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Shorebank 1929 Annual Review - Executive Summary

Overall
Comments

As BRAC enters the 217 century as well as the last year of the RDP TV
program, the organization builds on a track record of substantial success as
1t works to face sume very significant issues: maintaining overall loan
portfolio quality. continued rapid growth, overall program sustainability,
rapidly increasing asset/liability complexity, growing a much desper and
stronger management capacity, and managing a significant increase n the
scope of its savings program_ The first issue—maintaining portfolio
quality—is the most pressing short-term issue. The last issue—growing the
savings program—is probably the most significant and complex long-term
financial challenge facing BRAC

In general, Shorebank staff believes that BRAC is well positioned to face
these challenges. Having said that, 1t is also our judgment that BRAC can
only successfully resolve thess issues if it takes strong and direct action on
at least two major fronts: (a) increasing its commitment to strengthen and
broaden its management ranks and capacities; and (b) creating a risk-
management framework that is considerably broader and more analytical
than the one currently m place.

In the most straightforward terms, we believe that BRAC’s success,
which continues to be truly remarkable. is increasingly in danger of
outgrowing its current operational and risk management structure and
capacities.

As of the end of 1999, 23% of outstanding loans and 16% of the value of the
portfolio had one or more payments overdue  This significant deterioration
of portfolio quality between mid-1998 and year-end 1999 is an garly-
warning indicator of the serious nature of these organizational strains. We
do not beheve this s just a flood impact: BRAC must respond now, not
later. As we stressed in the 1998 report, the challenges of growth are
powerful, but are nonetheless very dangerous and must be resolved before
they create serious problems.

Loan Portfolio
Growth &
Quality

The loan portfolio grew from 5.1 to 6.8 billion Taka in 1999, continuing a
ten-year history of extraordinary growth. Unfortunately, this growth was
also accompanied by asigmificant detenoration in portfolio gquality, with
16% of the portfolio havingz one or more payments past due as of the end of
1999.

Whatever the cause, having over Taka 1 billion and 630,000 loans past due
is a cause for significant concern. While there are most likely multiple
causes for the delinquency issue (continuing effects of the flood, hanals. the
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ill-fated move to bi-weekly meetings, and double-loans), the real cause in
our view is that the current management and risk analysis capacity of BRAC
is probably being outstrippad by its rapid financial growth.

This is not a *“fire alarm™ at this point, but it 15 a very serious sarly-warning
signal that should not be ignored. The symptom is 16% porifolio past due;
the fundamental cause. i our view, is that the “human capital™ and
management capacities at BRAC are being outstrippad by the demands
created by financial. program and portfolio growth. While BRAC s success
in program and strategic innovation (MELA, BUP, PSE’s, BRAC Bank,
new savings products) are creating increased vitality for BRAC, this success
is also placing very substantial demands on management attention, time and
resources. Simply put, management and leadership system is being
stretched too thin.

Loan Portfolio
Management
and Strategy

It is excellent news that BRAC is moving to computerize all of ns branches
(50 completed as of vear end 1999), with a target completion of end of the
year 2000. Over time, this will significantly upgrade the quality of available
portfolio and savings data, reduce time lags between the field and head
office, and give management at all levels significantly improved capacities
for analysis. This program should be accelerated as much as possible

To take advantage of this capacity, however, this increased informanon flow
must be accompanied by a parallel increase in BRAC s capacity to analyze
and mterpret this data, a capacity that is in very short supply at BEAC. The
organization can generate impressive and overwhelming amounts of
information, but like many NGOs it has been unable to date to deveiop
significant analytical capacity. This gap must be remedied quickly. for the
challenges facing BRAC over the coming several years are of mcreasing
complexity that will demand deep analytical resources.
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Membership
Trends

Membership continues to grow steadily (23% growth in 1999} although ata
slower growth rate than the financial growth of the portfolio. The creation
of outposts as adjuncts to existing branches has enabled a higher density of
thana coverage. It is our hope that in the long run, this denser “market
coverage” will yield improved development impact and cost efficiencizss.

Member Savings
Activities

BRAL s net savings increased by 30% duning 1999, a significant rate of
growth although substantially slower than in 1998 It is clear that one
impact of the flood was to increase withdrawals and reduce savings. The
successful introduction of three new savings products at BRAC’s Urban
Program bodes well for expanded savings activity in BRAC s rural
programs; but the 1ssue of savings growth will still present some of the most
complex and demanding issues that will face BRAC over the next several
years, Clearly there 1s a nead for BRAC to move more aegressively on s
savings activities: not only is that sood for low-income people all over
Bangladesh, but it 1s an increasingly important source of capital to support
BRAC s growth.

The increasing importance of savings will create the need for BRAC 10
create a “savings mentality” n 1ts staff and management systems. just as it
has worked to grow a “lending mentality” over the past ten years. At fimes
these two perspectives will be in tension, and these tensions must be
managed carefully.

Branch
Sustainability

The microfinance (RCP/RDP/PRKSF/MELA/BUP) programs are sustainable
as a whole with the total microfinance program generating roughly a 3%
surplus each year. The issue now is not the operational sustainability of the
micrafinance programs, but rather the challenge of finding loan capital 1o
support growth. Internally generated surpluses will not support capital
growth: that will require growth of savings and increased borrowed funds
from entities like PKSF.

The sector programs face much greater sustainability challenges, for cost
recovery for the sector programs is only about 20%, leaving an unfunded
gap of 80% for these services. We suggest a combination of service fee
increases, reduced operating expenses, new grant funding sources and very
limited use of Program Support Enterprise income to support the sector
program.

In our view, the most effective use of the growing amount of PSE income is
to remvest it into capital investments and growing the capacity of the PSE
programs, for these are high-vizld and high impact activities that should be
grown as rapidly as possible.
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The Subsidy Dependence Index for BRAC's microfinance program was
determined to be 0.25 or 25%. This means that if BRAC increased its
effective interest rate to about 3 1% (1.e. a 25% increase on its current
effective rate), 1t would be self-sufficient on a market basis without access to
lower cost funds or subsidies

BRAC RLF
Reporting

BRAC is essentially running a US $165 million bank within the larger
structure of a non-profit NGO. Shorebank recommends that BRAC create
an annual audited “bank report”™ for the BRAC microfinance program. In
addition, we recommend the creation of an external Microfinance Adwvisory
Board, and the creation of a Finance and Business Research Unit that wall
support a significantly increased capacity to do risk analysis and
management for the BRAC microfinance activities.

Managing Risk
and CAMEL

BRAC needs to institute a much more formalized system of understanding
and Mmanagzing & wade range of nsks now facing the orzanizathion and the
loan portfolio. A standard system called CAMEL (Capital Adeguacy, Asset
Quality, Management, Eamnings and Liquidity Management) is used world-
wide in financial institutions. and we recommend this analytical structurs to
BRAC. Several other microfinance institutions have used the CAMEL
system to good bensfit. ACCION perhaps most notable, Owerall, Shorebank
stresses that risk management is not an event, but a culturs and a
management system. :

Special Donor
Concerns

= The BRAC Bank application has been stalled in legal proceedings,
but it still expected to be opened in 2000.

= The BRAC financial mods| needs to be updated to the increasing
asset/liability complexity of BRAC s funding structure.

= BRAC payments on the loan for the head office building are on
schedule,

» BRAC needs to develop an internal finance and busmess research
and analysis unit, to take advantage of the increasing flow of
information and the increasing nsed for analysis of the portfolio,
business sectoral concentrations and risks, and other related
financial issues.

Recommenda-
tions

Analyze and Reduce Delinquency.

Create Overall Risk Management System.
Focus on Savings Program Expansion.
Create Financial Industry Advisory Board.
Grow Organizational Analytical Capacity.

o el S

See Section 10 for a listing of Shorebank’s thirty-six detailed
recommendations.
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Opening Reflections: The Challenges of Growth & Sustainability

As the twenty-eight year old BRAC organization enters the 217 century, it enters a very
critical stage in its evolution. During the coming few years, BRAC must not only
continue to wrestle with the challenges of growth that were discussed in the 1998
Shorebank BRAC review, but now the organization must also contend with the emerging
issues of operational and financial sustainability.

The zood news is that it is BRAC s impressive successes over the past decade that have
created these challenges. From the RDP/RCP to the Urban to the MELA lending
programs, BRAC has clearly demonstrated that Microfinance can have a significant,
enduring and positive impact on millions of Bangladesh residents. The growth in
BRAC’s scope and scale has truly been impressive. and an inspiration to microfinance
organizations around the world.

The bad news, however, is that these very successes creates a hunger for capital and
operating funds that requires that BRAC dramatically increase its ability to access new
capital sources. Over the coming several years, a minimum of Taka 3 billion will be
needed merely to support the natural growth in loan demand from existing BRAC
members, let alone demand created by any new BRAC members. At the same time, and
perhaps more important, it is also these successes that place inereasing strain on BRAC s
general and risk management capacities and structures. -

* in the most straightforward terms, we believe that BRAC’s success, which continues
to be a truly remarkable achievement, is increasingly in danger of outgrowing its
current operational and risk manasement structure and capacities.

[n general, Shorebank staff believes that BRAC is well positioned to face these many
challenges. Having said that, it 15 also our judgment that BRAC will only successfully
resolve these issues if it takes strong and direct action on at least two major fronts: (a)
increasing its commitment to strengthen and broaden its management ranks and
capacities; and (b) creating a risk-management framework that is considerably broader
and more analytical than the one currently in place.

As of the end of 1999, 23% of outstanding loans and 16% of the value of the portfolio
now have one or more payments overdue. This significant deterioration of portfolio
guality berween mid-1998 and year-end 1999 is an early-warning indicator of the serious
nature of these organizational strains. BRAC must respond now, not later. As we
stressed in the 1998 report, the challenges of growth are powerful and seductive, but are
nonetheless very dangerous and must be resolved before they create serious problems.

As always, we thoroughly enjoyed working with BRAC employees, the Donors and the

DLO Office during the course of this Review. We hope that this review proves useful to
both BRAC and the Donor community.
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1. Portiolio Risk Management and Credii Related Activities

1.1  Portfolio Analysis

[ T | | |

Summary 7,000

G,000

T BRAC Portfolio Growth (TkMM)
{49% Avgl/Year Since 1989)

Continuing the trend of portfolio

growth that has been relentless for 000

the past ten years, BRAC s loan 4,000
pertfelio continued to grow

throush 1999, from Taka 5.1 300

billion to Taka 6.8 billion. This 2000

increase represents a 32% growth
in the portfolio. With only a 20% 1000
growth in membership, this 0

indicates an overall increase in 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

average loan outstanding per
borrower.

There has been deterioration in credit quality from June of 1998 to December of 1999

At vear-end, 16% of the TPO (vs. 10% in June 1998) and 630,000 (23%) of total loans
outstanding had missed one or more loan payments. Having over Taka 1 billion in
delinguent loans (Le. US $20MM) 1s clearly a cause for concern, and should be a focus of

| | |
BRAC Membership Growth
(23% AvglYear Since 1529)

000,000

2000000+

1.500.000

1,060,000

200,000

1383 1930 1991 1992 1993 1954 19.95 1996 1937 1998 19

significant management
energies during 2000. Should
this condition not improve or
should this condition persist
mto 2001, this would be an
extremely serious cause for
coneern.

Unfortunately, apart with
imterviews with management
and field staff, we did not have
the time and were unable to
access sufficient raw data to
ascertain the root of the
increase in past dues. At this

time (and based primarily on interviews), we are hopeful that these delinquencies are an
enduring effect from the 1998 flood. which created increased high risk refinancing,
higher dropout rates, reduced member discipline. increased savings withdrawals, and
other impacts that continue to linger and will take time to work their way through the
system. Secondary sources of delinquency were the significant level of hartals in 1999
(45 days) and the ill fated experiment of moving from weekly to bi-weekly VO meetings.
What is most disturbing is that the overall BRAC nisk management system has allowed
this condition to arise, and does not itself well understand the causal fogces.
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1.2  Changes in Disbursements, Outstanding, and Loan Size
Sectorwise Distribution of Principal Outstanding (RDP + RCP)

Sectoras % Sectoras % Percent June 1998 June 1988
TPO (June 98) TPO (June 99) Change TPO TPO
All Sectors 100% 100% 28% 4,443 407 5704811
Rural Trading 45% 47% 30% 2,086,096 2634176
Miscellaneous 18% 12% 14% 780,039 669774
Food Processing 10% 8% 7% 462 699 494 512
Agriculture 8% 9% 45% 344 883 500,420
Livestock/Poultry 6% 12% 145% 286 487 705,219
Fisheries 5% 8% 55% 229,748 356,692
Housing 2% 2% 8% 100,775 109,085
Rural Transport 2% 1% -20% 88,776 71758
Cofttage Industry 1% 1% -129% 34,423 30,287
Baor 0% 0% 30% 19,045 24 704
Health 0% 0% 89% 9,240 17,456
Services 0% 0% 161% 9 046 23,595
Sericulture 0% 0% BB% 8,703 14,592
Irrigation 0% 0% 7% 2,431 2585

Total principal outstanding (TPO) increased 32% from Taka 5.1 billion in December
1998 to Taka 6.8 billion in December 1999. BRAC devoted significant staff time over
the past two years to opening new branches and outposts and increasing its membership
reach. These outpost efforts are likely

to translate into an increased rate of 150
portfolio growth going forward.

oo

Except for a significant increase inthe 250 L .
Livestock and Poultry sectors (up from Growth in Branche
7.5% to 12%), there were few striking 2% [ |
changes in the value of each sectorasa 459
proportion of TPO. We would

recommend a targeted focus at the 100 PN —
dynamics of the poultry and livestock sg || ®# Branches
sector, for poultry & livestock is now - ““" ! .
the largest single, highly-concentrated - =
sector in the loan portfolio, and 1885 1996 1997 1998 1889

significant risk management attention

should be focused on this sector. Given the importance of this sector to the IGVGD
borrower base, the interaction with the sector program and the PSEs, the risk in this
sector is actually greater than is suggested by the 12% TPO concentration.

As was discussed in the 1998 review, the concentration in the Rural Trading sector is still

much too large, and defeats any meaningful analysis or management response. We again
state that this sector must be broken down into more meaningful sub-sectors, for market
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and risk analysis. BRAC must begin the process of breaking this “catch all” category
down into its significant constituent parts to support better understanding on the nsks
inherent in this aggregate sector. For the portfolio to rely on a market and risk
categorization scheme that has nearly 50% of the TPO in a single category is to defeat the

basic purpose of sectoral categorization at the outset.

Tk6,000

TkS.000 - Growth in Average Loan Size Due to Infiation

and Due {o ‘Real Growth'

Tk4,000

Tk3, 000

Tk2.000
Tk1,000 -

Tk

-Tk1,000

1983 1090 1991 1892 1953 1994 4905 1996 1997 1948

1998

The increase in TPO is due both to a rise in the number of loans disbursed as well as an

increase in the average loan size. The real value of the average loan size increased from
Tﬂk:—{ 4,500 in 1998 to Taka 4,900 in 1999. This represents a 9% increase vs. an inflation

25,000

Branchwise Total Portfolio Outstanding
Growth (1988-1999)

20,000

15,000

10,000

5,000

Year Year Year Year Year Year Year Year Year Year Year Year
3 4 5 & T 8 ] 10 11 12 13 14

rate increase of
between 7%
and 10% over
the past year

It is interesting
to note that the
“oniginal” 1989
BRAC first
loan amount of
Taka 1,600
would in 1998
be inflation
adjusted 1o be
Taka 2,700

As illustrated
by the previous
graph, all of the

yearwise branches experienced a growth in TPO between 1998 and 1999. As would be

expected, the most rapid growth was in the younger branches
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The effect of TPO growth in

the younger branches is 60 {

especially important and | I
powerful because there are G L
so many more of them. As 40, Branch Distribution By

illustrated by the graph to
the nght, there are many 3048
more vounger branches, so :
growth in that part of the
BRAC system has an
especially powerful impact
on total program wide TPO 0k

and future capital Year Year Year Year Year Year Year Year Year Year Year Year
E 3 4 5 B T 8 ] 10 11 1z 13 14
requirements.

20

104E

1.3 Changes in Sector
Portfolio Outstanding

The total principal outstanding (TPO) in BRAC's four sector programs (agriculture,
poultry and livestock, fisheries and sericulture) totaled 28% of the total loan portfolio in
June 1999, up from 24% in June 1998, The increase is due to the rise in the
poultry/livestock sector. The RDP IV Plan target is to have the sector programs occupy,
at least, 25% of TPO by the
year 2000.
. Cther Agriculture

: . 5% %
BRAC intends to increase Misc.
its portfolio in fisheries, - =
livestock/poultry and
agriculture in the years
ahead This is because the Food Poultry
net-profit for members Froeas=tn =%
operating in these sectors is
significantly higher than
many alternative options.

For example, the average Saclorwl m = i !
annual income a poor rural June 1999 R ==
household earns is : T

TkI2.000. A vegetable o *" Rural Trading
grower or chick rearer can e 4T%
increase their household

income by an additional 80% (Tk10,000) a year.

Fisheries

The largest long-term opportunities for growth are probably in the poultry and livestock
program as agriculture and fisheries need land, which is not easily available, and
sericuliure to date has not proved economically viable for either members or BRAC. The
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recent development of the poultry broiler strategy. which can earn a borrower upwards of
Taka 18,000 per year, is another growth area that has significant impact.

Recommendations: Sector Programs

1.

ek

Each manager of the sector programs should receive basic analytical training in
analyzing what is going on in their programs. They should produce regular analytical
reports on activity, service charge realizations vs. due, cost recovery, risk issues etc
instead of the list of raw numbers, which are currently being collected.

As long as BRAC can reduce better understand and reduce delinquency in its sector
programs, we recommend (based on interviews with key staff at head-office and in
the field) continuing to prioritize the development of poultry and agriculture (seed
and vegetable) sectors as these sectors appear lucrative to members given the
substantial market demand that exists.

BRAC should conduct an evaluation of the market demand, net profit to members,
development impact potential, problems faced by VO members and the value added
by each of the sector programs it is planning to help grow. This will help BRAC
reduce the riskiness of its portfolio in these sectors (especially poultry, fisheries, and
sericulture), and ‘also help it price it services (e.g. technical assistance) appropriately

1.4 Focus on Delinquency

As was stated in the summary, there has been deterioration in credit quality from June of
1998 to December of 1999. At year-end 1999, 16% of the TPO (vs. 10% in June 1998)
and 630.000 (23%) of total loans outstanding had missed one or more loan payments
Having over Taka 1 billion in delinquent loans (i.e. US $20MM) is clearly a cause for

3,000,000

2.500.00C +
2,000,000+
1,500,000 +°

1,000,000

1885 1900 1991 1992 1993 1594 1995 1996 1987 1998 1080

concern, and should be a focus
of significant management
energies during 2000. Should
this condition not improve or
should this condition persist
into 2001, this would be an
extremely serious cause for
concern.

| | |
BRAC Membership Growth
(23% AvglYear Since 1989)

Further detailed research by
BRAC staff necessary to
determine in what ways these
borrowers: have been affected
by the flood, are connected with
refinancing or increased hartals,

received larger loans or two loans, were related to the move to bi-weekly payments, or
have any other consistent explanation. Indeed. this type of research should be on-going,
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note just associated with Shorebank’s Annual Donor Review. We would encourage a

vear-long laser-like focus on
understanding the causes of
and reducing delinquency.

Aswedid in 1998, we
continue to see the need for
BRAC to develop a much
deeper market and business
insizht into higher nisk loan
sectors (fisheries, food
processing, sericulture and
housing), and sectors where
the portfolio has become
concentrated (e.z. in mral
trading and food
processing). As iflustrated
by the graph, there are
significant differences
between sectors in terms of
portfolio quality.

