.0% 11% 0.3% 0.1% 0.1% 16.0% 9.5% 0.1%
More than US$ 100,000 0.0% 0.0% 1.0% 0.3% 0.0% 0.0% 48.0% 28.6% 0.1%
Account Balancesby Strata (%)

Strata SALC SA FC TDLC TD FC WA LC | WAFC IFI LC IFI FC TOTAL
TOTAL (US$) 11,659,42917,418,926027,477,73224,975,220] 2,516,698] 1,290,263 | 5,363,305] 1,013,010 91,714,581
0to US$ 100 4.7% 1.3% 0.0% 0.0% 1.5% 1.4% 0.0% 0.0% 0.9%
US$ 101 to US$ 500 14.6% 6.0% 1.4% 1.2% 3.6% 5.8% 0.0% 0.0% 3.9%
US$ 501 to US$ 1,000 11.7% 8.0% 2.0% 3.3% 3.0% 5.4% 0.0% 0.0% 4.7%
USS$ 1,001 to US$ 5,000 33.7% 39.1% 12.4% 26.2% 19.6% 29.4% 0.0% 1.0% 23.5%
US$ 5,001 to US$ 10,000 10.4% 19.4% 7.5% 17.6%. 22.2% 24.3% 0.2% 0.6% 13.0%
US$ 10,001 to US$ 50,000 12.8% 23.2% 25.2% 25.7% 44.3% 29.4% 4.2% 20.6% 22.7%
USS$ 50,001 to US$ 100,000 2.8% 2.9% 12.1% 4.2% 5.8% 4.4% 4.3% 9.8% 6.2%
More than US$ 100,000 9.3% 0.0% 39.4% 21.8% 0.0% 0.0% 91.3% 68.0% 25.0%
Operating Cost by Strata (%)

Strata SALC SA FC TDLC 1D FC WA LC WA FC IFILC IFI FC TOTAL
0to US$ 100 281.8% 187.1% 61.3% 78.2% 205.9% | 138.7% 247.8%
US$ 101 to US$ 500 19.0% 11.9% 15.0% 10.2% 13.3% 13.2% 15.5%
US$ 501 to US$ 1,000 8.0% 4.6% 6.3% 4.9% 5.1% 5.1% 6.0%
USS$ 1,001 to US$ 5,000 4.2% 2.0% 2.5% 2.1% 2.0% 2.0% 9.9% 2.5%
US$ 5.001 to US$ 10,000 3.0% 11% 1.3% 1.1% 1.1% 11% 29.8% 10.2% 14%
USS$ 10,001 to US$ 50,000 2.2% 0.9% 0.8% 0.8% 0.8% 0.8% 5.7% 2.3% 1.0%
US$ 50,001 to US$ 100,000 2.9% 0.8% 0.7% 0.7% 0.7% 0.7% 2.7% 1.3% 0.9%
More than US$ 100,000 1.1% 0.7% 0.7% 1.2% 1.5% 0.8%
TOTAL 19.2% 4.6% 1.3% 1.4% 4.7% 4.1% 1.5% 1.8% 4.4%
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General Indicatorsof Deposits

Costingin CMAC Piura, asof June 2004

SALC SA FC POLC PO FC TDLC TD FC WALC WA FC TOTAL
|Amount (US$) 5,875,167 4,132.643] 5,530,145] 1,660,318] 38,838,187 39,124,274 581,482 | 768,183 | 96,510,402
Number of accounts 38,671 7.947 2,909 393 17,166 12571 3116 2,683 85.455
Average deposit (US$) 152 520 1,901 4,225 2,263 3,112 187 286 1,129
Average term (vears) 0.4 0.3
No. of transact. per month 40,962 4,807 1.367 56 6,055 2941 1,397 710 58,295
Transact. per account 1.1 0.6 0.5 0.1 0.4 0.2 0.4 0.3 0.7
Cost of Deposits (%) - Financial Costs Adjusted for Reserve Requirements