What is necessary is for
BRAC management (via the
creation of a new business
and finance research unit) to

Recent Delinquency: Percentage of Each Sector
with 1-12 Payments Missed (Dec 1939)

All Sectors E
Housing
Miscallansous
Food Processing
Rural Trading -£5
Fural Transport
Services
Cottage Industry &5
Sericulture g5
Livestock & Poultry EE
Fisheries

Baor

Irrigation

0% 5%

10%

15%

understand the reasons behind these variations, especially givén the sector concentrations
in most branches as we discussed in detail in last year's report, In addition, as will be
explored at a later point, we believe that BRAC needs to develop increased system-wide
capacity for overall risk management. of which portfolio credit risk is one element. We
have included this in our suggested areas for further technical support,

Based on interviews with staff and porifolio analysis. we believe that there are seven
reasons for portfolio delinquency. some of which are clearly interrelated:

i

%7

Lad

Flood. The lingering effect of the flood is that borrowers are still working out of that
economic disruption and the resulting loss of assets and earning power.

Bi-weekly meetings. The move to bi-weekly meetings contributed to late payments.
for catching up after missing one meeting for hartal or any other reason was made
more difficult in the bi-weekly situation. in that a borrower could easily find herself
two or four weeks behind. Bi-weekly VO meetings have been discontinued.
Computerization. The branch computerization process has been to remove some of
the discretionary slack in the loan pavment system (hartal and grace days, for
example). The presence of these discretionary days were used to compensate for loan
delinquencies, and their removal has been to increase delinquencies.
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4 Hartals. There were a significant number of hartals in 1999 (some estimates run
upwards of 45 days of hartal disruption), but hopefully recent conversations on the
political front suggest that this will not be repeated in 2000.

5. Refinancing. The use of refinancing during 1998 floods and beyond has likely
created a bubble of increased debt by borrowers who have a diminished capacity to
repay, and thus is a contributing factor to delinquency rates.

6. Drop-outs  As a result of the flood, there was a nise in the number of dropouts (see
graph) that contributed to the delinquency rate of the portfolio. Flood impacts (like
migration and loss of businesses) aside. it 1s unclear what are the causal forces behind
the higher dropout rate, which has been increasing since 1996. Certainly the flood

has been the most serious factor over the past year.
Double-loans. Staff report that borrowers with two loans outstanding have a

=]

significantly higher amount of delinquency. Since many VGD members have two
loans outstanding, this is often more pronounced among this group, and given that
they are among the most vulnerable, the risk is accentuated. We believe that the risk
is not giving two loans. per se. but rather doing the necessary assessment of very

strong borrowers’ businesses to determine

Comparison of Sector’s Share of Risky
Portfolic vs. Actual Share of Total Portfolio

Housing |
Miscellaneous [
Health

Food Processing

Rural Trading

Rural Transport 7 | B % Risky Loans

Services | 8% TPo

Cottage Industry

Sericulture
Livestock & Poultry
Fisheries [

Baor B

Irrigation
Agriculture

0% 10% 20% 306 alts 50%

whether or not they can handle larger repayments
throughout the loan term.

Percentage of Each Sector with 1-
12 Paymenis Missed (Dsc 1953)

Ak Sectors &

Housing

Misoallarecus
Heaith. EETE

Food Pracessing B2
Rurd Trading B
Rural Trasport E
Services k
Cattage Indwstry ¢
Sericultura
Livestock & Poutry. 55
Fisheries

e

Irmgation

0% 10% 20% 30% 40%
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The two previous graphs illustrate the relationship between risk and sectoral loans in the
portfolio. In general, the riskiest' (and disproportionately delinquent) sectors are housing,

Sector Programs (June 98- June 99)

‘Absuluh Taka and Percenta

food processing, and
livestock & poultry.

Shorebank recommends, as

450,000 - — 180% it did in 1998, that BRAC
400,000 - 148% 1 sa0% make a special business
350,000 I ! 120% study of these sectors to
300,000 4 | understand the specific
«250,000 + T 100%  factors that make these
=200,000 | A § B0% sectors much riskier than
el L 60% other sectors. Based on that
100000 1 | 0% understanding, BRAC can
E'D‘GGCI e take measures to more
i i effectively manage the risk.

Agriculture Fisheries Livestock Sericulture

and Peultry

Given the very significant
(146%) 1998-1999 absolute
growth in the Livestock and
Poultry sectors” portfolios (see chart above), examination of the risk factors in this sector
is especially important.

Recommendations: Portfolio Management

We strongly recommend that BRAC conduct a thorough analysis of the causes of
increased delinquency (7%sdeterioration since June 1998). Such an analysis will help
BRAC determine to what extent delinquency is a functien of borrowers receiving larger
loan sizes; borrowers receiving double loans, borrowers who were refinanced as a result
of the flood. concentrations in particular sectors; delinquency concentrations in branches
that were not hit by the flood or hartals etc. Without this information, BRAC is ill
prepared to be able to know either the real cause of delinquency. or how to address it

This is our number one recommendation regarding BRAC’s loan portfolio quality for the
year 2000,

BRAC needs to develop a much deeper market and business insight into higher risk loan
sectors (poultry, fisheries, food processing, sericulture and housing), and sectors where
the pontfolio has become concentrated (e.g in rural trading poultry). Breaking these
“catch all” categories down into its significant constituent parts to support better
understanding on the risks inherent in both these important sectors. We feel, that as it
stands, the rural trading category is effectively useless for any analytical purposes and
defeats the whole point of having sector differentiation in the first place.

BRAC needs to develop increased staff capacity and a formal process for overall

portfolio risk analysis. It is impossible to manage what you do not know. We thus
recommend that, to begin with, Senior Regional Managers be trained in basic analysis
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kills. They should be responsible for producing quarterly analyses of the regions they
are responsible for, The Regional manages who report to them should be doing branch-
wise analysis in much the same way as we have done for BRAC’s entire credit program.
Taking each portfolio related chart we have done in this report and updating the
indicators for their reégions and analyzing the changes on a quarterly basis will be a
tremendous start, as no similar systematic analysis 15 taking place currently

1.5 Adeguacy of Loan Loss Reserve

A Loan Loss Reserve (LLR) is like a self-insurance policy for the MFI in case some
loans “go bad.”™ By creating a reserve. the MFI is preparing for losses that will resuit
from circumstances specific to the borrower, or changes in economic conditions that may
affect the borrowers business. A loan loss reserve system is based on the assumption that
all loans carry the risk of less than full repayment. This means that the real value of the
loan may be less than the dollar value outstanding. The loan loss reserve is meant to
cover the difference between the real value of the asset (i.e. that which is repaid in full)
and the dollar amount gutstanding on the loan.

While there is no one best way. it is nearly always better for the MFI to make a judgment
based both on historical losses AND a risk rating system of loans and an analysis of its
portfolio. The rating of loans should be adjusied monthly or quarterly. A simple way is

for the manager to split loans into two groups: (a) loans with no known risk and (b) loans
with identified risks,

(a) Loans with no known risk could be reserved by using a simple method such
as reserving 3% of all loans outstanding. This means:that even though the MFI is
not expecting any of these loans to go bad. it still puts aside 3% of outstanding
just in case something unexpected happens (e.g. if a business owner dies and no-
one can manage the machines, or if there is a flood).

() Loans with identified risks could be divided into a number of ¢lasses
depending on how risky they are. For example, an MFI could:

s Reserve 10% of TPO of loans that are slishtly risky (e & where the
borrower has missed more than one payments)

e Reserve 50% of TPO where there is a larger chance that the borrower
_may default (.2 when the borrower has missed more than 3 months of
payments — this number will be different for different MFIs)

s Reserve 100% of any loans where it is likely that the borrower will
default.

BRAC s recent historical loan losses, with the exception of 1998 (due to the flood), have
been less than 2% of the outstanding portfolio. Based on this historical knowledge and
the risk in BRAC s total portfolio, we have prepared what we consider a conservative
LLR amount. We base this off the December 1999 APO as follows:
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100% reserve for all NIBL Loans = Tk 143 MM

100% reserve for all loans more than 100 weeks past due = Tk 2 MM
75% reserve for all loans between 50 & 100 weeks past due = Tk 13 MM
50% reserve for all loans between 26 & 50 payvments pastdue= Tk 41 MM
2% reserve of the remaining outstanding porifolio = Tk 116 MM
Total Shorebank recommended reserve Tk 315 MM
Total BRAC current reserve amount (Dec 1999) Tk 471 MM

Based on the above, a recﬂmmf:nded reserve of Tk315 MM is considered adequate. f
BRAC s current reserve is 50% higher at Tk471 MM and is thus more than adequate.”

Recommendations: Loan Loss Reserve

1.

p ]

As a general rule, BRAC s system of reserving 2% of disbursements across all
branches continues to be a good risk management system at a head-office level. We
recommend that while BRAC keeps the same system at a head-office level, branches
should do their own income statements with the branch’s loan loss expense reflecting
the risk in their portfolio, rather than a flat 2% of disbursements. Some va.natmn of
the system we used above is suggested.

Each branch should be required to prepare a one page summary statement of the loan
loss reserve on a quarterly basis that reconciles the balance sheet figure with the
treatment of various loans. Branches will need a quarterly APO to do this —the new
computer system (already in 60 branches) should facilitate this process. Regional
managers should be doing the same for their region

We also recommend that any loan that is over two years past due plus all NIBL
should be formally written off the balance sheet. BRAC should continue efforts to
collect these loans should this be possible and any income should be shown as a
recovery, but these loans should not be carried on the balance sheet,

1.6 Future Loan Capital Funding Gap: One Scenario

Given the continued growth of the portfolio, future funding needs are an important
question. The following scenario is one way to understand the issue. which is powerfully
affected by the much greater number of “emerging” younger branches.
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If, for instance, all of the branches were made instantly “mature”, they would have
around the same average loan size as an average Year 14 Branch. Under this scenario,

the younger branches (given their

1998 Total Projected Suggested

much greater number) would
generate a tremendous demand for Emgt;l& TPO ﬁé“araghe FF“t:_re
capital. BRAC would need to (000s) _'l'_ﬂFf‘g g
raise an additional Taka 3 oy
billion—a 75% increase in the
total Microfinance loan portfolio. Year 3 260,820 . B27,540 566,720
The table to the right illustrates ~ Year4 324,870 708,320 384430
this scenario. This analysis does ~ Year 3 636,064 1229488 583424
not include the impact of outposts Y 2ar 8 560418 1,087,624 527,206
or MELA, which would increase ~ Year 7 332975 591,100 258,125
capital requirements Year 8 285208 449236 184027

| Year 8 381250 591100 209.850
The primary point here is that Year 10 280,764 425,592 144,828
while the RDP/RCP microfinance Y ear 11 359,005 449,236  80.231
program is sustainable, as is Year 12 272,258 331,016 58,758
discussed elsewhere, 1t clearly will xﬂar 13 ﬁgggg P %gggg‘; 31 -52g
need additional capital for growth, = ' :
ii'Eiiﬁifbl“n‘éﬁ'iiid'f“p““d Total| 4,087,699 7,116,844 3,029,145

1.7 Current BRAC Portfolio Issues: An Initial Analysis

Given the limitations on the time available to Shorebank staff for this review, it was not
possible to do a full-scale analysis of the 630,000 past due loans. However, within the
available time, an initial analysis was performed, and the results are included in
Appendix 5 (see tables & graphs). This question needs much more time than available to
Shorebank The MIS data is useful and can be “mined” for more insight, but surveys and
focus groups of borrowers with delinquent loans will also be necessary to develop more
qualitative and actionable insights. Here are some initial conclusions:

1

IJ

The IGVGD and housing loans are a concern.  16% of TPO loans are to IGVGDP
members; 21% of delinquent loans are to IGVGDP members. 2% of the TPO
loans are in housing, 6% of the delinquent portfolio are housing.

No strong differences in loan size between the TPO and delinquent porifolio, but
there is a slightly larger concentration in the Taka 5000-10000 range.

66% of delinquent loans were disbursed over a five-quarter period ranging from
Jan 1998 through March 1999. This is a highly suggestive finding,

10% of delinquent loans were disbursed in between 1993 and the end of 1997
Given their age. these loans should examined verv closely, and perhaps be wnitten
off totally.

It was not possible to analyze delinquent loans vs. geography, branch, region or
flood-affected areas: this should be done.
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2. Management and Analysis of Savings Activities

2.1 Savings Program Summary

BRAC s cumulative net savings |
increased 30% over the past year.
This increase, however, represents a S o 3 '| |
decrease in the rate of savings growth = |
when compared to the 45% inicrease -mc1
in net cumulative savings growth

over the previous year, so the rate of =
growth is slowing down. On

1 ]

Growth in Cumulative Net Savings
(48% Avg Growth/Year Since 1983)

1000
average, there has been a 48%

average increase in net savings per 500
year since 1989. A large portion of

ey
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cumulative savings rate, can be i

- = - aka (MM)
explained by the severe flood at the
end of 1998 and BRAC s decision to
allow members to withdraw up to 50% of their accumulated savings to deal with the

crisis. The high dropout rate and reduced member discipline after the flood also
contributed to the decline.

e e

1997 1938 1983

The chart immediately below shows the impact of the flood on savings withdrawal in
more detail. As can be expected, withdrawals were substantially higher than deposits
during October, November and December of 1998, and January through June of 1999

IMuntth Withdrawals as Percent of Monthly Deposits for 1998 and)|
i T 1998 — All Micro Programs ——l

:é#ﬁ & @é&’ ‘ﬁ;ﬁ )

The flood and post flood negative impact on savings has multiple causes.

1) Members do not attend meetings and hence weekly savings deposits are lost

2) Members withdraw savings to cope with the disaster. There 18 substantial diversion
of these savings into consumption spending as households struggle to cope.



3) In the post flood period. members® discipline is disrupted, and many do not have
funds to continue making weekly savings deposits.
4) Others drop out using savings to cover the past due in their portfolio.

The proportionate increase in the withdrawal/deposit rate in the second half of 1999 over
1998 prior to the flood is Jess easy to explain. One reason given by management is that
loan officers put substantial pressure on borrowers to repay past dues during this period
(i.e. the post *harvest months), and as a result, members withdraw savings to make up the
shortfall. The members affected are pleased because they can then get another loan as
they are no longer delinquent, and branch staff/POs are pleased because they are
commended by senior management for improving the delinquency situation at the

Monthly Savings Withdrawals (taka) During 1998 and 1999 - All Hicml
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branches. Head-office put an end to this behavior by putting a cap on weekly savings
withdrawals during any particular month. Only 20% of total weekly savings deposited
during any particular month, can be withdrawn. In future, we expect to see a decline in
the ratio as deposits relative to savings rise.

There are also seasonal Savings Withdraw als as % Deposits
influences, which affect the

demand for withdrawals (see chart Jan to Dec 1999
above). Around June-July the

demand goes up when the first Jan to June 1283
Monsoon rains begin to occur,

and in late November and early Jan to Dec 1998 [
December (i-e. the pre-harvest Jan to June 1898
period), households need

additional cash to tide them over. 0% 20% 40% 60% 80%
Owerall, the increase in the

withdrawals/deposits ratio is a cause for concern, especially given BRAC s reliance on
savings to fund the growth in its loan portfolio (see chart above).



Many variables affect savings accumulation by members, not least of all the viability of
their businesses, which is largely dependent on the underlying economics of the locality
in which they are situated, and the entrepreneurs’ management abilities. While we have
had no data on this historically, BRAC’s introduction of computers at the branch level.
together with its introduction of three new special savings products (discussed later)
should allow for sufficient data collection to better understand the savings behavior of 1ts
members. We recommend that this tracking should be accompanied by an analysis of the
economie potential of each locality so that BRAC can be stratesic about all the products
and services it provides in the future.

The chart below illustrates changes in the net accumulated savings/member in each
branch cohort to better understand 1) how the length of membership has allowed
members to accumulate substantial savings, and 2) what the change of member savings
accumulation in each branch age cohort has been from 1998 to 1999

250000 +—Cumulative Savings Per Member in Age Cohorts and Percentage %
Increase Per Average Member in Age Cohorts e

200000 - |
| gz Cum Savingsfmember Dec 1928 30%

imt—mﬂ Savings'member Dec 1598
1.500.00 1 & %change Dec 95 Dec 99 %
. 10%

100000 4 : i
| 0%
SO0.00

20%
= 30%

Year 3 Yeard Year5 Year® Year7 Year8 YearS Year Year ‘Year Year Year
10 31 12 13 14

The picture above shows that net average savings per member increased over the past
year as much as 38% in Year 3 and Year 4 branches. In all older branch years (except
Year 13 branches which remained flat), there was a decline, with the most substantial
decline in average per member savings in Year 14 branches. The average member in
Year 14 branches withdrew 20% of their accumulated savings over the year. This is
probably, in part, to do with the fact they these older members used the flood as an
opportunity to withdraw from their relatively large ‘savings stock’—something they were
not allowed to do previously (at least in practice).

Overall, the biweekly deposits at VO meetings remained more or less unchanged with
around Tk20/month/ member being deposited in most branches. With the introduction
of the new savings products, we expect this level to be maintained, rather than to grow,
given that members will choose to put their additional funds into one of the other savings
products which have more flexible terms and higher interest rates (in the case of the
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longer term savings products). The overall collection rate may increase slightly with
BRACs return to weekly meetings instead of biweekly meetings, as TkS is easier for
members to deposit weekly, than Tk10 biweekly.

Recommendation: ‘Old’ Savings Products

1. We recommend that BRAC retains its forced weekly savings but renames it as a
mandatory pension coniribution. We also are in favor of BRAC continuing to take
5% off the top of loans (i.e. compulsory savings). but rename this as loan deposit
requirement. This will reduce confusion between the new savings products that are
being introduced and which are voluntary, and the old mechanisms where BRAC
forced members to make savings deposits.

2.2 Pilot Savings Program in the Urban Areas

In March 1999 BRAC began a strategy to increase net savings growth. An increase in
savings is good for members for times of lifecycle needs, like marmage, and for times of
crisis. Itis also good for BRAC as it provides a stable source of less expensive cash to
fund its portfolio growth, as well as improving the potential development impact of its
poverty alleviation interventions as members accumulate assets.

BRAC discussed savings with its Shorebank consultants in 1998, and brought in a local
expert, Stuart Rutherford, in March 1999 to help them think through a savings strategy
This resulted in the design of three new products. which were tested in BRAC s urban

areas. A summarized description of the three new “special savings' products is below.

Long Term Monthly Savings Fixed Savings Current Account
Accounts Accounts Savings Accounts
Ehgibility | Members. Associate Members Members, Associate | Members, Associate
and Staff Members, and Staff | Members and Staff
Term / 5 or 10 vears | to 5 years No fixed term
Maminiy
Interest #% compounded annually 9% compounded 5% annually on
Rate annually average lowest
! monthlv balance.
Minimum | Tk 50, Must continue saving this | Tk 1000. Orany No minimum
depaosit amount monthly. Higher higher denomination
denomination in hundreds. in thousands.
Withdrawal | Only on maturity. Only on maturity. Mo restriction as long
conditions as Tk30 in account .
Penalry for | No interest for year of early No interest for year | No penaltics.
breaking withdrawal. Fees for late of early withdrawal.
contract deposits and for clesing account | Fee for earlv closing
before maturity alc
Place for Account opening at branch. Account opening at | Account openimng at
mransactions | Deposits in VO meeting or branch. Deposits at | branch Deposits in
branch. branch VO mesting or branch
Passhook Issued for Taka 10 Issued for Taka 10 Issued for Taka 10
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By all accounts, the pilot in the urban areas has been highly successfil. By February
2000, after five months of the introduciion of the products. over 12,000 members and
assotiate members have Opened special savings accounts. Seventy five percent of the
new accounts have been opened by members, as lending officers have focused on
reaching them first.

Ovwer the same period, around TkS million in net savings has been raised from these three
products. This is an average of around Tk717 of savings per member in just five months
— & very encouraging result as both the Taka amount and the number of savings accounts
opened 1s growing rapidly. Three thousand new accounts were opened between January

and February 2000, which represents a 30% increase over the previous month.

As a point of comparison; the average member net cumulative savingsina Year 5 or
Year 6 RDP branch is around this level, and members who have been in the RDP
program for 14 years, have chosen to save only around 2.5 times this amount per member
over the entire period through the weekly savings program

Interviews with the  120% Urban Lending Special Savings Products |
management and =

field staff of the 1005% =

urban lending i

program repofted no-

startup problems and go% L

noted general

enthusiasm for the 40% T Ghred

products. ln general, B Fieed

non-UO members =8 Blongtemn |

like shop-owners 0% i

often needed more & aceounts taka

encouracement o

open accounts with BRAC. Interviews reveal that this 1s ime consuming for staff—often

up to one hour per potential account -- a substantial cost, which needs to be taken into
accoumnt.

The chart shows that 55% of account holders chose the long-term monthly option (see
table above for product explanations), 14% chose the fixed account eption, and the
remainder preferred the current account option. It is unclear at this stage whether these
clioices are a function of staff preferences. and hence better marketing of specific
products, or whether members are informed evenly on all products. Time will tell as

customers become more sophisticated, and staff gain more knowledge on the benefits of
each product.

Qur interviews revealed that associate members (i.e. non UO members) like shop owners
need flexibility and often prefer to open current accounts, followed by long-term monthly
accounts. Forty six percent of all Taka invested in the new savings products is in current
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accounts vs. 31% in long term monthly accounts (see chart). At the moment, over 99%
of accaunt holders have only one account. However, there 15 no reason why many sheould
be opposed to opening twa accounts: one for current needs that has more flexibility, and
one for longer term savings which has less flexibility, but pays a higher interest rate.

2.3 Roll-Out of New Savings Products to the Rural Areas

We feel that the overall concept behind each of the special savings products makes a lot
of sense. In addition, the successful mobilization of savings among squatters and slum
dwellers bodes well for a roll-out to the rural areas. We do have several
recommendations concerning the overall design, pricing , logistic, cost and risk elements
of the products.

Recommendations: Special Savings Products

1. Current account product challenges. This product allows both for very small
savings to mcrementally build an asser base for the poor, as well as providing
flexibility of withdrawals for those who prefer to make larger deposits in a secure
institution where they have access to the funds. The challenge for BRAC with
respect to this product will be fourfold. It will have to set up systems and checks and
balances to-

Manage the potential for fraud. which is far larger with this product than with other
products where the term and amounts deposited are fixed.

Manage the demands on administrative staff if the number of transactions among
even a portion of these savers is high.

Manage the higher transactions costs associated with more frequent withdrawals and
smaller deposits; and

* Manage the liguidity at the branch level as it is upclear when, how often, and how
much Current account savers will withdraw.

2. Reducing the Interest Rate on Current Accounts: Even though the interest rate on
this product at 3% is slightly below the inflation rate, something in principal which
should be avoided if possible, we still propose that the pricing of this particular
product is too high, relative to the competitive market situation. as such should be
reduced before the program is rolled out.

Small depositors now pay fees to banks for current accounts. Research has also
shown that even the poor pay others (like shop keepers) to keep their savings safe.
Studies reiterate over and over again that the poor are less concerned with interest rate
and more concerned with convenience, safety and liquidity of their deposits. We thus
feel strongly that for low balances held in current accounts, this interest rate should be
reduced until it can be shown that BRAC can cover all the administrative expenses

P‘llle '?"__i



Lia

and operating costs associated with the product. and still lend profitably. And since
there is no market competition, any interest on a totally flexible account is an
improvement over what members have at present. BRAC can, however choose to
reward members that keep higher monthly balances in their current accounts, and that

-engage in less withdrawals.

Cost Analysis. We recommend that BRAC do a thorough cost analysis of its savinas
delivery system. Understanding the cost of savings produets allows the microfinance
institution to adjust both the product and the delivery system in order to enhance their
contribution to overall financial performance. Such studies are particularly important
in the early years on an institution’s growth ™ Cost studies allow an institution to
better fix the interest rate or conditions of a product or adjust the delivery technology
A study of the full costs of administering a savings account service could be
structured by dividing the costs into five major groups: ™

e financial costs (1.e. interest paid on deposits).

» variable operational costs (transaction costs),

¢ fixed operational costs (prorated branch office expenses)

« indirect costs (general overhead of the bank’s head office), and
e organizational costs (one-time setup costs).

If the program is doing the cost study in the early phases of its savings deposit
maobilization amornig low-income clients, it should be very careful to project costs fo
reflect a mature level of pperations. Incorrectly assigning too high a Jevel of fixed
costs to too small an operational base will unfairly bias the institution against a
particular product before the product has a change fo establish itself

Training of Staff. Successfil savings program rely on informed staff who are able to
communicate the necessary information to clients. and who are trained in outstanding
customer service. BRAC will face a challenge in reorienting its lending officers
(currently BRAC s savings officers as well) who are used to chasing up services
charges. loan delinquencies and forced weekly savings, 1o have a “hands-oft”
approach towards their new savings customers. who may or may not have a
delinquent loan outstanding.

Savings and loan matters need to be handled separately, and as long as the same staff
person is handling both, this separation will be a2 major challenge. It is a good thing,
therefore. that all withdrawals will be taking place at the branch, outside the control
of the loan officer. Accounting staff who handle withdrawals and branch
management will also need to be retrained in terms of how to deal with savings
customers in various situations. Example: how to handle a highly delinquent bormower
who wishes to withdraw a large amount of voluntary savings for consumption and not
for paying off the loan?

We recommend that BRAC training for branch managers and Regional Savings POs.
who are then asked to train branch staff RDP’s trainers should develop the course,
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and one of the main teaching methodologies should be role plays based on real
situations that could occur. BRAC head-office should also write up a memorandum
of the do’s and don’ts to guide field staff.

Marketing of Savings Produects. Marketing of savings produets will be eritical. VO
members probably expect nothing less than for BRAC to take their savings and not
return it for a long time (based on the weekly savings model). BRAC’s clients in the
urban areas did not have the same historical legacy to overcome. POs will have to
believe in the products, be patient and convincing. They will also need to be trained
in the alternatives offered by banks so that they can be convincing when associate
members ask them the advantages of banking with BRAC vs, a bank (i.¢. location,
interest on current savings, monthly product etc.)

Strategy for marketing should be a function of branch and regional management with
head-office support. Head-office should also consider using the media and also
mventing new ways to raise savings that draw-in targeted customers (like
competitions or lotteries used in BRI and BANCISOL).

Risk Management and MIS: The old cliché that you can only manage whar vou
measure is true. A set of indicators on individual savings should be tracked.
Indicators, which measure branch and savings officer performance, should also be
produced. More complex liquidity management will need to take place at all levels
through the organization. At a head-office level BRAC needs to learn: a) to what it
extent it can rely on savings as a funding source; b) how stable is that source of funds;
¢) how to better manage liquidity and investment positions given the changes in
deposit and withdrawal pattern. This can only be done with an the help of gcood
communication and systematized MIS reponting and analysis. The MIS system will
also help BRAC to understand the features of its products that customer’s value, and
how the product should be modified (or the range of products expanded) to aftract
other savers, and the financial impact of product modifications (like interest rate, term
changes. or frequency of withdrawal policies) on the system.

Incentives and Signals. Management should be clear in their expectations of staff
and should reward good performance accordingly. Staff should know the couple of
indicators which management is using to track their performance. If staff are
expected to increase branch profitability by raising savings, then indicators should
reflect the productivity of staff in this regard. and the branch's cost of funds.

Head office needs to give staff the right signals. We thus recommend that BRAC
increases its transfer price to branches from 9% to 12%. otherwise there is no
incentive for branches to raise fixed deposits at 9%, and very little incentive for them
W raise long term savings at 8%. Branches should be rewarded for achieving higher
profits. which will depend to a substantial extent on their cost of funds position (ie.
are they raising savings at an average of 7-8% or are they borrowing from head-office
at 12%). A note on incentives is included below.
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Staff incentive plans are a risk management tool or control.”

“The fundamental principle behind incentive plans. whether it is for the staff at large or top
management. is to align what is good for the individual with what is good for the institution and.
by extension. the shareholders. The need for such incentive plans arises because in most
organizational structurcs of the private sector ultimate ownership of the assets may reside in the
shareholders. but dav-to-day control of those asscts rests in the hands of the emplovees that
compnse management. Accordingly. absent specific and very deliberate mechanisms. there is no
natural assurance that management's agenda will coincide with that of the institution or the
sharcholders™. If there 1s no alignment. the MFI is at risk of not achieving its objectives.

Really hard management decisions are not difficult because large sums of money are involved.
but becauss they deal with people. Good incentive plans recognize that managers are not driven
by economic incentives alone, especially in mission-driven institutions like MFls. However,
experience has shown that mongetary compensation is often synonymous with family
responsibility, and that is a powerful addition pulling on the side of institutional aims, especially
when management must make the difficult decisions that leave "dead and wounded” in its wake.

Basic Principles For Staff Incentive Schemes

In designing an incentive scheme for senior management (or any other staff member). it is
important to consider the following principles:

= Kev indicators in the incentive scheme must be limited to those few factors that really matter.
In microfinance, portfolio size and quality are obvious choices. but for semior management
institutional factors such as profitability. number of clients. and staff tumover may also be
considerad.

* Incentives should reward peopie for issucs that are within their span of control and fora
behawvior that they can directly affect.

* Incentive svstems should be simple. No more than five. and preferably fewer, variables
should be selected.

= The rationale for the selected indicators should be clear for them to have legitimacy.

* The targets set must be achicvable and measurable. It is no use to sclect a vanable that
evervone agrees 15 very important. like customer service. but no one knows how to reliably
measure or for targets [0 be set so high that thev cannot be reached.

Top manasement. however. is responsible for tactical and strategic issues. In deciding whether to
open or close branches. to turn an NGO into a bank. to develop new financial products. the
potential for conflict between individual and institutional goals 1s more prevalent and more
difficuit to detect, as the issues become more complex. Top management incentive plans must
therefore combine both current compensation (to cover the tactical or short-term impact of the
function) and ownership (to take into account the strategic or long term dimensions).

With compensation and ownership working in tandem to ensure that management’s agenda and
the shareholders' agenda are aligned. the full power of the staff can be channeled to fulfill the
institution’s mission.
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2.1  Financial Sustainability Summary

It must be stated at the outset that the question of “sustainability” is a very complex one.
and one often used too easily and inaccurately. Sustainability for which program(s)?
Which set of branches? Over what period? Including continued loan portfolio growth?
This is not a straightforward question with a ves or no answer, but rather a continuum of
guestions and answers that applv differently to different programs and activities.

However complex this issue is, as BRAC graduates from the RDP IV program, the
question of sustainability will be the central 1ssue for the organization. Although the
focus in this review relates to only two of BRAC s many programs: the Microfinance and
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BRAC s sector program, it must be noted that each BRAC branch actually administers a
variety of programs. As a result, the branch sustainability question is not easily divided
off into a separate discussion, as if the branch were only dedicated to a single activity

In general, the situation facing BRAC is that the Microfinance program is self-sustaining
on an operating basis (i.e. it is financially self-sufficient) but has to solve the challenge of
obtaining capital to support increasing demand for Microfinance loans (especially for
MELA, as PKSF funds will support VO lending) The sector program, however, is in a
very different situation and is far from being sustainable. To continue any version of the
current set of sector programs will require significant change and creativity on BRAC's
part of secure sufficient funds to support those activities. This is discussed further later
In our report.



3.2 Branchwise Microfinance Sustainability

As can be seen by the chart above, there is considerable variation between branch age
cohorts with respect to profitability and sustainability. In general, this is because the
younger branches have less developed loan portfolios, smaller loan sizes and less
productive staff (i.e; the ratios of loan volume/staff is relatively low). Overall, there has
been a consistent trend over time that as a branch matures. it becomes more profitable

Tk 1,000
Tk800 1 |ncrease / Decrease in Average
Tk 800 |— Branch Profitability 1998 vs. 1599
Tk 400

Tk 200
Tk 0 -

-Tk 200 -
-Tk 400 |
-Tk 600
-Tk BDO

Year Year Year Year Year Year Year Year Year Year Year Year
3 4 5 -] 7 8 g 10 1" 12 13 14

and sustainable. Consistent with the variation between branches based on age. we also
see that between 1998 and 1999, the older branches became significantly more profitable,
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but there was deterioration in the profitability of the “middle aged” branches. At this
point, the reasons for this uneven performance are unclear, and will take a much more
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detailed analysis of how these branches were variously affected by the flood, hartals and
other issues.

Another perspective on sustainability is to examine this question through the perspective
of different programs, ranging from the “standard™ RDP program to the more subsidized
VGD programs to the newly emerging Urban lending program. The chart below shows
that while there is substantial variation between programs. As would be expected. the
overall result is the current “mix” of BRAC Microfinance programs generates about a
106% annual sustainability or profitability result on an operating basis. The major
contributors to the overall profitability of the BRAC s Microfinance programs, are the
highly profitable RCP branches which the donor consortium originally capitalized. As
can be expected, the other younger programs and newer RDP branches and outposts are
still generating losses.

3.2 Microfinance Program Sustainability: An Accounting Perspective

From a purely accounting perspective.

this table shows the operational Program Name | 1999 Income or
profit/(loss) for 1999 for each of the Loss fr_“m
several Microfinance programs. Given Operations =
that each of the different Microfinance RDP (17,723.851)
programs has a different funding RCP 120,792,535
structure, a slightly different target IGVGDP (5,357,569)
Borrower group, are expanding at BUP (25,040,827)
different rates, and are of different ages, it PLDP ] 2,912,951
is not surprising that there is substantial PKSF Credit 45492710
variation between sustainability or ;

profitability performance. On balance, Total 119,420,471

however, the consolidated Microfinance programs generated an gperating surplus in
1990 This result does not incorporate any additional grant subsidy that might be
available to the various programs such as the RDP program.

3.4 Subsidy Dependence Index for Microfinance Programs

There are three ways that are often used to calculate the sustainability of an MFI. The
two more commonly used are described below:

Operational Self Sufficiency:

This ratic shows the extent to which an MFI covers all its operating costs including loan
losses out of internally generated income. Based on the adjusted income statement that is
attached as an appendix, BRAC"s micro programs’ operational self-sufficiency is 142%
(vs. 182% for 1998).

Financial Self Sufficiency:
This ratio shows the extent to which an MFI covers all its operating costs (including
LLP) plus financing costs plus cost of capital. The impact of inflation on equity and
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fixed assets is also taken into account. BRAC s micro programs’ financial self-
sufficiency for 1999 was 116% (vs. 144%; for 1998) based on the subsidy-adjusted
income statement included as an attachment.

The reason for the decline in self-sufficiency between 1998 and 1999 is mainly due to the
tast expansion of BRAC’s portiolio. flood impacts, and a general increase in
delinquency. Sustainability generally improves when there are improvements in two of
its major drivers: (a) portfolio vield and (b) administrative costs. Both of these
deteniorated over the past year due mainly to the severe flood, and the opening of many
new branches.

The Subsidy Dependence Index (SDI)

Thas ratio 1s a third way to calculate the financial viability of an MFL.  Essentially, this
ratio measures the degree to which an MFI relies on subsidies for its continued
operations. One of the main differences between this ratio and the financial self-
sufficiency ratio is that the SDI uses a market proxy for the *price of equity.” While
certainly subjective, it is fair fo assume that equity investors generally demand a rate of
return above the inflation rate. The SDI uses the market costs of funds rate as ‘the

proxy.” Calculations for the subsidy dependence index are made off unadjusted financial
statements.

The SD1 ratio for BRAC’s micro programs is 0.25 or 25%. The ratio is calculated as
follows: y
A¥m-eEfml-pl+k _ where
EP%

A*(m-c)= MFI concessional borrowed funds (A) outstanding multiplied
by the difference between what BRAC paid on its subsidized finds (c).
and what it would have had to pay if it got them at commercial rates (m)
(BRAC 15 already accessing a portion of its funds at commercial rates.
We used a 11.5% rate as a proxy for the market rate on the portion of its
funds, which it is getting at subsidized rates).

E = Average equity. We priced this at the same 11.5% market rate (m)
and subtracted the reported unadjusted annual profit (p). We then added
other subsidies (k).

The entire numerator is divided by the average outstanding loan portfolio (LP)/[average
interest earned/average loan portfolio outstanding]. In other words, the loan portfolio is
divided by the portfolio yield (1), In BRAC s case, i=25%

The subsidy dependence index tells us that BRAC will probably need to increase it

eiffcctive interest rate of 25% by .25 if it wanted to be able to attract additional equity and
be entirely free of donor support for its micro program.
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A 25% increase on BRAC s current effective rate would increase the rate by six
percentage points to 31%. We have included the 1999 income statement plus

adjustments at the end of this report.

3.5 1998 vs, 1999 Cost Structure Analysis
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As illustrated by the graphs above and below, there are no significant changes between

the 1998 and 1999 cost structure that seem significant. Overall,

costs grew by about 3%,

which is still below the inflation rate. Staff costs have generally increased, due in part 1o~
a general staff salary in late 1998, as well as due to the fast expansion to new branches
and outposts. That expense increase is balanced out by a drop in head office and regional
office expenses. reduction in loan loss expense. and a slight drop in general expense.

Branch Cost Structure
1998 (330 branches) vs. 1999 (301 branches)
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Recommendations: Sustainability

1.

3

fad

BRAC should track the operational and financial self-sufficiency of its credit program
on a quarterly basis. Branch managers should alsa compute these ratios and should
be asked to report on any changes in trends. Branch managers should also be
calculating their portfolio yield and cost of funds ratios on a manthly basis to
reinforce the priority that BRAC head-office is attaching to sustainability. There
should a placard on the wall at branches that talks to sustainability and cost recovery
1ssues in much the same way as one exists for activity and delinquency reporting.

We recommend that BRAC pays vigilant attention to the administrative expense to
average loan portfolio outstanding ratio as operating costs tend to go out of control as
fast growth and expansion takes place. Without tracking the productivity and
efficiency of spending, if is too easy to rationalize all expenses as being due to growth
and expansion. We further recommend that the administrative costs be broken out as
above, with an additional category for costs assoclated with the new savings products.

Shorebank’s experience with development finance and Microfinance programs
strongly suggests that unless absolutely unavoidable, the practice of hidden cross- -
subsidy between programs should be avoided. We recommend that each program
should be defined with enough clarity so that it 1s ¢lear as to whether or not the
program is operating at a loss or a surplus. Afier that reality 15 ascertained, then it 1s
up to the larger organization (BRAC in this case) to decide the possible use of any
program surplus, or the justification for the organization absorbing any loss. (For that
reason, the Microfinance programs in this analysis have not been combined with the
sectoral programs, for although they are related they are very different programs.
delivery systems, and development strategies).

3.6 Changes Necessary for BRAC Branches to Become Profits Centers

A visit to some branches revealed that BRAC s branch managers are far more aware of
the branch’s finances than in the past. and have a better sense of the key drivers of

profitability. This is largely as a result of the financial training that branch managers are
receiving.

One of the most challenging aspect of operating branch offices as profit centers is the
correct assignment of costs so that each branch and (individual staff) are rewarded or

punished, based on its performance. We suggest three next steps in the process towards
branches that operate as profit centers:

First, each branch should incur a loan loss expense that reflects the delinguency and
aging situation of loans in its portfolio. All branches should receive a formula from
head-office to calculate the loan loss expense based on the risk in their portfolio. A
suggested format is: (100% x (NIBL + loans past due over 100 weeks) + 50% x
(loans past due 50-100 weeks) + 2-3% of the remaining principal outstanding ) This
will create local impact and incentives to manage the quality of the loan portfolio.
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*» Second, each branch should produce trend reports on branch profitability in much the
same way as they do for the loan portfolio quality. Key ratios and indicators such as
net income, portfolio yield. savings/TPO, cost of funds. administrative expenses
/average outstanding, loan loss expense / average outstanding ,and return on assets
should be calculated. This will enable a branch 1o understand how increased
delinquency increases their costs (through the loan loss expense), and how mobilizing
various savings products affects their cost of funds. Productivity measures such as
net savings/ loan officer, and # savings account / loan officer, TPO / loan officer and
# loans/loan officer should also be tracked. Trend reports are crucial to compare
improvement or deterioration of key variables over time.