SALC SA FC POLC PO FC TD LC TD FC WALC | WAFC TOTAL
Financial costs (%) 1.9% 1.9% 1.9% 1.9% 11.6% 7.2% 18.4% 8.1% 8.1%
Operating costs (%) 27.7% 6.2% 2.3% 1.4% 1.9% 1.6% 12.8% 6.7% 3.6%

- Fixed 1.2% 0.5% 0.3% 0.2% 0.3% 0.3% 0.8% 0.6% 0.3%
- Variable 26.5% 5.7% 2.0% 1.1% 1.6% 1.3% 11.9% 6.2% 3.3%
Total costs (%) 29.6% 8.1% 4.2% 3.3% 13.5% 8.7% 31.2% 14.9% 11.7%

SALC SA FC POLC PO FC TDLC TD FC WALC WA FC TOTAL
Operating cost per account
LSS per month) 3.5 27 3.6 48 3.6 4.0 2.0 16 34
Financial Costsby Strata (%) - Financial Costs Adjusted for Reserve Requirements

SALC SAFC POLC PO FC TDLC TDFC WALC | WAFC TOTAL
0to US$ 100 1.9% 1.9% 1.9% 19% 8.1% 6.1% 26.2% 14.0% 6.6%
US$ 101 to US$ 500 1.9% 1.9% 1.9% 1.9% 8.2% 6.3% 22.7% 11.5% 5.9%
USS$ 501 to USS$ 1,000 1.9% 1.9% 1.9% 1.9% 8.6% 6.3% 19.9% 8.5% 6.0%
US$ 1,001 to US$ 5,000 9% 1.9% 1.9% 1.9% 10.5% 6.4% 15.6% 6.7% 6.7%
US$ 5,001 to US$ 10,000 1.9% 1.9% 1.9% 1.9% 11.5% 6.7% 17.0% 6.6% 7.3%
US$ 10,001 to US$ 50.000 1.9% 19% 1.9% 1.9% 12.7% 7.3% 17.1% 7.0% 8.8%
USS$ 50,001 to US$ 100,000 1.9% 1.9% 1.9% 1.9% 16.7% 8.6% 11.5%
More than US$ 100,000 1.9% 1.9% 1.9% 1.9% 10.5% 8.3% 8.8%
TOTAL 1.9% 1.9% 1.9% 1.9% 11.6% 7.2% 18.4% 8.1% 8.1%
Principal Operating Costs (%)

SALC SA FC POLC PO FC TD LC TD FC WA LC | WAFC TOTAL
Oper ating cost (%) 27.67% | 6.18% 2.25% 1.36% 1.90% 1.56% 12.77% | 6.75% 3.63%
Payroll 10.07% [ 2.15% 0.67% 0.34% 0.55% 0.42% 4.68% 2.44% 1.19%
Security 3.34% 0.56% 0.12% 0.02% 0.07% 0.04% 1.15% 0.44% 0.29%
Rent 3.04% 0.51% 0.11% 0.01% 0.07% 0.03% 1.05% 0.40% 0.26%
Communications: telephone 2.89% 0.48% 0.10% 0.01% 0.06% 0.03% 1.00% 0.38% 0.25%
General supplies 2.43% 0.40% 0.09% 0.01% 0.05% 0.03% 0.84% 0.32% 0.21%
Publicity and publications 1.22% 0.36% 0.10% 0.04% 0.08% 0.06% 0.99% 0.65% 0.16%
Insurance 0.93% 0.27% 0.07% 0.03% 0.06% 0.05% 0.76% 0.50% 0.13%
Other services 0.75% 0.22% 0.06% 0.03% 0.05% 0.04% 0.61% 0.40% 0.10%
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Number of Accountsby Strata (%)