*  Third. head-office should consider introducing a system of incentives to reward good
performance and punish poor performance. This is an excellent technique for
accountability and aligning the goals of staff wath the goals of the organization. All
field staff should get a base salary, with the rest of their annual salary coming out of
performance incentives. The performance incentives should be such that the average
staff person can improve his/her income by around 30-50% if she achieves the goals
If incentives are only 10-15% of the monthly increase in average wages, the system
will not sufficiently discriminate between poor and strong performers. I[ncentives
should be paid at one or two intervals during the year, possibly at the time when staft
have extra financing needs (like before festivals or when the school season begin). If
incentive payments are made monthly, staff will feel it is part of their wages, rather
than a performance bonus.

Incentives should be kept simple. and designed to achieve the major goals of the
organization. Key variables for an individual incentive system should include, at least, a
delinquency indicator, an outreach indicator, and a growth indicator (both for portfolio
growth and net savings growih). And finally, the playing field should be leveled before
any inter-branch performance rating takes place.

Incentives need to be carefully thought through before they are introduced as they can be
destructive to staff morale and performance if they are not designed appropriately. Their
introduction needs to be accompanied by a thorough explanation to staff so that evervone
understands what gets rewarded and what does not. BRAC can consider piloting the
incentive scheme in a number of branches before introducing it company-wide.

Recommendations: Profit Centers

A three step process as discussed above is recommended to reinforce the transition of
branches into profit centers: 1) branches’ income statement should reflect a loan loss
expense that bears a relationship to the risk in the relevant branch’s portfolio; 2) key
branch profitability ratios should be track and analyzed on a monthly basis and given the
same importance as activity and delinquency currently have; and 3) head-office should
develop a carefully thought through system of incentives to reinforce and align staff
behavior with the objectives of the program.
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3.7 Cost recovery performance of the sector programs

Ower the past year there was a 33% improvement i cost recovery for the sector
programs. Fisheries, social forestry and essential health care (not listed here because it is
highly subsidized) contributed to this improvement. Cost récovery in the poultry and
livestock sector remained flat, which could be interpreted positively given that the

sector’'s
% e
S 1
33% Improvement in Cost Recovery of Sector Programs 99, us_E‘ participants gre.v
: by around 9%.
Costsin
agriculture

(vegetable and
horticulture) rose
significantly
because 20
extension workers
were trained in
each branch.

. = : These extension
% tofalcost  Poultry/  Fisheries  Forestry Sencullure Rural Horticulture! workers are VO
recovery  livestock erterprise  vegetable

members who
. will now be
responsible for delivery services to farmers including fertilizer; pesticides and seeds.
Thev get commission on their sales.  This is essentially a move to privatize some of
BRAC services in an effort for sustainability

The improvement in cost recovery is due to a number of factors:

1) an improvement in the collection of service charges (less past dues)

2) an increase inthe productivity of staff (more sector participants, and hence.
economies of scale),

3y a slight reduction in program costs (mare substantial cuts are expected in 2000)

The table shows the substantial improvement in the collections of all sectors. While this

may be an overstatement Service Charges collected vs.due '98  collected vs.due "33
given that sector managers Pouitry & Livestock 83% 8%
are not always certain of the Fisheries 0% B2%
level of activity in the sectors, |S Forestry T3% a0%%
and hence who owes fees, Sericufture 98% o5
that there is a substantial Agricuiture 39% 71%
improvement is beyond Total 45% &%

doubt. With the computer
system, managers will be able to better track both activity and service charges, and hence

will be better equipped to reduce costs and increase productivity and collections wherever
possible.
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Percentage Cost Recovery in 1999: Actual vs. RDP
Target
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recovery lvestock enterprise

Horticulture/
vegetable

While the improvement in cost recovery is indeed significant, it is still way below the
target originally set in the RDP IV budget. It is, however, beyond the scope of this
analysis to determine to what extent this is a problem of inaccurate target setting vs.
inadequate cost control (e.g, with respect to training) and productivity management of the
sector programs. It is likely a mixture of both. But because the costs for poultry and
livestock, sericulture, agriculture and rural enterprise are so significantly over the initial
targets, we feel that it is important to analyze the underlying costing of the sector

program in some detail before significant sector expansion takes place

Tk 1,000 4
Tk 500 Cost of Sectors Spread Over the Number
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Another way to cut the expenditure data of the programs is to divide the spending in each
sector by the number of participants in the sector. The chart above shows the results. It
costs Tk900 to support a sericulture member and less than one tenth of that to support a
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poultry member. It is not clear why the cost per member in the sericulture program is
increasing unless it is due to the research and business development costs associated with
the program, which are quite separate from the services that sector participants receive.

The table to the | ! | Change
right shows the # Sector Participants (excludl. VGD} June 1997 Dec-98  Dec-99 593-99‘ i
break koo aof Pcm]m and Livestock i 608,229 684243 | 749.182 0%
s [Fisheries i 98.201] 114,024 | 116,927 3%
membersinthe oo i po e 12,065, 29715 | 40,058 35%
programand the  [urcuure 1184160 10665 | 124417 17%
percentage OVer  [Serculture/Silk Development b 23,655 24456 | 25.106 | 3%
the past year. It  [Poultry 1 466.976| 502.848 | 548.834 9%
is worth noting Livestock : 141.253| 181.395 | 200348 10%

that membership
in social forestry increased significantly, while cost recovery of the sector improved. In
other words, there were economies of scale in expanding this sector. BRAC should
investigate why economies of scale are not occurring in some of the other programs (e.g.
poultry and livestock) which grew at 9 10%

Recommendations: Cost Recovery Sector Programs.

i
BRAC should track its activity carefully so that it knows how much to collect, from
whom and when. None of these variables should be negotiable. Service charges should
be as vigilantly collected as loan payments. Service charge collections are the program’s
only current source of income.

To the extent possible, service charge payment should be linked to value received by the
customer. Al present, all participants are expected pay and there is no check on the
quality of the assistance they are getting. or if they are getting it at all. They generally
will not report — out if the service is inadequate, for fear of not getting a loan or input
supplies in the future.

BRAC needs to better understand the cost l}rmk;inwn of its sector programs and how
they vary with expansion. Although we have m:ft studied the breakdown, our preliminary

research tells us that costs can be cut without u}mpmnusmg program guality
significantly. .

We believe that all services that can be privatized, should be privatized, both for

efficiency and sustainability of the program, and because BRAC's task is to build wealth
among, and transfer skills to, its target population.

Of the above, two recommendations stand out: 1) understanding and analyzing sector
costs, and 2) understanding the value added by the services delivered and what customers
are willing to pay for them. A well-developed feporting system (MIS) is clearly essential
for improved management of this program. Finally, since the sector program only
covered 20% of their costs in 1999 (and this worsens for 2000), the obvious question is
what happens beyond 2000 when there is no more donor money?
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3.8The BRAC RCP/RDP Financial Model

The microfinance financial model was built for a BRAC Microfinance situation that has
changed dramatically, and so the current model is no longer adequate. As BRAC
eraduates from RDP IV, it will of necessity have a much more complex source of funds
(multiple savings products, various types of bank and public sector capital loans, retained
earnings) as well as a more complex use of funds (MELA loans, VO loans, short term
and longer term loans, various types of reserves, etc.) Asa result, the existing financial
model is not adequate to deal with these much more complex liquidity and asset/liability
balance issues.

Recommendation: Financial Model

1. In 2000, BRAC should begin the process of designing and implementing a new
financial model, ore that can help semior management predict some of the interaction
between this emerzing and more complex financial structure.

3.9 The status of the BRAC Bank Proposal

In December 1998, BRAC received a letter of intent from Bangladesh Bank regarding a
bank charter. In 1999 BRAC submitted the final application papers, and 1s anticipating
opening the bank to the public in 2000. The scheduled date has been delayed dus to 2
court ruling, which determined that BRAC, as a charitable institution, may not run a
bank. It has always been intended that BRAC Bank will be a totally separate institution
with a separate governance structure, and that BRAC NGO will have no more than 50%
of the ownership of the Bank. This would decrease when the Bank goes public three
years after opening, BRAC is thus in the process of preparing a Supreme Court appeal

BRAC Bank, to be capitalized with 510 million (from BRA( NGO, IFC, Shorebank
Ford Foundation and another international development finance institution) will open
its doors in 2000 as Bangladesh's first commercial development finance institution (o
larget the ‘unbanked middle ' consisting primarily of small businesses and underserved
mdividuals.

BRAC Bank believes that the provision of financial services to these small businesses
and underserved individuals will unleash economic potential that contributes to the well

being of poor people in Bangladesh, for example, through creating jobs and generating
new income through exports.

While microenterprise is an effective poverty alleviation tool, it is generally not a ereator
of net new jobs and wealth in economically distressed regions. Small businesses, on the
other hand, have shown themselves all over the world. in both developed and less
developed countries, to do exactly this. And it is the very poor who often benefit most,
through the creation of new, wage labor empioyment opportunities. Ironically, the very
poor who are willing and able to engage in wage labor, are generally unwilling and often
unable to take the nsk of managing their own microenterprise.
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Branch Network. BRAC Bank plans to have three types of branches in Bangladesh to
penetrate into the different markets.

1. Large branches: BRAC Bank will open five of these branches in the next five years -
three in Dhaka, one in Chittagong and one in Sylhet. These branches will provide fiall
banking services including Letters of Credit and other specialized services.

Medium branches. These branches will be in the different cities of Bangladesh and
will act as hubs for small branches. Credit sanctioning for the small branches will
mostly be made from these branches.

Small branches: These branches will generally be in the district towns and/or in rural
sreas. Some of them will really be booths

)

Lad

Plan for market penetration. BRAC Bank will start out with the following comparative
advantages:

=  Pre-existing rural distribution network and infrastructure

* In-depth knowledge of rural markets and access to urban markets

#  Brand equity

= Experience in managing large systems professionally

= Highlv competent and motivated management

= Modern and appropriate technology-based systems

= Access to network of international and domestic expert advice

Products

1 Aggressive and innovative lending to small and medium sized businesses (Tk30,000 —
k10 million range or U.S_$1.000 — U.S. $200,000), with a focus on productive or

manufacturing businesses that are often underserved by the conventional market. In
particular, Shorebank s research reveals that most urban banks do not lend 1o
businesses in amounts of less than Tk 2.5 mulhon (U 5 $50.000). Even fewer lend
amounts less than Tkl million (U.S. $20,000). The scarcity of finance is far worse in
rural areas. In addition, banks are reluctant to provide both working capital for
businesses and longer-term finance, which is severely needed by manufacturing and
industrial enterprises (e.g. leather and agri processing etc.). ™

2. Aggressive and innovative saving mobilization © deposit raising from individuals and
businesses in both urban and rural areas. No competent bank is currently raising
deposits from rural households. A huge untapped market exists in both urban and
rural areas. Urban banks are chasing larger deposits (e.g. above a Tk20,000 or U S.
$400 minimum). A deep and wide market exists for a range of products with
different maturities and pricing which are conveniently located at branches, and
which offer savers liquidity. security, and a reasonable return on their investment in a
comfortable and professionally operated environment..

3. Remittances from international sources and remittances between urban and rural
areas within Bangladesh. At present, inefficient state banks have a monepoly on the
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rural remittance market. It is likely that Bangladeshis living both domestically and
abroad would switch from using foreign banks to using a well run Bangladeshi owned
bank 1f superior levels of service and competitive pricing are provided. An estimated
52 billion in official remittances and another $2 billion in unofficial remittances
enters Bangladesh annually from expatnate workers abroad.

The card and point of sales market. This market is not served except in a very limited
way as the commercial banks in Bangladesh often do not use technology and are
often averse to innovative ideas. BRAC plans to issue BRAC Bank convenience and
credit cards and will put in point of sales terminals with merchants agaressively. The
point of sales terminals will also help BRAC Bank reach merchants and shopkeepers
in its drive {0 penetrate into the SME market.

FProvision of financial services to NGOs. WGOs are a natural customer base for
BRAC Bank because of its developmental mission. BRAC has an advantage over

banks in underwriting micro-credit programs because of its substantial experience in
the area.

BRAC Bank will pursue sectoral strategies in its lending and financial services where it

believes that a strong confluence of profitable business apportunities coincides with
development impact potential.
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4. Development of BRAC RLF Reporting

At an exchange rate of Taka 50 to $1 US, as of the end of 1999 the asset base of BRAC s
Microfinance program is the equivalent of a $165 million bank, In many ways, the
BRAC MFI program has all of the charactenistics of a bank: assets, loans, deposits,
liabilities, loan officers, business risk. etc. The difficulty. however, is that the BRAC
microfinance program is not a separate entity, with clearly defined legal boundaries as is
the case with a bank. It is a flexibly defined “program™ that exists within the larger
BRAC nonprofit legal framework. Its cost structure, organizational and staff boundaries,
source of funds, risk profile, and financial characteristics are quite fluid and ofien
ambiguous, and least in comparison to a traditional bank. with its highly formalized and
distinct legal and financial frameworlk.

How to reconcile these organizational realities with the increasingly complex asset and
liability issues for the microfinance program presents BRAC senior management a
significant challenge. 1t is our firm belief that the current situation—running what is in
essence a 35165 million bank within the undefined boundaries of a large non-profit
organization—is inappropriate as the microfinance program continues to grow and
become more complex. The question is: what should come next?

As the microfinance program continues to grow, and especially as it graduates from RDP
[V, its financial structure will unavoidably become more complex. BRAC’s
Microfinance program contains an increasingly complex asset/liability mixture, unusua!
funding structure, rapid growth dynamics, challenging loan and savings dynamics. and an
ambitious set of business goals. Especially as BRAC continues to grow, move into more
demanding lending-and savings product activities, acquire increased visibility, and
continue 1o raise external funds, there is an increased need for 2 more regular and
rigorous process of external reporting. The purpose of this section is to begin the
discussion of an expanded external reporting process.

4.1 The NGO Disease: Information Not Analysis

It 1s a common characteristic of non-governmental and non-profit organizations around
the world that they “turn out reports.” These reports are frequently in response 1
government or private funders, or are just a generally accepted method to create some
sense of internal and external communication and accountability. However, unlike for-
profit entities, the measurement “rules” for an NGO are often less clear: how does one
measure “economic development, empowerment, increased health quality” and similarly
important but difficult-to-measure outcomes. “The bottom line” for a for-profit company
seems simple and clear by comparison.

The common response by non-profits and NGOs is to churn out “information”, with
tables, charts and references to grant applications and previously adopted plans. BRAC
is similar in this regard, in that it turns out a substantial amount of reporting “paper” that
works hard to create a sense of measurement, progress, and transparency. Unfortunately,
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while this information satisfies the formal reporting requirement, it often does not
generate insight into essential questions.

The difficulty is that while there are pages after pages of information, there is often little
analysis. In a bureaucratic culture—as is the case for many developing countries—the
emphasis is on scorekeeping, accounting, measurement, and “reporting up” to some
higher power, rather than on analysis. This trend can be seen in BRAC's analysis of its
loan portfolio, of its various programs, in its various RDP IV reports, and throughout the
organization: an excess of information and a shortage of meaningful analysis. Rarely
answered in depth are questions such as “So What?” or “What does this information
indicate or imply?” or “Being ahead or behind on this indicator means what?” and “What
are the forces causing this information to change? Are we measuring the nght indicator?”

BRAC s “reporting culture™ is similar to many NGOs, in that it is heavy on “reporting”™
and light on “analysis”. Nowhere is this truer than with respect to the financial issues
surrounding the Microfinance program, This dynamic, which is certainly not unique to
BRAC, is a result of a historical focus on outputs and impact, traditional NGO behavior,
measurement against a detailed project plan, a complex bureaucratic structure, the
difficulty of obtaining complex information from the field, and an general lack of
financial analysis skills in the Microfinance program.

For many years, the emphasis has been on the areas of operational efficiency, accounting
accuracy. managing staff growth, individual borrower impact, and reporting various types
of performance to donors. As a result of these historical conditions and biases, there has
been less attention on business and financial analysis, market dynamics, economic (not
borrower) impact, and the increasingly complex assei-liabihity management issues facing
the Microfinance program. This must change.

4.2 Recommendation: Advisory Board and Annual “Bank’ Report

Shorebank would recommend that BRAC develop an external report on its microfinance
program that is for all intents and purposes a “bank” report, with all of the trappings of a
traditional bank. (This recommendation is not to be confused with the emerging new
entity called the BRAC Bank, which is a distinct, for-profit entity). At the same time, we
would recommend that BRAC create an Microfinance Advisory Board of internal and
external advisors that are skilled in finance, risk management and banking that would
serve as a management resource for the BRAC MFI program.

We understand that there already is a BRAC Board of Directors and this Microfinance
Advisory Board can in no way replace or supplant the formal BRAC Board of Directors.
The reality 1s, however, that the scope and breadth of BRAC’s 57,000 employees and
over $100 million annual budget are well beyond that of just the microfinance program.
The BRAC Board of Directors must cover a very broad set of institutions, missions, and
operational challenges. Perhaps they could cover that much organizational and
management terrain five or ten years ago, when BRAC was much smaller and less
complex. That is no longer possible. To effectively cover this much organizational
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territory is not any longer possible: the BRAC Board and the BRAC management team is
spread very, very thin Management and Board are spread much too thin, in our
judgement.

The danger is that the increasingly complex issues and challenges facing the rapidly
growing BRAC microfinance program will not receive the focus, definition, expertise
and response that they need. One response, therefore. should be to set up an Advisory
Group that is to focus only on the MFI program and related “banking” issues, These
people would not focus on the many other areas of BRAC s programs; health, education,
empowerment, human rights, and so forth. They would focus on the unavoidable and
undeniable issues of an increasingly impressive and complex financial institution that in

any other legal setting would be a stand-alone bank, heavily regulated by the public
sector and the investment community.

With respect to reporting, our general recommendation is that the BRAC microfinance
program adopt and publish annually an internally written but independently audited
“bank” annual report. Shorebank does not have an unusual set of recommendations for
the ingredients of that report. An examination of a standard, regulated, bank from
business setting will yield a consistent set of parameters and issues, some of which have
been discussed in the risk management section of this report, but most of which are
relatively straightforward and common. Some of the most common elements should be:

CAMEL capital and management system measurements

Sectoral concentration and risk analysis

Asset/liability balance issues

Overall—not detailed—development and economic impact (not main focus)
Savings trends and new product developments

Loan product trends and new product developmenis

Traditional measures: net interest margin, return on assets/equity, sustainability
indices, unusual off-balance sheet liabilities, etc.

h e, il o oAl R, B

None of these items are unusual, nor should they be. All of this should be audited by an
external auditor, and reviewed by the BRAC microfinance advisory board.

4.2 Recommendation: Financial and Business Research Unit

BRAC needs to create much greater internal capacity to do business, finance and risk
analysis. We would recommend an initial staff of 2-3 MBA graduates attached to the
microfinance Program Coordinator’s office. This capacity 1s sorely lacking at present,
and must be used to analyze overall BRAC portfolio performance, support the creation of
an improved risk management system, suppor the Microfinance Advisory Board, and
perform risk analysis for senior and regional management. This unit must produce a
monthly series of risk assessment and management reports that help all levels of BRAC
about risk management issues and performance. This unit should be responsible for
producing the recommended microfinance “bank report” and for instituting the BRAC
CAMEL system, discussed below.



5. Other Areas of Special Doner Concern

5.1 Micro-Enterprise Lending Assistance (MELA) Program

QOverview
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However, in spite of its growth it is still very much a child of the parent BRAC VO
program. In almost all ways, MEL A is still primarily defined by its historical roots, in
that it 1s still very much a “large VO program” offering standardized loan products based
on the VO lending structure, heavy emphasis on collateral and personal relationship
rather than business analysis, emphasis on volume and risk avoidance rather than
calculated risk management, and characterized more by centralized rule-setting, rather
than creative business strategy.

This stage is an appropriate and unavoidable step in the svolution of the MELA program.
The central question is if MEL A wall grow beyond its historical constraints to become a
distinct and fundamentally different BRAC program. focused on small enterprises
serving external markets. The unanswered guestion is whether MEL A will succeed in its
stated goal of creating wage employment and net new income and emiployment for rural
Bangladesh communities.

Overall, the program is very healthy as it currently exists, with a solid portfolio, slowly
emerging regional management capagity, and a broad base of small business loans. The
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zap that currently exists is not in what MELA has done, but in what it has failed to do.
As mentioned previously, the current program can best be described as a “large VO
program” and as such is unlikely to have any significant economic impact without
significant change, The current lending activity is insufficiently focused and strategic to
have much more of an impact than shuffling income and employment from one
community business to another.

MELA Loan Portfolio Trends (1996 — 1999)

MELA effectively began in 1997 so it is still 2 young and emerging program. In spite of
its youth, with 6500 cumulative loans made as of December 1999, it is possible to begin
some substantive analysis of the loan portfolio and program strategy. That is the intent of
this section. As the chart below illustrates, the program has grown rapidly since 1997 to

its year-end 1999 Tk165

000 million outstanding level.
45000 H Average Loan Size by Quarter' What is most interesting is
I - not the fact that the
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portfolio and program in
general has grown. for there
has never been a question
that the “large VO/small
business™ lending market
was quite large, and could
certainly absorb all of the
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would be able to generate
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As illustrated by the chart to the left, one of the strongest trends has been the consistent

increase in average loan size, increasing from Tk26000 in 1996 to Tk47000 as of the end
of 1999 As

will be Percent Value of Disbursement by | oan Size by Quarter
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result of both the growing confidence of the MELA staff/lending system and the very
strong market demand in this loan segment. The irony is that, based on interviews with
field staff and Distnict Managers, the market demand is so strong that were it not for the
still conservative, VO-trained MELA staff and the constraints of the MELA lending
bureaucracy, this average loan size would be significantly greater, probably around
Tk100,000 or more.

This chart shows the increasing congentration of the total portfolio outstanding in the
Tk50.000 loan level. Specifically, 61% of the total disbursement volume in the fourth
guarter of 1999 were in loans of Tk30,000. Overall, this trend is both positive and
necessary, for if MELA 1§ to achieve its stated goal of growing existing small businesses,
new rural jobs and wage employment, it must consistently increase its average loan size,
eventually up to at least Tk150,000. This portfolio growth must be accompanied by a
parallel development of staff, management and strategic capacity, for it is only through
the development of strong management skills focused on implementing a highly focused
and strategzic MELA plan will this program achieve its economic development goals.

MELA Borrower Profile

As the average loan size of the MEL A loan has evolved. so have the charactenistics of the
MEL A borrower. The primary shift with respect to MELA borrowers, as suggested by
the graph below, has been to move away from the VO Member as a MELA borrower to
the Non-VO Member. This is natural and not sorprising. for the great majority of VO
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Members have neither the experience, skills or capital to move beyond selt-employment
to the creation of job creating, wage-employment generating small business firms.

This slow but important evolution away from VO Members as MEL A borrowers is also
consistent with the fact that the portfolio quality and past due loan data strongly suggest
that VO Members are much higher nisk MEL A borrowers than Non-VO Members, as will
be discussed in the loan credit quality section of this report. In the fourth quarter of 1959,
67% of MELA loan disbursementz were made to Mon-VO Members.
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MELA Portfolio Quality Analysis

Despite strong growth in loan size, in 1Disﬂmuﬁcn of TPO Across Sectors Dec 96.99 |
branches. in membership and in total

portfolio outstanding (TPO) since 5

MELA’s inception_ portfolio quality

remains strong; and a net job creation
impact is being made through portion of

Textdes

productive loans in the sector. A trip to Y

the field office and to several borrowers é%; <
reveals that most jobs created are going g . -
to extremely poor wage earners. s

Overdue loans and portfolio at risk
(PAR) as a percent of the outstanding
portfolio in December 1999 are at 0.6%
(Tk417.778) and 2.34%(Tk3.6 MM)
respectively. This is not surprising for By Gesod st
four reasons. First, MELA lending
officers and managers are all from BRAC's RDP program where a strong risk-averse
culture prevails. Second, MELA makes up a tiny fraction of the market, thus MELA POs
are easily able to cream the best customers. Third, POs are lending primarily to local
retailers whose businesses are easier to both find and analyze  And fourth, larger loans
are only made to businesses with substantial collateral, and the loan sizes disbursed are
far smaller than the businesses can profitably absorb.

Although delinquency is low, it is still important to analyze why it is occurring. and
whether there are any patterns or concentrations of ‘risky” loans. Shorebank’s five main
findings are summarized below.

Most “risky’ loans are in the hands of former VO members
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as inadequate business analysis (especially in terms of cash flow and debt service
coverage) and monitoring. VO members have historically handled far less cash at any
one time with more frequent repayment periods. The larger MEL A loan disbursements
and the less frequent repayment period contribute to their inability to manage on time
repayments.

Most overdue lo und in the “other’
The “other” category is made up primarily of groceries, restaurants and hotels. While it
is not surprising given the total TPO in this sector (53%). we believe it should be lower

given that these businesses are local retailers whose businesses should be relatively easy
to analyze and monitor.

The textile sector has disproportionately more nisk

The textile sector has disproportionately more nisk (30% of overdue loans) relative to its
size in the outstanding portfolio (13%). Most (9%) of the risky textile loans have a term

oy o A X of 18- months. Since late
Thorgh The Sama Valume i Oustanding with Non Memser | 1996, former VO members

st . make up 75% of the number
G atomadll of textile sector loans

| e b iy o disbursed. Based on
Do o — - . . - -
e E discussions with ten district
il [ - managers, the handloom
e business is the most nsky
rases subsector in the textile group
o The food-processing sector

PR w T

i p— manuseese= | has a slightly higher risk than
its weight of TPO. Agro-
based and cottage industries hold less risk relative to their weight in the portfolio. Yet.
surprisinglv, many district managers mentioned agro businesses as being one of the
higher risk areas to lend in. The evidence, however, for the category as whole, does not
bear this out. Corttage industry, a productive sector with significant job creation
potential, has far less ‘risky” loans outstanding (10%) compared with its weight in the

TPO (15%). An effort to grow this sector wall improve both MELA profitability and it
development impact.

There 1s a disproportionate
concentration 15k in longer-term
loans ta NO s

All ‘risky’ 24 - month loans are in

the hands of VO members. Non-

VO members do not have any
delinquent loans in this category,

despite the outstanding 24-month



portfolio being split more or less equally berween these groups. 18-month Joans show
similar trends in that former VO members hold three times as much or the ‘risky’
portfolio in this category. The chart above shows that both members and non-members
have roughly the same outstanding taka in longer-term loans. Thus, all else being equal,
we would expect these larger businesses to display similar delinquency trends. The chart
above shows this 1s not the case. The problem is not simply one of proportionately
higher delinquency in longer term loans (as the table below would suggest). Rather, it
rests with both borrower sefection and the structuring of the fonger-term debt to fit the
nature and cash flow of the business.

Smaller loan sizes (=Tk45.000) have proportionatelv igher delinguency

This surprising finding has a MELA corollary: larger loans (> Tk50,000) have relatively
lower delinquency. Even more startling is that. in absolute terms, there 15 6% of value of
delinquent loans in the above Tk50,000 category and 7% in the > Tk25,000 category (see
adjacent table). All delinquent borrowers in the <Tk235,000 loan size group are members.
In the >Tk50.000 loan size group, delinquency is evenly split between members and non

members, Loan Size 20-25.000 30-45,000 50.000 >50.000 |
_ BEAR 7.00%  33.00% 53.00% 6.00%
The chart shows that since 1996 % TPO 4.90% 26.69% 57.50% 10.91%!

loans disbursed to borrowers with 2
loan size below Tk45. 000 have carried more risk relative the amount disbursed in the
same loan size category. The table shows which sectors have the most delinguent
outstanding (taka) among borrowers who received a loan of Tk45,000 or below. The
table below shows that most of the value of the delinquent loans in the < Tk30,000 —
disbursement size
category is inthe
hands of non
members.

Dispersion of Delinguent
Loans Across Loan Size 96-29

Extensive
discussions with
MELA field staff
as well as a visit to
twa branches lead
Shorebank to
believe that
business analysis
of members has not been sufficient. Good character is not a substitute for being able to
manage a larger cash flow. It is likely that certain members should never have received
MELA [oans in the first instance (i.e. 2 borrower selection problem). Even “small loans’
are substantially larger than what members have ever handled in the past. Tt is unlikely
that borrowers can immediately absorb the full loan amount, and diversion of funds
results. Fund diversion was cited by both head-office and field staff as another cause of
delinquency. More careful analysis of loan use and appropriate loan size is needed.

20-25.000 50-45,000 S0.000 >50,000
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Where loans are made, more frequent repayment periods (e.g. bi-weekly) will reduce
cash flow sk

MELA Future Opportunities and Issues

The constraints on the MELA program are staff lending skills, culture and program
design constraints that are internal to BRAC. not external market constraints. As has
been demonstrated over the past three years, there is a very substantial untapped market
in rural (and probably in urban) markets for small business loans between Tk25 000 and
Tk200,000. The primary barrier that MELA must wrestle with is developing an ability
to recruit, train and retain capable MELA lending staff. The business analysis skills that
is required of a MELA loan officer are not the traditional VO organizing skills that has
served BRAC’s VO lending program so well in the past.

Finally, BRAC must continue fo wrestle with raising eapital funds necessary to support
the continued growth of the MELA program. MELA has already used significantly more
than the Tk100 million that was originally set aside for its imitial development, It wiil be
easilv possible to grow the MELA pontfolio to Tk300 million. It is beyond the scope of
this review to evaluate alternate paths of capital raising, but there are several possible that
are being currently pursued by BRAC management.

Recommendation: MELA

Shorebank has turnished a comprehensive set of recommendationsto MELA
management during a visit earlier this year. Many of these recommendations are already
in the process of being implemented. For the purposes of this report, we would like to
reiterate three of them: !

1. BRAC should develop new ways to both recruit business analysis skills from outside
of BRAC as well develop those skills with current BRAC staff, 5o that loan officers
can lend to more complicated productive businesses that have potential for larger job
creation among wage earners.

=

MELA management should work hard to streamline the lending process (e.g. reduce
the time from lean application to approval and disbursement which is now far too
long), as well as develop new products to meet market demand.

Lid

A thorough market analysis of key productive sectors in MELA's target area should
be undertaken so that lending officers can 1) develop appropriate products; 2) be
strategically guided towards the opportunities that deliver the greatest development
impact for the region, and 3) reduce underwriting risks. A focus on specific sectors
will also help to reduce underwriting risks.
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5.2 BRAC Urban Lending Program

The Urban Lending Program,
modeled on BRAC’s rural program.
is not funded out of the RDP
budget. It began in 1996 when
BRAC made the decision to extend
its poverty alleviation program to
urban areas with the intention of
having an impact on urban poverty
among sguatters. 1n Dhaka alone,
around 33% of the city’s 10 million

population, live in as squatters (on

Urban Lending Program | Dec98  Dec-9%
# Members | 40,973 96,259 |
% Growth in Members 135%
% Borrowers ) __39% 81%)
Per Member Net Savings Tk51.34] Tke1]
Total Principal Outstanding Tk 29,065 Tk 161,141
Growth in TPO . _ 454%)
Savings/TPO 43%| 51%
No past due , 93%|  998%
Average loan size | Tk3,783 Tk4.800]
[Growth in avg loan size ' 27%

covernment or corporation owned land) or slum dwellers (private landlords). The need
for finance among these urban poor workers is currently unmet. There 1s thus enormous
potential for growth of the Urban Program.

This urban program, which had 18,000 members in 10 branches as of November 1997,
maore than doubled its membership base to 40,973 December 1998. By December 1995,
the Urban Program had close to 100,000 members in 30 branches — a 135% increase ina

period of 12 months. These 30 branches make up 4 larger area offices in Dhaka.
Chittagong, Rajshahi. and Kulna. Currently, the plan isto grow by 50% to 150,000
members by the end of 2000, and to keep growing at around that rate.

Lenders worked hard to increase principal outstanding by 454% over the past vear, while
maintaining a high portfolio quality (29.5% of borrowers are 100% current), The
portfolip at risk for the urban lending program is 1% of principal outstanding or
Tk600,000. In January 2000, there was a substantial worsening of the absolute number
of borrowers who did not make a single payment in the month (427 in December vs. 691
in January). This is worth investigating. Not surprisingly, almost 100% of the
delinquency is in Dhaka, as it is the oldest program, and delinquency usually takes a

while to manifest.

The sharp increase in portfolio growth
was driven both by the 135% increase in
membership and, a 27% increase in the
average loan size to Tk4.800 in December
1999, Currently, approximately 60% of
members are borrowers, which represents
a 100% increase over 2 year zz0. The
iotal saving to outstanding ratio is 50%
and is expected to increase substantially

with the introduction of three new special
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savings products. Overall program sustainability for 1999 is 43%. A breakdown of the
main costs incurred by the program appears is the chart above.

Barring an increase in the interest rate, the Urban Lending Program must focus on getting
1s administrative expenses/average portfolio ratio down in the shortest possible time if it
wishes to achieve sustainability within a year. This will happen much faster if the
average balance per loan increases, the borrower/member ratio rises from its current 60%
level, the program benefits from repeat customers who take up less staff time, and if there
are very few problem borrowers that takes up the time of staff (i.e. very low

delinquency)

Three main variables that drive efficiency in an MFI are:

=~ The average wage paid to staff
~ The average balance per loan or average loan outstanding
~ The number of clients per staff member

The main drivers of sustainability (which, in turn depends on efficiency) are the Portfolio
Yield (interest income and fees/average portfolio outstanding) and the administrative
expenses/average portfolio outstanding ratio. The former should nise and the latter
should fall as an organization achieves sustainabifity.

Finally, it is worth noting that the constraints to the Urban Program’s growth will not be
market potentinl. There is more demand out there than it can ever hope Lo satisfy in the
near tesm.  The constraints the program will face will be internal (i.e. how fast cap it
afford to grow given its funding constraints). and external (e g. the politics of forced
removal of squatters). To date. the program is performing well on both these fronts by
Improving ¢ost recovery, growing fast. keeping a high quality portfolio, and liaising with
government 1o deal with the external concerns thart affect the stability of the program

5.3 Suggestions for Developing Line Staff and Management

BRAC has made some improvement in the past year in developing another tier of senior
management. Four senior regional managers now oversee the all the regional offices 10-
12 regional offices each. At present, it appears that they are reacting to daily situations in
the regions as they arise, rather than following a sirategic approach to deal with
opportunities and challenges in an ex-ante sense.  They should also be developing a
serious of key indicators to track performance and compare performance among region.

One area where there is room for major improvement 1s in changing the culture of head-
office mid and junior level statf from being data capturers, to being more analytical. In
other words. making the numbers mean something. MELA, for example, should be able
to analyze the changing trends in its portfolio along with the changes in delinguency
instead of reporting raw numbers for each month and each sector independently. Without
this kind of approach, senior managers can never be asking the right questions about how
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to improve the program further. The problem is similar in nearly every department where
the head of the department is almost the only person doing some level of analysis.

Recommendations: Developing Staff

1. We recommend that the senior regional managers get training in analysis so that they
can better understand and analvze trends that are happening in their group of regions
This will also help them be more strategic about the direction, support and advice that
they give regional managers.

We also recommend that:

Senior managers receive support and training in how to grow and mentor staff

*  Mid and junior level staff receive training in analysis pertinent to their work area

= Reporting formats and performance incentives at all levels should reinforce growing
BRAC s staff analytical and strategic skills.

l!_\_.l

At a branch level, the suggestions in the section on ‘changes necessary for BRAC
branches to become profit centers’ outlines some of the areas where BRAC needs to
focus its field staff development  Both branch managers and loan officers need to
understand the key drivers of development impact (i.e. reaching the poer). and

profitability. An incentive system should reinforce the performance goals of the
organization

5.4 Repayments to RCP by BRAC for the HO Building

BRAC borrowed Tk150 million from RDP for the purposes of building the BRAC Center
building. As per the agreement, Tk15 miilion was repaid to RCP in June of 1997, and
another Tk30 million has been paid in two six-monthly installments. As at June 1998,
Tk105 million remaimed outstanding. Since then, three additional installments of
Tk13,000 each have been made leaving an outstanding loan balance of Tk60,000 which
will be repaid over the next two year.
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8. Risk Management, Capiial Adeguacy and CAMEL

Managing risk is complex for any financial organization. It involves a continuous
process of identifying, measuring, monitoring and managing the potential for adverse
events with negative consequences. BRAC now has a portfolio of over $135 MM 1in
loans and, the value of its total assets is around $165 MM. Many regulated banks in the
developing world are less well capitalized. This section of our report focuses on BRAC's
understanding of the importance and value of comprehensive financial and risk
management, and its approach to managing some of its risk, to safeguard those assets and
dehiver development impact putcomes as per its sirategic commitments.

6.1 Background on the Use of CAMEL Ratings

As backeround for the reader, we first provide a brief overview of a genenc risk
management process as a context to briefly evaluate BRAC s approach in this regard

Risk management is about protecting an organization rom undesirable downside risks
and enabling 1t to take advantage of upside opportunities. Key financial risks MFIs face
include: credit risk, interest rate risk, liquidity nisk, funding risk, and currency risk. Non-
financial nsks include: operational nisk, fraud, fiduciary risk, reputation risk, new product
risk, strategic risk and legal and compliance nigk.

To design a risk management system, an orgamization goes through a process of:

~ ldentifying, assessing, and prioritizing the risks;

~ Developing strategies to address them (accept, mitigate, eliminate; transfer)

~ Desigming cost-eftective controls to monitor or reduce them (e.g. policies and
procedures. management reporting, technology. and analysis);

~ Assigning clear responsibility for each risk

~ Testing to see whether the controls work.

While BRAC has clearly done this in relation to aspects of credit risk and fraud risks, its
approach to other key risks has been less comprehensive. This is because BRAC did not
need to worry about liquidity risk much before it introduced its voluntary savings
products. Nor did it need to worry about funding risk (asset-liability risk) while funds
from donor sources and internally generated revenues were adequate for its projected
growth. However, this is no longer the case. The introduction of its special savings
products, and its projected growth trajectory will increase the need to raise funds from
external sources. How BRAC manages the challenges and risks associated with being
more ‘market driven” will determine its success in the future. Fraud and operational
risks also tend to increase as organizations grow larger and new products (like the special
savings products) with fraud “loopholes” appear.  Since many of these risks tend to work

off and impact one another, it becomes necessary to look at key risks comprehensively
with the organization.
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Institutions that effectively manage risk share several elements:

» Active board and senior management oversight;

» Adequate policies, procedures, and limits;

» Adequate risk measurement, monitoring. and management information; and
» Comprehensive internal controls.

Again, for credit risk, BRAC has done very well against most of these measures,
although there is room for improvement (e.g. in respect of improving delinquency
management and reducing portfolio concentrations). For other key risks, this is still to be
done. A risk management framework is a tool for MFI managers to acknowledge.
understand and develop strategies and controls to deal with different risks, their potential
impacts, and how they may interact with one another on a systematic basis.

Risk management is not an event.

It is an organizational culture, which embraces the continuous and systematic anticipation
of things that my ‘go wrong’ so as to minimize the negative impact on the MFI and its
customer base. It is a culture of learning. adapting, managing and evaluating identified

risks. Managing risk successfully creates value for an MFI, Not managing risks destroys
value.