Strata SALC SA FC POLC PO FC TDLC TDFC WALC | WAFC TOTAL
TOTAL 38,671 7,947 2,909 393 17,166 12,571 3,116 2,683 85,455
0to US$ 100 8L7% | 671% | 640% | 57.3% | 215% 0.2% 85% 73.2% 58.6%
US$ 101 to US$ 500 12.3% 16.3% 15.4% 13.2% 37.4% 28.1% 9.7% 17.7% 19.2%
US$ 501 to US$ 1,000 30% 6.0% 6.1% 5.3% 13.8% 17.9% 2.1% 3.7% 7.1%
US$ 1,001 to US$ 5,000 27% 8.6% 9.9% 15.0% 19.4% 35.9% 18% 44% 10.7%
|USS$ 5,001 to US$ 10,000 0.2% 1.3% 2.2% 3.8% 34% 8.9% 05% 0.7% 2.1%
USS$ 10,001 to US$ 50,000 0.1% 0.7% 19% 3.8% 4.0% 8.3% 0.4% 04% 2.0%
US$ 50,001 to US$ 100,000 0.0% 0.0% 0.3% 0.8% 0.4% 0.6% 0.0% 00% 0.2%
More than US$ 100,000 0.0% 0.0% 0.3% 0.8% 0.3% 0.3% 0.0% 0.0% 0.1%
Account Balancesby Strata (%)

Strata SALC SA FC POLC PO FC TDLC TDFC WALC | WAFC TOTAL
TOTAL (US$) 5,875,167] 4,132,643 5,530,145| 1,660,318 38,838,18739,124,274 581,482 | 768,183 | 96,510,402
0to US$ 100 5% 1.7% 0.4% 0.2% 0.4% 0.0% 8.7% 8.2% 0.7%
USS$ 101 to US$ 500 18.7% 7.3% 2.0% 0.7% 3.3% 1.8% 11.% 13.0% 3.8%
US$ 501 to US$ 1,000 13.7% 8.1% 2.3% 0.9% 3.5% 3.1% 7.3% 8% 4.1%
US$ 1,001 to US$ 5,000 342% | 355% | 115% 81% 14.8% 19.4% 207% 32.3% 18.6%
US$ 5,001 to US$ 10,000 10.8% 16.6% 8.2% 6.6% 8.3% 15.0% 199% 17.7% 11.6%
USS$ 10,001 to US$ 50,000 138% | 22.7% | 19.9% | 156% | 27.7% 36.8% 3L5% 19.9% 290.6%
US$ 50,001 to US$ 100,000 |  05% 4.6% 9.7% 10.6% 8.7% 9.2% 0.0% 0.0% 8.2%
Morethan US$ 100,000 24% 35% 45.9% 57.3% 33.3% 14.7% 0.0% 0.0% 23.3%
Operating Cogt by Strata (%)

Strata SALC SA FC POLC POFC TDLC TDFC WALC | WAFC TOTAL
0to US$100 333.0% | 177.6% | 167.4% | 1183% 57.3% 64.3% 118.0% | 53.7% 211.1%
US$ 101 to US$ 500 25.7% 149% 13.6% 10.5% 12.7% 12.3% 105% 8% 16.5%
US$ 501 to US$ 1,000 9.3% 6.0% 4.% 4.1% 5.0% 5.0% 4.2% 33% 5.9%
US$ 1,001 to US$ 5,000 4.1% 2.9% 2.6% 2.0% 2.2% 2.2% 1.9% 16% 2.5%
|USS$ 5,001 to US$ 10,000 22% 16% 13% 1.2% 13% 13% 12% 11% 13%
US$ 10,001 to US$ 50.000 12% 11% 1.2% 1.0% 1.0% 1.0% 1.0% 10% 10%
US$ 50,001 to US$ 100,000 | 09% 0.9% 0.9% 0.9% 0.9% 0.9% 0.9%
More than US$ 100,000 0.9% 0.9% 0.9% 0.9% 0.9% 0.9% 0.9%
TOTAL 27.7% 6.2% 2.3% 1.4% 1.9% 1.6% 12.8% 6.7% 3.6%
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