6.2 A Discussion of CAMEL and BRAC's Response

[Note: While it is beyond the scope of this review to do a CAMEL analysis, we provide
BRAC s response to each of the evaluation areas listed below}

One of the main functions of classical nsk management is to protect and help ensure the
financial viability and managerial soundness of an organization. The North American
bank regulators adopted the CAMEL methodology to review and rate five areas of
financial and managerial performance: Capital Adequacy, Asset Quality, Management,
Eamings, and Liquidity Management. More recently a “S”, which represents
‘sensitivities’, has been added onto the CAMEL acronym.™

If any of the above areas are not managed adequately, risk to the financial and managerial
soundness of the financial institution is threatened. For example, not managing the loan

rartfolin (the hizgect agset base oi vl s) results in credit risk. Poor cash flow planning

increases liquidity risk. It is useful for BRAC, and indeed all MFI's, to consider using 2

CAMEL tvpe approach on a systematic basis, not only for their regulators (if applicable).
but as a tool to help monitor and manage risk in their organization.

A CAMEL analysis relies on accurate financial statements, budgets and cash flow

projections, portfolio aging schedules, information on funding sources, the board of
directors, operations and staffing and macroeconomic information.
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A very brief discussion on each of the indicators, as they apply to MFIs, follows=™ It is
by no means comprehensive, or without shortcomings.™ However, it is a risk
manazement tool that BRAC’ s senior managers and directors should concern themselves
since BRAC will need to access substantial amounts of commercial capital in the future
to fund its loan growth ™

Capital Adequacy: The objective of capital adequacy is to measure the financial
solvency of an MFI by determining whether the nisks it has incurred are
adequately offset with capital and reserves to absorb potential losses. Can the
MFI support both the growth of the loan portfolio and a potential deterioration in
assets? Can it raise equity in case of losses? What are its policies to establish
reserves against the risks inherent in its operations?

One indicator is feverage, which illustrates the relationship between the risk-
weighted assets of the MFI and its equity. Another indicator, ability to raise
equity, s a qualitative assessment of an MFI's ability to respond to a need to
repienish or increase equity at any given time. A third indicator, adequacy of
reserves, is a quantitative measure of the MFI's loan loss reserve and the degree
to which the institution can absorb potential loan losses™

* Leverage Ratio =adjusted risk assets / adjusted equity .

Most banks have a capital ratio of at least 10%. Many have 12.5%: In Latin
America, among MFIs, the ratios used in the sample varied between 3. 41% to 17
times. The maximum {everage for MFI should be lower than that recommended for
commercial banks because: 1) MFls have a higher volatility in their delinquency
rates; 2) operating expenses as a percentage of assets are much higher than for banks,
so that when they spin out of control, the impact is much worse; and 3) the ability of
the MFI to raise traditional funding is much more difficult. ACCION gives the
highest rating to MFIs that have a ratio less than or equal to 6% and the lowest rating
to those that have a rating over 10%

*  Adequacy of Reéserves = actual loan loss reserve (afier write-offs) / adjusted LLR

ACCION evaluates the aging of the loan portfolio, size of the current LLR. the
rescheduled loan portfolio and the CAMEL-adjusted histonic loss rate and determines
what should be reserved. If an MFI reserves 80% of higher of this amount, it gets the
highest rating.

BRAC’s response with comments:

BRAC does not have a formal policy on capital adequacy. The Chief Accountant.
who s in essence a financial manager as well, together with the CEO and deputy
directors pay great attention to reserving adequately against a potential
detentoration in the loan portfelio. There is general acknowledgment that there is
a sufficient cushion in the equity base to absorb losses that may arise from other
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risk, although these have not been identified or priontized. Currently, BRAC is
more concerned with raising additional debt (vs. raising equity). To do this, it has
to improve its debt: equity ratio to encourage banks to lend. Currently the debt-
equity ratio is around 3%, and banks would prefer that it is be around 2-2.5%
There is thus a need for BRAC to increase its total capital, presumably by
improving its retained earnings position. Apart from the debt: equity ratio, and
the LLR/QOutstanding Ratio, no other ratios are tracked with any consistency.

Asset Quality: The objective of asset quality analysis is to identify. measure and manage
/ control the quality of existing and potential credit nisk associated with the loan
and investment portfolios, other real estate owned. and other assets as well as off
balance sheet transactions. MFI's hold most of their assets in loans.

For an MFEL the analysis of asset quality 1s divided into three components:
portfolio quality, portfolio classification system, and fixed assets. Portfolio
quality includes two quantitative indicators: poritfolio at risk, which measures the
portfolio past due over 30 days; and wrife-offs /write-off policy, which measures
the MFT's adjusted write-offs based on CAMEL criteria. The portfolio
classification system entails reviewing the portfolio's aging schedules and
assessing the institution’s policies associated with assessing portfolio risk. Under
fixed assets, one indicator 1s the productivity of long-term assets, which evaluates
the MFI's policies for investing in fixed assets. The other indicator concemns the

institution's fnfrastruciure, which is evaluated to determine whethc. it meets the
needs of both staff and clients.

Portfolio at Risk = [adjusted portfolio past due > 30 days +loans in lezal recovery
+ rescheduled portfolio 0-30 days] / adjusted gross loan portfolio. ACCION gives
the highest rating if the average is below 3%. Most of its eleven programs
studied in the sample get the second highest rating for a ratio of less than 6%

The worst rating 15 15% or higher.

=  Write-offs = adjusted net write-offs / adjusted relevant loan portfolio. Write-offs of
< 2% get the highest rating. Write-offs greater than 10% of the loan portfolio get the
lowest Tating.

BRAC's response with comments:

BRAC portfolio at nsk is well defined and it tracks it on a monthly basis at the
head-office level. With branch computerization, PAR will be done more
frequently at the regional and branch levels as well. Although BRAC's historical
loan losses are below 2%, it BRAC does not have a well-defined write-off policy.
Write-offs have occurred twice over the past three years. We recommend a
formal write-off policy for any loans that are over two years past due. BRAC
does not have a policy to manage, replace or expand its fixed assets base. This
will be increasingly necessary as branches are opened in new areas etc.
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Management. Five qualitative indicators make up this area of analysis: governance;
human resources; processes, controls. and audit, information technology system:
and strategic planning and budgeting. Governance focuses on how well the
institution's board of director’s functions, including the diversity of its technical
expertise. its independence from management, and its ability to make decisions
flexibly and effectively. The second indicator, human resources, evaluates
whether the department of human resources provides clear guidance and support
to operations staff, including recruitment and training of new personnel, incentive
systems for personnel, and performance evaluation system. The third indicator,
processes, controls, and audit, focuses on the degree to which the MFI has
formalized key processes and the effectiveness with which it controls risk
throughout the erganization, as measured by its control environment and the
quality of its internal and external audit. The fourth indicator, information
technology system, assesses whether computerized information systems are
operating effectively and efficiently, and are generating reports for management
purposes in a timely and accurate manner. An analysis of this indicator reviews
the information technology environment and the extent and quality of the specific
information technology controls. The fifth indicator, strategic planming and
budgeting, looks at whether the institution undertakes a comprehensive and
participatory process for generating shori- and long-term financial projections and
whether the plan is updated as needed and used in the decision-making process,

BRAC’s response with comments:

The importance of improving the information technology system and
infrastructure (currently in process) is regarded as important:. An improved model
for the microfinance program is needed for better strategic planning, budgeting
and fund management. Controls are in place for credit nsk management, but net
for adequate savings risk management at the branch level (e g. how much cash the
branches should have to fund withdrawals etc.). These need to be established.
Tested and well-defined processes are in place for credit. but not sufficiently for
the scon to be introduced savings program.

Staff development is acknowledged as a priority but no significant processes are
in place to grow a second tier of strong managers in nearly all BRAC s
departments. This is a key risk for the future of such a fast growing organization.

Earnings. The ACCION CAMEL chooses three quantitative and one qualitative
indicator to measure the profitability of MFI's: adjusted return on equity.
operational efficiency, adjusted return on assets, and interest rate policy. Adjusted
refurn and equity (ROE) measures the ability of the institution to maintain and
increase its net worth through earnings from operations. Operational efficiency
measures the efficiency of the institution and monitors its progress toward
achieving a cost structure that is closer to the level achieved by formal financial
nstitutions. Adjusted return on assets (ROA) measures how well the MF1's assets
are utilized, or the institution's ability to generate earnings with a given asset base
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CAMEL analysts also study the MFUs inferest rate policy 1o assess the degree to
which management analyzes and adjusts the institution's interest rates on
microenterprise loans (and deposits if applicable), based on the cost of funds,
profitability targets, and macroeconomic environment.

ROE = adjusted net income / adjusted average equity. Above 15% receives the
top rating. Less than 5% gets the lowest rating.

* QOperational Efficiency = adjusted operational expenses / adjusted average gross lozn
porifolio. Less than 20% gets the highest rating. Above 50% gets the lowest rating
(In Asia the ratios for operational efficiency are more in the 10% - 12% range for top
performing MFIs because the staff costs are far lower than in Latin America)

* ROA = adjusted net income /[ adjusted average assets. Above 3% gets the highest
ratinz. Less than 1.9% gets the lowest rating.

BRAC's Response

BRAC has begun tracking its ROE and ROA on an annual basis. No clear targets
appear to be set. BRAC is also very concerned with aperational efficiency and
tracks this ratio quarterly at a head-office level. The regional level recelves the
results:  BRAC does not review the interest rate on loans in any systematic way.

- Liguidity Management The fifth area of the ACCION CAMEL evaluates the MFI's
ability to accommodaie decreases in finding sources and increases in assets and
to pay expenses at 4 reasonable cost Indicators in this area are liability structure.
availability of funds to meet credit demand, cash flow projections, and
praductivity of other current assets.

Under liahility structure, CAMEL analysts review the composition of the
mstitution's liabilities, including their tenor, interest rate, payment terms. and
sensitivity to changes in the macroeconomic environment. The types of
guarantees required on credit facilities, sources of credit available to the MFL and
the extent of resource diversification are analyzed as well. This indicator also
foguses on the MFT's relationship with banks in terms of leverage achieved based
on gyarantees, the level of credibility the institution has wiath regard to the
banking sector, and the ease with which the institution can obtain funds when
required. -Availability of fumds to meet credit demandy measures the degree to
which the institution has delivered credit in a timely and agile manner.

Cashflow projections evaluate the degree to which the institution is successful in
projecting its cash flow requirements. The analysis looks at current and past cash
flow projections prepared by the MFI to determine whether they have begen
prepared with sufficient detail and analytical rigor and whether past projections
have accurately predicted cash inflows and outflows. Productivity of other
current assefs focuses on the management of current assets other than the loan
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portfolio, primarily cash and shori-term investments. The MFI is rated on the
extent to which it maximizes the use of its cash, bank accounts, and short-term
investments by investing in a timely faghion and at the highest returng
commensurate its liquidity needs.

=  Productivity of Other Current Assets =( inferest income received on cash and cash
equivalents over the past 12 months) / [(average monthly cash +cash equivalents-
liquidity cushion) * (av monthly CD rate) + liquidity cushion *average savings rate)

The formula for the liquidity cushion is: [operating expenses + financial expenses -
depreciation + loan disbursements — loan repayments] /52 * 4.

ACCION gives the highest rating to organizations that have a 0 — 10% ratio and the
lowest to organizations that have over a 50% ratio.

BRAC’s response with comments

Sufficient funding to finance the credit program’s growth is the number one
concern of the accountant / financial manager at BRAC. He is thus very much in
touch with the portfolio growth projections in the branches, which are revised on
a monthly basis; Ratios and indicators tracked include savings/TPO (as savings is
used to fund lean growth) and the growth outstanding,

Although there are not formal written policies, BRAC has learnt on the basis of
historical experience how much cash to have on-hand and how much to reserve
for imes of unexpected need (e.z. during a hartal). Generally, it keeps 1% of
assets on call at banks. Five percent of savings are kept liquid at any given time
for withdrawals. This will increase by an additional 20% as it introduces its new
savings products.

BRAC does not yet have a separate asset liability management function. Informal
meetings take place among key senior managers on as ‘as needed’ basis. BRAC
does not yet have a madel to help it predict liquidity needs. This is something
that they are planning to have in the future. Despite this, BRAC manages its
external funding needs and cash flow reguirements from the branches by getring
regular reports from its regional offices Evervday branch managers produce a
cash flow position report. Funds move on a weekly basis from the regional to the
branch level. Head-office adjusts its annual cash flow forecast monthly based on
information from operations. BRAC does not have a dynamic liquidity model.

On a more qualitative level, BRAC is making an effort to improve its relationship
with key banks and now has access to overdraft facilities, as well as loan finance.

This is also very important for liquidity management.

As with all risk management tools, a CAMEL - type analysis is often most helpful when
it measures trends and changes in the MFI over time. It will help detect whether
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operating costs are exploding out of control or decreasing as the MFI rapidly increases is
coverage of borrowers. Clearly. some ratios should be tracked very regularly (e g
portfolio at risk). For others, quarterly ratios may suffice.™

Recommendations: Overall Performance and Risk Management

I

=2

Had

BRAC should develop policies, goals, and targets for each of the major CAMEL
areas (gualitative and quantitative). using the ACCION’s CAMEL as a guide.

BRAC should conduct a full CAMEL-type analysis on an annual basis to assess its
performance. This analysis could form part of the external reporting annual report
that we recommend BRAC produces.

BRAC should pay special attention to managing the risks associated with its asset-
liability structure, both in the short term (liquidity risk) and in the longer term, given
the changing nature of its liabilities. Although a dynamic liquidity planning model is
preferable for day to day management, we have inserted a series of liquidity measures
in the attachment for BRAC senior officers to consider using as an overarching
management tool. With the introduction of BRAC''s savings program and its
increasing reliance on commercially based finance, formal policies, systems,
procedures and associated accountability for managing liquidity at the branch and
head-office level needs to be developed.

We highly recommend that BRAC introduces a risk management framework to
systematically track and manage the key internal and external risks that it
microfinance program faces. We suggest that BRAC begins the process by
identifying a senior executive who will be responsible for leading BRAC towards a

comprehensive risk management approach, and then picks a couple of key risks to
initially focus on.
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7. Beyond 2000: Nloving Toward Sustainability

As the title of this Donor Review suggests, one of the primary challenges facing BRAC
25 it enters the new century and graduates from RDP TV is the issue of sustainability: the
ability to fund operating and loan capital needs as BRAC programs continue to grow.

As was suggested in section 3.1, organizational sustainabifity s not a straightforward
guestion with a yes or no answer, but rather a continuum of questions and answers that
apply differently to different programs and activities. This section should be understood
as just an initial glimpse at the issues and possible directions facing BRAC in this area.

Our summary of the question of sustainability is that the microfinance program 1s
sustainable, but still faces the challenging question of obtaining additional loan capital 1o
support portfolio growth, The sector program is not sustainable, and yet is a very
important part of the entire development equation. For the sector program, the
recommended route is working to obtain continued grant support from external sources as
much as possible. If necessary, BRAC can use PSE income to support the sector
program, but this is less desirable, at least For the next five years. In our view. the best
use of the PSE income is to reinvest in growing the capacity and scale of the PSE
programs, for the long-term impact of growing the PSE capacity is much greater for the
country than just consuting current PSE profits to run the programs. We also
recommend (as we discussed 1n our 1998 repert in detail), that components of technical
assistance continue to be ‘privatized” whereverit makes sense.

7.1 Sector Programs and PSE Income: A Key Funding Decision

s
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BRAC s sector programs cover a wide range of activities: agricultural extension, social
forestry, fisheries. rural enterprise, poultry & livestock, and sericulture. These programs
nave been primnarily supporied via RDP IV grant intome, and that will continue through
the year 2000. Assuming no growth in the program budgets, for the year 2001 the
operating budget for these programs is projected to be around Taka 360 million, of which
Taka 130 million would be earned through program fees. This will leave a gap of Taka
230 million. At the same time, W BRAC wishes to continue 0 270w the scale and
capacity of the PSE programs—which we believe they should—then there will be an
additional capital investment gap of perhaps Taka 100-300 million. The question is how
to fill these two gaps in 2001 and beyond? There are two possible answers:
contimzed/additional grant suppont from extemnal sources and Wncome from the Program
Support Enterprise (PSE) activities.

One of the candidates to fill sector program operating income gap is revenue generated
by the PSE programs. PSEs provide high-quality inputs to BRAC sectaral pragrams and
customers, and in that process generate profits. In 1999, PSEs generated Taka 83 million
in profits, up from Taka 25 million in 1998. The iptent for 2000 is that they will generate
Taka 200 mullion, and the hope is that growth will continue,

The Se=" PSE program is one of the shining stars of the PSE programs. The seed PSE
pioducs. 80 types of seed, and currently provides 60% of its customers with BRAC and
locally produced seeds; the remainder is from imports. There are two locations, both of
which should be operating at a one-shift capacity by the end of 2001 (they can increase to
two shifis of production capacity). 75% of the seed is for veuetable farming. 25% is for
maize and rice. The market for vegetable seed is nearly infinite at this point, in that the
per capita consumption of vegetables in Bangladesh (at 35 grams per day) is only about
10% of the recommended 350 grams per dav. and according to market reports. the
demand far outstrips supply.

In many cases, this and other highly innovative PSE activities not only provide high
quality inputs but also allow many poor rural residents to participate in income
generating activities that would not otherwise be possible, as well as generating a profit.
The central question is how to use the PSE income: short term use for operating expenses

for the PSE programs, for reinvested back into growing the scale and capacity of the PSE
program.

Although we know that it presents significant fundraising challenges for BRAC and
donors, Shorebank staff strongly recommends that at least for a five year period, PSE
income should be used to provide further investment in and expansion of the PSE
activities. In the longer run, this reinvestment and program capacity growth will have the
greatest development impact, and will help move the sector program to full sustainability
The assumption is that at the end of five years. the capacity of the PSE program will be
significantly larger, more able to meet total market demand, and more capable of being
fully self-sustaining.
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In addition, we suggest that BRAC investigate the use of debt to expand the capacity of
these highly productive enterprises as quickly as possible, for early indications are that
the pay-back on investment capital is relatively quick (1-3 years), which would make this
a very sound investment and as well as supporting additional sectoral program activity
growth.

7.2 Microfinance Program: Operational Income & Debt

As was discussed in section 3.3, the

Program Name 1999 Income or

microfinance program has successfully grown Loss from
to the point that it generates an operational Operations
SL[I'PIUS (see detail to the l'lght} Thisisa _-'RDP {ET T23.851)
remarkable achievement in face of the BRCP 126 ?9;}535
constant _E.TDWT.IL and assuming that the IGVGDP (5.59?5591
current pﬂi’tfﬂliﬂ quﬂlit}“ prﬂb]ﬁm 15 resolved, BUP {25&4&132?}
this is anticipated to continue; PLDP 29]2.05]

| PKSF Credit 45,492 710
It is proposed 1 this review that the
mictofimance operating surplus be used 10 Total 119,420,471

increase the capital base of the various

growing microfinance programs, only some of which have reached the stage where they
can generate a surplus. The BRAC Urban Program (BUP) and the IGVGD Program bath
continue to need subsidy, and are reaching new and important low-income populations,
and so utilizing the overall microfinance surplus in this way seems to be very appropriate.
This operational surplus will not be sufficient to respond o the very substantial, and
much greater capital-funding requirements that the MF1 program will satisfy if it is to be
able to continue to respond to rising borrower needs. At 2 minimum, to satisfy current
borrower capital needs, BRAC needs at least Taka 3 billion. To respond to future capital
needs, BRAC will have to approach external sources of funds such as PKSF and other
poeniial lenders, as well as substannally grow its savings programs.
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8. Recommendations for Additional Technical Support

BRAC s microfinance program has successfully entered the millennium with over three
million members and $165 million in assets --a very large microfinance program by any
standards. While its development impact and financial performance to date is very
impressive. especially given its rapid growth over the past ten years, there are several
challenges that BRAC now needs to face. These challenges arise from both external and
internal forces: Externally, the microfinance environment in Bangladesh has become
increasinely competitive and market-oriented. forcing BRAC to adapt to international
standards of performance reporting and risk management. Internally, BRAC s fast
growth has left a competent middle management vacuum in nearly all of the programs
departments. We discussed these human capital dimensicns at length in our 1998 Annual
Review Report.

We recommend that future technical assistance focus on two aspects:
Risk Management Framework

The development of a risk management framework for BRAC which management can
use as a tool to acknowledee, understand and develop policies, strategies and controls to
deal with different risks (both internal and external) that MFIs face, their potential
impacts, and how they may interact with one another on a systematic basis. Sucha
svstem should have regular performance reporting. and accountability should be assigned
to specific individuals and levels for managing the vanous aspects of the program.

Establishing a framework is especially important given the new voluntary savings
products that BRAC is introducing, and the inicreasing extent to which it is relies on
marker-based external sources of funds to finance the program’s growth.

BRAC will also have to invest in the necessary technology. systems and skill upgrades
for staff to support the system. A business-planning model, and a liquidity management
model are two examples of system upgrades which we feel are necessary. A new branch
rating system is another. Training in rolling budgets and MFI-centered asset-liability
management will also prove useful in the *new’ envirenment.

Human Capital

The second major area of focus 1s on human capital. BRAC needs to invest in
appropriate training for all levels of management and staff throughout the organization.
At a head-office level, for example, mid level staff and managers should be able to
analyze the programs for which they have responsibility. Overall, we continue to believe
that BRAC s manacement structure and capacity is streiched very, very thin,

In general, analytical ability is lacking throughout the organization except the most senior
level. Staffis excellent at following instructions, capturing detail, and responding to the
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field. They are not in most respects true “business managers’ focusing on strategy,
inputs, costs, outputs and impact. This traiming will need to be department specific.
Sector managers need different skills than PSE managers, and both need different skills
than MEL A loan officers who are targeting high impact productive enterprises without
knowing properly how to analyze their businesses.

We also believe that it will be useful for all sentor managers to attend a course on how to
mentor and grow staff. BRAC s system of incentives throughout the organization should
reward managers who perform well in this area. Af the moment, it is a culture of “sink or
swim” and not one that is focused just as much on growing “human capital” as it is on
erowing and deploying “financial capital”. This imbalance is not healthy, for it is the

quality of the human capital in the system that will determine the health and performance
of the financial capital.

Funding Suggestion:

To safeguard its initial investment and to support the ongoing institutional capacity
building of BRAC, we suggest that the donors allocate a moderate amount of funds for
two institution-building initiatives each year_ such as those suggested above or others.
We also recommiend that BRAC provide a 50% match for any new donor funding which
is zllocated towards building the management strength of its programs.
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10. Summary of Major Recommendations

[Please note that a summary on BRAC’s actions taken following Shorebank's 1998
recommendations are included as an attachment].

TOP FIVE RECOMMENDATIONS:

. Analyze and Reduce Delinquency. Conduct a thorough analysis of the causes of
mncreased delinquency (6% -7% increase since June 1998) and develop a
concerted, high-priority strategy to reduce it.

Create Overall Risk Management System. Introduces a risk management

framework to systematically track and manage the key internal and external risks

that it microfinance program faces.

Focus on Savings Program Expansion. Reduce interest on current account

savings, Set up systems to manage all risks in the program (skill related, cost

related. reputation related, liquidity and fraud related etc.)

Create Microfinance Advisory Board. Set up an external advisory board to

build the institutional capacity and enhance the risk managenent of BRAC s §165

million {and fast growing) micro program.

5. Grow Organizational Analytical Capacity. To teke advantage of the system
wide improvement in the quality of portfolio and borrower data available, BRAC
should create a small finanetal and business Research Unit that will focus entirely
on providing business and financial analyses for senior and regional management

b
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SUMMARY OF KEY RECOMMENDATIONS

Recommendations: Portfolio Management

1

(o |

!q.l

We strongly recommend that BRAC do a thorough analysis of the causes of increased
delinguency (6% -7% since June 1998). Such an analysis will help BRAC determine
to what extent delinquency is a function of. borrowers receiving larger loan sizes.
borrowers receiving double loans. borrowers who were refinanced as a result of the
flood. concentrations in particular sectors, delinguency concentrations in branches
that were not hit by the flood or hartals etc. Without this information, BRAC is ill
prepared to be able to know either the real cause of delinguency, or how to address it
This is our number one recommendation regarding BRAC’s loan portfolio quality for
the year 2000.

BRAC should develop a much deeper market and business insight into higher risk
loan sectors {fisheries, food processing, sericulture and housing), and sectors where
the portfolio has become concentrated (e.g in rural trading and food processing).

BRAC must breaking its “catch all” rural trading and food processing categories

down info its significant constituent parts to support better understanding on the risks
infierent in both these sectors, particularly rural trading which has almost 50% of all
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outstanding. As it stands, the rural trading category is effectively useless for any

analytical purposes and defeats the whole point of having sector differentiation in the

first place.

BRAC needs to develop increased staff capacity and a formal process for overall
partfolio risk analysis. We recommend that, to begin wath, Senior Regional
Managers be trained in basic analysis skills. They should be responsible for
producing quarterly analyses the regions they are responsible for, in much the same
manner as Shorebank has done for BRAC s entire credit program. As a start, taking
each portfoho related chart we have done in this report and updating the indicators for
their regions and analyzing the changes on a quarterly basis will be a tremendous start
as no similar systematic analysis is taking place currently

Recommendations: Loan Loss Reserve

L

As a general rule, BRAC should retain its system of reserving 2% of disbursements
across all branches as it does at a head-office level. We recommend though that
branches contribute-an amount that reflects their performance, rather than a flat 2% of
disbursements. Some variation of the sysiem we used above (i.e. 100% of NIBL and
over 100 weelks past due) is suggested.  Each branch should be required to prepare a
one page summary statement of the loan loss reserve on a quarterly basis that
reconciles the balance sheet figure with the treatment of various loans. Branches will
need a quarterly APO to do this —the new computer system (already in 60 branches)
should facilitate this process.

We also recommend that any loan that is over two years past due plus-all NIBL
should be formally written off the balance sheet. BRAC should continue efforts to
collect these loans should this be possible and any income should be shown asa
recovery, but these loans should not be carried on the balance sheet.

Recommendation: *0ld’ Savings Products

7

We recommend that BRAC retain its forced weekly savings but rename it as a
“Mandatory Pension Contribution™. We also are in faver of BRAC continuing to take
5% off the top of loans (i.e. compulsory savings), but rename this as “Loan Deposit
Requirement™. This will reduce confusion between the new savings products that are

being introduced and which are voluntary, and the old mechanisms where BRAC
forced members to make savings deposits.

Recommendations: Special Savings Products

8

Current account product challenges. This product allows both for very small
savings to incrementally build an asset base for the poor, as well as providing
flexibility of withdrawals for those who prefer to make larger deposits in a secure
mstitution where they have access to the funds. The challenge for BRAC with
respect to this product will be fourfold.
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Manage the potential for fraud, which is far larger with this product than with other
products where the term and amounts deposited are fixed.

Manage the demands on administrative staff if the number of transactions among
even = portion of these savers is high.

Manage the higher transactions costs associated with more frequent withdrawals and
smaller deposits; and

Manage the liquidity at the branch level as it is unclear when. how often, and how
much current account savers will withdraw.

Recommendation: New Savings Producis

9.

10.

11

Reduce the Interest Rate on Current Accounts. This is the most pressing
recommendation in this section given that it will be very difficult to decrease rates
once savers have received a higher rate. The interest rate on this product is too high,
given both the transaction and other costs to BRAC as well as the competitive market
situation where people pay the bank a fee for a current account,

We recommend that BRAC do a thorough cost analysis of its savings delivery
svstem. Understanding the cost of savings products allows the microfinance
institution to adjust both the product and the delivery system in order to enhance their
contribution to overall financial performance. A study of the full costs of
administering a savings account service could be structured by dividing the costs into
five major groups: ™

» financial costs (i.e. interest paid on deposit,

= variable operational costs (transaction costs),

= fixed operational costs (prorated branch office expenses)

= indirect costs (general overhead of the bank’s head office), and
= oroanizational costs (onetime setup costs).

BRAC must reonient its lending officers (currently BRAC s savings officers as well)
who are used to chasing up services charges, loan delinguencies and forced weekly
savings, to have 3 “hands-off’ approach towards their new savings customers, who
may or may not have a delinquent loan outstanding.

- Head-Office will need to develop and provide resources for the implementation of 2

strategic marketing plan. The savings environment in both urban and rural areas is
becoming increasingly competitive. Being ‘first” in the market will be an enormous
advantage, as long as products are competitive, and customers receive excellent
customer service. POs will need 10 be trained in the marketing of savings products.
For example, they will need know the alternatives offered by banks so that they can
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1,

14.

Recommendations: Sustainability

15

16.

be convincing when associate members ask them the advantages of banking with
BRAC vs. a bank (i.e. location interest on current savings, monthly product ete)

Risk Management and MIS: This is essential for liquidity management, fine tuning
and developing new products, marketing, tracking performance, cost management.
and fraud mimimization. Relevant indicators (individual behavior, market, cost.
productivity and profitability, indicators, both at the individual saver level and
program wide) need to be tracked and analyzed on a regular basis, Systems need to
be set up to prevent and deter fraud. Managing costs, liquidity (1dle cash vs. not
having enough on hand when savers want to withdraw), and fraud will all be major
challenges. BRAC’s reputation will be on the line if it fails on its savings promises

Management should set clear performance expectations and should reward staff
accordingly. The system should be simple and well communicated. For example, if
staff are expected to increase branch profitability by raising savings, then indicators
should reflect the productivity of staff in this regard, and the branch’s cost of funds.
We thus recommend that BRAC increases its transfer price for head office funds to
branches front 9% to 12%, otherwise there is no mcentive for branches to raise fixed
deposits at 9%, and very little incentive for them to raise long term savings at 8%,

. BRAC should track the operational and financial self-sufficiency of its eredit program

on a guartérly basis. Branch managers should also compute these ratios and should
be asked to report on any changes in trends.  Branch managers should also be
calculating their portfolio yield and cost of funds ratios on a monthly basis o
reinforce the priority that BRAC head-office is attaching to sustainability. There
should a placard on the wall at branches that talks to sustainability and cost recovery
issues in much the same way as one exists for activity and delinquency reporting.

We recommend that BRAC pays vigilant attention to the adminisirative expense to
average loan portfolio outstanding ratio as operating costs tend to go out of control as
fast growth and expansion takes place. Without tracking the productivity and
efficiency of spending, it 1s too easy to rationalize all expenses as being due to growth
and expansion. We further recommend that the administrative costs be broken out as
above, with an additional category for costs associated with the new savings products.

. We recommend that each program should be defined with enough clarity so that it is

clear as to whether or not the program is operating at a loss or a surplus. After that
reality s ascertained, then it is up to the larger organization (BRAC in this case) to
decide the possible use of any program surplus, or the justification for the
arganization absorbiag any loss

Recommendations: Prohit Centers



18.

A three step process as discussed above is recommended to reinforce the transition of
branches into profit centers: 1) branches’ income statement should reflect a loan loss
expense that bears a relationship to the risk in the relevant branch’s portfolio; 2) key
branch profitability ratios should be track and analyzed on a monthly basis and given
the same importance as activity and delinquency currently have; and 3) head-office
should develop a carefully thought through system of incentives to reinforce and align
staff behavior with the objectives of the program.

Recommendations: Cost Recovery Sector Programs.

19.

20

BRAC should track its activity carefully so that it knows how much to collect, from
whom and when. None of these variables should be negotiable. Service charges
should be as vigilantly collected as loan payments. Service charge collections are the
program’s only current source of income.

To the extent possible, service charge payment should be linked to value received by
the customer. At present, all participants are expected pay and there is no check on
the quality of the assistance they are getting. or if they are getting it at all. They
generally will not report — out if the service is inadequate, for fear of not getting a
loan or input supplies in the future.

- BRAC needs to better understand the costs breakdown of its sector programs and how

thev vary with expansion. Although we have not studied the breakdown, our

“preliminary research tells us that costs can be cut without compromising program

quality significantly.

We believe that all services that can be privatized, should be privatized, both for
efficiency and sustainability of the program, and because BRAC’s task is to build
wealth among, and transfer skills to, its target population.

Of the above, two recommendations stand out: 1) understanding and analyzing sector
costs, and 2) understanding the value added by the services delivered and what
customers are willing to pay for them. A well-developed reporting system (MIS) is
clearly essential for improved management of this program. Finally, since the secior
program only covered 20% of their costs in 1999 (and this worsens for 2000), the
obvious question 1s what happens beyond 2000 when there is no more donor money?

Recommendation: Financial Model

24

In 2000, BRAC should begin the process of designing and implementing a new
financial model, one that can help senior management predict some of the interaction
between this emerging and more complex financial structure.

Recommendation: Risk and Growth Management and External Reporting
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25. Shorebank would recommend that BRAC develop an external report on its
microfinance program that is for all intents and purposes a “bank™ report, with all of
the trappings of a traditional bank. At the same time, we would recommend that
BRAC create an Advisory Board of internal and external advisors that are skilled in
finance and banking that would serve as an informal “Board of Directors” for the
BRAC MFI program.

Recommendations: MELA

26. BRAC should develop new ways to both recruit business analysis skills from outside
of BRAC as well develop those skills with current BRAC staff, so that loan officers
can lend to more complicated productive businesses that have potential for larger job
creation among wage earners.

27. MELA management should work hard to streamline the lending process (e.g. reduce
the time from loan application to approval and disbursement which is now far too
long). as well as develop new products to meet market demand.

28 A thorough market analysis of key productive sectors in MELA s target area should
be undertaken so that lending officers can 1) develop appropriate products; 2) be
strategically guided towards the opportunities'that deliver the greatest development
impact for the region, and 3) reduce underwriting risks. A focus on specific sectors
will also help to reduce underwriting risks.

Recommendations: Developing Stafl

29 We recommend that the senior regional managers get training in analysis so that they
can better understand and analyze trends that are happening in their group of regions.
This will also help them be more strategic about the direction, support and advice that
they give regional managers.

30. We also recommend that

* Senior managers receive support and training in how to grow and mentor staff

Mid and junior level staff receive training in analysis pertinent to their work area
Reporting formats and performance incentives at all levels should reinforce growing
BRAC’s staff analytical and strategic skills.

Recommendations: Overall Performance and Risk Management

31. BRAC should develop policies, goals, and targets for each of the major CAMEL
areas (qualitative and quantitative), using the ACCION’s CAMEL as a guide

32 BRAC should conduct a full CAMEL-type analysis on an annual basis to assess its

performance. This analysis could form part of the external reporting annual report
that we recommend BRAC produces.
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33. BRAC should pay special attention to managing the risks associated with its asset-
liability structure, both in the short term (liquidity risk) and in the longer term, given
the changing pature of its liabilines. Although a dynamie liquidity planning model is
preferablie for day 1o day management, we have inseried a series of Bquidity measures
in the attachment for BRAC senior officers to consider using as an overarching
managenient tool. With the introduction of BRAC’s savings program and its
increasing reliance on commercially based finance, formal policies, systems,
procedures and associated accountability for managing liquidity at the branch and
head-office level needs to be developed.

34 We highly recommend that BRAC intraduces a risk management framewark ta
systematically track and manage the key internal and external risks that it
microfinance program faces. We suggest that BRAC begins the process by
identifying a senior executive who will be respensible for leading BRAC towards a
comprehensive risk management approach, and then picks a couple of key risks to
imtially focus on.

Recommendation: Technical Assistance

35. We recommend that BRAC seek technical assistance support for the creation of a risk
management framework that can more effectively manage the more complex risk and
financial structure of the MFI program:.

36. In addition, we suggest that BRAC invest in a wide-ranging but ongoing training
program aimed at developing increased analytical capacity in mid- and regional level
managers. This general skill is sorely lacking in the BRAC culture, and that absence
places the arganization at risk. This training will vary depending on whether the
target management group is responsible for portiolio management, PSE mianapement.
savings products, etc.



Appendices

Appendix 1: Self-Sufficiency Income Stmt. Adjustments

BRACT BRAC
Waern Uredin Program Wipra Uredy Progrwmn
Statement of Incame and Expenditure Admsted Statement of Income and Expenditure
Faor the year ended Degember 31, 1999 " Forthe vear ended Dicember 31, 1999
T
Income ; Income :
Financizl Income Financial lncome
1. Servige charze on loan 1378922 305 L. Sepvice charge on loeg: 137R.922 20%
I Bank interest mcome 93018587 2 Bank iptersst meome LER 4 ¥
3 Othier project ingons 45644558 3. Other projest income 43644558
Totaf Income 1518483230 Totsl Income 1518485280
Financial Costof Lepdins - Finengal Costof Lending
Interest poid on depesits' & loans 235452233 Interest paid oa deposils & Joans 2IFASEII3
ﬁaﬂmﬁga%im; {equity 21678 002

secons (fived a (3373043

e e -v.:-v

176804066

52.15'_7’?51‘3

TOTAL Inforest and r:.-: E.}.p:nic 472 308877

Gross Frnapeial Margin I 28633047 iolerest (and fea) m_._a_r_g:n'ctnlud i-.tan 10446 075 403

Provision for Lozn [osses 210 965 542 “Proviies ﬁ?ﬁﬂm&fﬁﬁéﬁﬁ%ﬁ MM w"mlﬁ (1]
‘\'* Fancial Marsin r 100 06T 35 I Net Fmaneal Margin Inchading iua! 1EZLERT. 403

Exvpenditure Expenditure

I. Villaze arganization formation 2836911 1. Villaze orpanization  formation 2936911
I Salaricsand Beénefils 648.651.522 2 Sslaries and Repefils 648,651 522
3. Traveling & fransportation 63160632 3 Traveliag & trapsportaiton 63160632
4 Staff traming and Devielopment 21104113 4, Sizff irainiag and Developmst 04015
5. Ofice Reat 1T, 188243 3. OfficeRent 17188343
6 Ltlities 19983 330 6. Unilitzes 19,985 520
7. Siangmerics 44722 791 T. Sizhoperses T2
% MamtsnEncs 26,104,425 £ Mamtenance 26,104 425
9. Gengral Expenses 16441667 9. General Expenzes 16. 441,667
1 VO members insurance: benefit 6135400 10. VO members insurance henalits 26138400
14 Degresnstion 13244,702 1L, Drepresizvon S S
12 HO Logistics sud Manipge #2 40 437607 12 HO Logrtics and Manageniant A0 432 607
Total Expepditure 93115535 Tuotal Expepditure I5L115,533
et income from Dperitlion LIL951 671 Net income from Operation 217071888
Add: Income from Grants for-cred 53241322 Add: Incoene from Cirants for cradil SY 2132
Balancs carctod o Balamos Shee 163192 a3 Bslancs csried 1o Malanee Sheey I 3R TR

g Ee——————————}

Below are the specific adjustments that were applied to the income statement above. As
mentioned in the main body of this report, we use a higher cost of funds adjustment for

Lh
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the subsidy dependence index calculation (SDI). (BRAC’s program would still be
financially self-sufficient even with the higher cost of funds applied to its debt, but not
when it is applied to its equity base as well as the SDI calculation in the main body of the
report implies).

Inflation Adjustments at 6% for 1999

inflation adj on equity from prev year 210.678.009
inflation adi onfixed assets from prev year A3RTI 043
Het inflation adjustiment expense 176,804,066

Write off and Adjusted Loan Portfolio

Linadjusted foan portiolio T.021.581

=360 days 20,678

Wnte off 20,678

Adjusted Toan port T.000.503

S0-1 80 davs 173,834

HE0%% a7

186-360 17.524

X100 = 17,525

Adjusted Loan Loss Provision 105,456
: Unadjusted Portfolio 7,021,581

Unadjusted Loan _In.r_m. Provision 471210

Unadjusted net loan port 6,550,371

adj tot loan porl 7000503

adj LLP 105,456 -

Adljusted net loan port. GLRYE 44T

Diff adj and unadjusted met loan por [345,07a)

" Unadjusted LLP Expense { from jncome state) {219,965}
Adjust LLP Expense on IS (E25.111)

Cost of Funds Adjustmient

cogt of findz currently at submidized mtes 1679, 799,400
x shadow. price ((L087)

market cost of funds 146,142,548
Less interest paidi 3 B3.085.570
Cast of Funds Adj Expense: 62152578

Notes: An inflation rate of 6%6 was used and the adjustment was applied to net fixed assets and equity of
the previous year, The loan loss expense was calculated according to the formula vsed by the
Microbanking Bulletin (EGAP and Calmeadow). which compares the performance across over 100 MFI
many of whom are top performers, BRAC traditionally expenses substantially inexcess of its losses, hence
the add-back: The rate applied for the cost of funds adjustment was 0.087 (the tats used by the MEE
Bulietin in 1998). Inreality, the cost of funds would be around two to three percent higher and we take this
into account in our subsidy dependence index calculation}
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Appendix 2: BRAC's Write-Up on it's response to Shorebank's 1998 Financial Review Recommendations

e e

e ey el

TComments ]

| El . b t L
;;llg—%% g it it

‘Icttur rngrams e

p BRAC should set new targets for its sector
program coverage, which svstematically
underestimate achievement,

p An extensive evaluation of BRAC s senculture
program should stant for identifving the reasons
behind the delinguency and also knowing the impact
of sericulture on its borrowers,

p RDP has reviewed its targets of sectors and sets
up a new activity wise target for service charge of
Sectors.

p RDP will make a request to BRAC to monitoring
department undertake such kind of study

p It has started from 1999.

p Monitoring department
will undertake this study in
later of 2000,

Loan Portfolio:

p For adentifying the reason of delinquency a study
should be revealed on Asheries and serculture,

p Percentage of total portfolio outstanding on rural
trading and food processing should be more and
accurate categorized,

p The reason of delinquency of fishery sector is dug to
seasonal offect and sericulture is because of technical
problems,

p It will be very difficult to break down rural trade and
food processing into more categories. Because under
rural trading all sorts of small business and services are

included. Again food processing include paddy husking,

puffed paddy, pulse husking, oil processing ete, which
takes more time and more complicated to maintain,

p Special monitoring will be |
conducted for identifving
the reasons.

p BRAC should put all NIBL into 100 weeks missed
payments and write-of T all NIBL and all iwo yvears past
e (it most 3 vears),

Generally BRAC put past due amount after 104 weeks into
NIBL, Again, all NIBL are in this position for one year then
its write-off,

p In November 1999 BRAC
has written ofT all NTBL loans,
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Loan Loss Reserve:

p Branches require making a one page summary
statement for loan loss reserve on a quarterly basis to
reconcile it with balance sheet.

p Branch should reserve the amount which theyv need
rather 2% fat on disbursement.

p Including MELA pragram a loan logs provision
should be charged 4% on disbursement.

f All loan that over three vears past due and NIBL
should be written off formally from the balance
sheet.

p When branch will computerized this kind of statement
will be taken.

p RDP is more interested to charge 2% flat on
disbursement globally as it has to maintain outreach
focusing in the organization that mav be economically
potential or less potential. After the flood, RDP started
to charge 3% flat on disbursement but after few months
significant improvement have shown in the repayment
rate (from APO Report), it continues to charge 2%,

p The rate that charge on disbursement, as loan loss
provision including MELA will be reviewed.

p BRAC already has started written off loan that over
three vear past due and NIBL from the balance sheet,

p It has done once in a year,

p Different product with different pricing and
maturity should be introduced.

p A head office savings manager is needed in each
region that will be dedicated to savings mobilization

p BRAC (RDP) now introduces four different products
(security savings, current savings, long-term savings &
fixed savings), which are in different maturity at
different interest rate.

p BRAC recruited one senior regional manager transfer
1o head office and assigned him 10 Yook after different
product, He is reportable to PC (RDP), Besides, one

p This will be started
from January 2000,

p This will be started from
January 2000,
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¢ Individual Jevel and branch leve) savings data
needs to be collected and analyvzed the same
dedication that disbursement and outstanding are
tracked.

p BRAC should develop a data base svstem for
savings pattern that forecast its fund requirement
that is the need for liquidity at the branch level.

p New branch rating svstem should include a
savings measure (e.g. savings-outstanding ratio and
savings mobilization per PO (ODCO)Y),

p Current account savings product should continue
to be marketed until additional products are
develaped.

p Branch managers arc foreed to allow members to
withdraw freely within the proper guideline.

program orgamizer (savings) is assigned to mobifize
savings in each region,

p MIS always provide branch wise savings performance
on a regular basis.

p BRAC starts continaally comptiterized information
system in branch level, which will provide a clear data
on saving and fund requirements. RDP also use a
format to praject fund requirement in a month basis.

p BRAC did rating of different branch in ad hog basis.
But now this is not doing regularly. BRAC needs an
external consultant to develop branch-rating svstem.

p Current savings has modified and make it customer
friendly,

p A new guideline has been formulated for the
members” savings withdrawal,

p This has started from
1999,

p The financial
management team will
develop branch rating by
2000,

it This will be started fram
January 2000,

Management of Branch Operations:

p BRAC should begin a multivariate analvsis of
branch performance and within several vears
develop a svstem of branch categorization that is not
based solely on the age of the branch but other more
revealing vanables,

p BRAC not only measure branch performance on the
basis of age of the branch and also analvze
disbursement, savings mobilization, outstanding,
delinguency.

P BRAC will start it from
2001,
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Sector Program Charge Recovery:

p A sound MIS tracking svstem is necessary for
BRAC to improve its service charge realizations as
well as to be able to cut costs where fieasible.

pBRAC should set up a tight collection system.
which members know inflexible.

p The past due should be tracked over time as per
APO madel (e O weeks, 14 weeks ete.)

p The performance of seetor stafl should be based
on percentage on on-fime collections ag well as on
the quality of past dues.

p Already RDP MIS provide regular service charge and
cost recovery' information to management.

p Service charge collection system has been
strengthening. Here PO (EIG) continually follows up
and PO (ODCO) mvolved in collecting this service

charge.

p It will be possible when all branches will come ynder
computerization.

p BRAC will consider this but it will be possible
when BRAC s every branch will be fully
computerized.

p Branch staff should revise activity targets for
sector on i quarterly basis,

p BRAC should concern about the services that add
value of the members,

L

p Both branch staff and sector staff will invelive in
revising activity target,

p BRAC always concern to increase borrowers’
productivity and income level that help them to improve
financial and social status,

p This will be started from
January 2000,
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Appendix 3: Notes on Liquidity Management ™

How to measure liquidity?

A MFI can use historic data from the balance sheet, but liguidity management should be
mostly forward looking. One cannot be sure that an MF] will be able to cover all cash
outflows on a specific day in the future simply by observing a 10% liquid asset to total
deposit ratio. Assurance of future liquidity can only be achieved by deriving detailed
estimates of the size and timing of future cash inflows and outflows.

To do these estimates, the MFI manager must take into account the strategic plan together
with the MFI's operational plans and short-term action plans developed by the operating
divisions and assess their impact on liquidity. At the big picture level of strategic
planning, it makes sense to represent the liquidity condition by a margin of safety mle or
a target value for a particular hiquidity ratio.

At the operational level, all plans should be evaluated in terms of their cash flow
implications. Liquidity is an important consideration in deciding from which source
(equity, deposits, loans, bonds etc) and under what terms this funding should be procured.

Certain balance sheet indicators and ratios are helpful to generate general operating rules
as well as for a higher level of planning Ratios give a quick indication of the overall
liquidity position of the MFL. They are also useful for comparing liquidity between
different institutions or to calculate the liquidity average for an industry.

Sugeested Liquidity Measurement Recommendations for MFls

It is useful to distinguish three basic scenarios that will help determine the choice of
liquidity indicators,

Scenario 1: Small Micro-Lending Institution. The typical MFI fitting this scenario is
small with limited professional staff, mavbe even entirely volunteer-based, makes only
micro-loans and generally has no voluntary savings business. Here, the basic cash
position indicator would be the most useful ratio.

Cash Position Indicator = S50 @ deposits duc from banks
Total assets

Since this type of institution does not have access to short-term commercial funding and
does not invest in the short-term money market, the more sophisticated ratios covering
purchased funds and investment balances do not apply. Once such a small micro-lender

does begin mobilizing voluntary deposits, it would be advisable to also track the tosal
depuosit ratio and the reserve ratio.
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Uash and depesiis due from banks
Total dssets
(Cash assets
Customer deposils

Total Deposit Ratio =

Reserve Ratio =

Scenario 2: Mid-Size MFL. An MFI in this category is characterized by a professional
organization, by a sophisticated loan operation and by significant deposit mobilization.
Mid-size MFls should look at the above cash position indicator, total deposit ratio and
the reserve ratio. As a refinement, one may consider using the core deposit ratio instead
of the total deposit ratio. Theose mid-size MFIs that are actively using or are beginning to
develop commercial short-term funding opportunities should also look at the purchased
funds ratio.

Core Deposit = Core deposits
Total assets

Shortdenm bomosings md prochised fimds
Total gsets

Purchased Funds Ratio =

Scenario 3: Large Full-Service MFL The typical MFI in this scenario has highly
developed voluntary savings operations, regularly draws on commercial funding sources
and uses sophisticated short-term investments to store liquidity, Such an MFI would find
it worthwhile studying all the above liquidity ratios plus the loan-fo-deposit ratio, the .
capacity ratio and the net non-core funding dependence.

Laan to Deposit Ratio = — o0oams _
Total deposits
The Capacity Ratio = o102
Total assets

The Net Non-Core Funding Dependence =mm:‘?mmmmm
lows

Liquidity Ratios - Quick Reference Table ™

Name

Currcilt Curment assets Primarily used by non-banks. Not recommended for

Ratio Current liabilitics MFis because current assels includes liquid assets
plus shori-term loans (o customers. In other words. it
combines the liquidity safety stock with the most
imporiant use 6f Hguidity (ie. the loan portfolio since
most MFIs lend predominantly shoriterm).™ In
fact. an MFI thiyt hias not made a single loan and
holds all corrent assets in vault cash would have the
same curment miio as an MFI that is completely
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Cash
Position
Indicator

Capacity
Baiio

Toial

Deposit
Rato

Purchased
Funds Ratio

Core Deposit
Ratio

Loan-lo-
Depasit
Ratio

Met Non-
Core
Funding
Dependence

Cash and deposits due from banks

Trdal asseta

‘Met loans
Tatal assets

Cash and diposits due from baiks

Total ussels

loancd up with shornt-lerm foans.

Astet liguidity megsure.  NMeasures ability to mest
immediate cash needs from cash and demand deposits
heid from other banks, Na gimple oyle for what the
indicator shonld be. Look at trends and asking
guestions a5 to why it is higher or lower than
expected is eritical.

Asset liquidity measvre. Mirror inage to the'cash
position: a negative liquidity ratio. Indicates the
extent 1o which the bank 15 loaned up. Net loans are
total loans minus aceimulated loss allowanee for bad
loans. If ratic iscloser to 1, MFI liquidity risk is
higher. Always < leven ifno liguidity because of
fixed assels.

Liabihty measure showing MEL's capacity for
borrowing cash asseis. Deposils are considered a
stable source of funding; High ratio means Tower
liquidity risk. A potential lender to an MFI logks at
loan perfonmance, eapital base and the composition
of the outstanding deposits and liabilities: Generally
easier to raise deby i the ME has o larps stable
deposil base and does not already have most of its
business financed by short-lerm commercial
borrowings or so-called purchased funds. ™ A low
deposil ratio should be inlerproied with Qi purchassd
funds mtio.

Sest-ermboronings sd pechead fmds. Biability mitio. The complementary negative

Todl dseats

Core deposils
Total assels

Net loans

Total deposiis

Moo Iiobilitics - Shomdonninoshens

liquidity measure to the total deposit ratio. High
purcliased funds ratio means high liquidity misk
because it is “hot money” which is very sensitive
1o interest rates. This mioney is the hrst to doy up
durng financially difficult periods.

Liahilily mtio. Refinement to the total deposit ratio.
Considers only the stable base of deposits. The base
line of core deposits below which, in all likelihood,
the actual deposil level will never fall. Higher ratio
means lower ligadity risk.

Combined A/L rtio. Hich loan-to-deposit ratio
means low liguidity and higher liquidity risk. Relates
use of ligmdity (loans) Lo primary source of stable
funds (deposits), Low ratio means bank hias
additional liquidity to grant new loans (not our of
large purchascd lisbilities). *™

Combined A/ measure. Indicates how
dependent a bank is'on volatile sources to fund its

bt losns

non-liquid earming assets (loans). High net non-
core funding depetidence means high liquidite

sk, Non-core liabilities are defined as volatile
deposits, purchased funds and other interest rate
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Resene
Ratio

Liquidity

Ratio

Cash assets

Customer deposils

Cash plus expected cash inflows

Anticipated cash cutflows

short term bormowings. One does not have to
worry about the volatility of non-core liabilities in
as far as they are offset by relatively liquid short-
term investments, So here we are coniparing the
part that 1s not offset 1o net loans,

Not mn:mnim used in commercial banks. MFIs like
because they i o
ELtal‘_ It helps answer the question: How much
cash should the MFI hold against savings deposits.
Could argoe that numerator should be all highly
liquid asscts Note: minimum regulated reserve
requircments are a lax on deposits and should be
subtracted. not added, from lquidity.

Dynamic, forward-looking ratio. Limited use in
practice because 1 cannot be caleulated from the
balance shest. The MFI needs the entire rigor of
detailed cashflow planning. Even then its usefulness
is limited. The superior indicator is the cumulathve
daily cash balance. which must stay positive over the
entire planning horizon

Page



Appendix 4: Ratios Index: Micro Banking Bulletin

RATIO DEFINITION

OUTREACH INDICATORS

TOTAL ASSETS U3 doliars

NUMBER BRANCH OFFICES Mmmber

NUMBER STAFF Mumber

PERCENT LOAN CLIENTS WOMEN,  Percentage

PROFITARILITY =

UNADJUSTED RETURM ON ASSETS
ADIUSTED RETURN OM ASSETS
ADJUSTED RETURN ON EQUITY
OPERATIONAL SELF-SUFFICIENCY
FINANCIAL SELF-SUFFICIENCY
PROFIT MARGIN

et operating incoma’ave tolal asses

Adjusted netoperating Incomelave total assets
Adjusted pet operating income/ave equity

Operaiine meome f operating expense

Adjusted operating mcome [ adjusted pperating expensea
Auljusted not operating ncame ( operating Tocome

INCOME & EXPENSES _

ASSET UTILIZATION CIperating mcomefave total assets z
OPERATING EXFPENSE Adiusted operating expensefavg total assets
INTEREST MARGIN Adijusted et interest marginfave total assets
INTEREST EXPENSE Tinterest exponsafavg lolal assets

ADJUSTMENT EXPENSE Adjustment expense/ava total ussets

LOAH LOSS PROVISION EXPENSE
SALARY EXPENSE - ASSETS
SALARY EXPENSE - PORTFOLIO
SALARY EXPENSE - PORTFOLIO)
OTHER ADMIN EXPENSE - ASSETS
OTHER ADMIN EXP. - FORTEOLIO
TOTAL ADMDN EXPENSE
PORTFOLIO YIELD

SALARY STRUCTURE
PHYSICALSTAFF PRODUCTIVITY

Lo lozs provision expensafavg total assels

Stalf expensefave tofal assets

Staff expense / avg Toan portfolio

Staff expensa | total Joan portfolio

Ciher pdrninistralive expenses [ ave lotal assels

Ciber administrative expense L ave nun partfolia

Total administrative expense /avg loan portfolio

Total interest and fee income from porifolio’/ sve loan portfolio
Ave stall salary / GNF per capita

No. of loan clients per staff member

FORTFOLIO INDICATORS

PORTFOLIO AT RISK = 90 DAYS
TOTAL LOAN PORTFOLIO

AV LOAN BALANCE

ANVG LOAN BALANCE /GNP per capita
NO. OF ACTIVE CLIENTS

Outstanding balance loans overdue = 901 (duvafave oan portiolio
LB dollars

Toial laan penfolio Faclive chients (173 dollors)

Percentaze

Rlmioer

CAPITAL & LIABILITY STRUCTURE

“MARKLET BASED FUNDING
EQUITY MULTIPLIER

All liahitities with “market” price ava loan portfolio
Ave total asseis fave total equily

Page %5



Appendix 5: Initial Delinquent Portfolio Review and Analysis

The following data, tables and charts are from an initial analysis of the 630,000 loans that
were delinquent as of December 31, 1999. This information is inadequate to explain
increased portfolio delinquency. More analysis and borrower surveys are necessary.

Mis
Code

DRI Se~NIO A -

14
15
16
17
18
19
22
23
25
H
3az
as

LY
40
61
62
63
g4

65
70
71
73
Bg

Scheme Description

All Types Of Agriculture Development Programme
Other Than Deep Tubewell (Imigation)

Boar Lease/Rent/Operation

All Type Of Fishcullure Programme

Poultry, Birds, Duck Related Programme

Goat, Sheep And Pig Related Programme

Cow, Horse, Bufialo Drought Animal Programme
All Types Of Sericulture Programme

Weaving, Dying And Printing Related Programme
Small And Cotiage Industry Related Programme
Service Related Programme

Rural Transport Programme (Manual)

Rural Transpori Programme (Mechanicaf)

Small And Rural Trading

All Types Of MNoed Processing Related Programme
All Types Of Health Related Programme

All Types Of Miscellaneous

Poultry Mutrition

Poultry Workers

Beef Fatlener

SLDP Check Rearing Unit

SLDP Poullry Rearing (Key Rearer)

SLDP Model Rearer

SLDOP Poultry And Duck Hatchery

SLDP Gopat Rearer

Miscellaneous {Codes 40-60)

IGVGDP Poultry And Pullet Rearing

IGVGDP Chick Rearing

IGVGDP Model Rearer

IGVGDP Caltle Rearer

IGVGDF Goat Rearer

IGVGDP \egetable Cultivation

IGVGDP Grocery Shop

IGVGDP Restaurant

IGVGDP Others

All Types Of Housing

% Loans in % Loans in

Delinquent
Portfolio

6.77%
0.05%
0.49%
463%
2.24%
0.70%
3.15%
0.13%
0.03%
0.84%
0.23%
1.10%
0.05%
38.27%
9.44%
0.21%
0.25%
0.35%
0.01%
0.02%
0.16%
2.83%
0.22%
0.03%
0.10%
0.18%
473%
0.34%
0.06%
1.67%
0.44%
0.80%
0,06%
0.02%
13.06%
6.28%

Total

Portiolio

7.81%
0.03%
0.28%
5.23%
2.09%
0.95%
3.06%
0.18%
0.03%
0.42%
0.43%
1.03%
0.03%
44 53%
7.94%
0.35%
0.28%
0.75%
0.04%
0.06%
0.07%
3.22%
0.07%
0.02%
0.05%
2.76%
3.62%
0.13%
0.03%
0.83%
0.23%
0.71%
0.08%
0.03%
10.58%
2.03%

Difference

-1.03%
0.02%
0.22%
-0.60%
0.15%
-0.25%
0.09%
-0.04%
0.00%
0.42%
-0.20%
0.07T%
0.02%
6. 26%
1.51%
-0.14%
-0.033%
-0.40%
-0.03%
-0.04%
0.09%
-0.38%
0.15%
0.01%
0.05%
-2.58%
1.11%
0.21%
0.03%
0.85%
0.22%
D.09%
-0.02%
-0.01%
2.48%
4.25%
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