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EXECUTIVE SUMMARY

PART A: Financial analysis - performance versus forecast:

In operational terms BRAC has been very successful during the first
2] months of RDP I1 and RCP. BRAC has reached or exceeded all of
its major savings and credit operational Largebls except for
disbursements. The one concern with respect to these achievements
is in the area of loans outstanding - Lhe quality of Lhese loans is
not all that it should hbe.

In terms of financial forecasts, RDP 1l overall, as of September
J0, 1991, was underspent relative to the budget approved last year
by the donors but was overspent in its savings and credit
activities. The overrun in the savings and credit activity relates
almost entirely to an increase in Revolving Loan Fund requirements.
Loan fund reguirements were Tk 32 million (37%) over forecast due
primarily to PBeep Tube Well loans made during the last gquarter of
1990 and in the first quarter of 14991.

Interest income on loans was under forecast by 9%. This variance
can only be explained by inadequate loan repayment performance.

Other RDP budget deviations (operating expenses over by 5%
capital expenditures under by B6%) are not considered significant.

RCP has reported profit in excess of target (13% over forecast) due
primarily to the fact that operating costs are still less than
expected (16% under budget). Interest income in RCP as in RDP
however, 1is not sufficient - conly 14.6% on the average loans
outstanding - not the 16% return of a well performing portfolio.
This lower than expected return on the loans is the meost serious
threat te the viability of RCP in Lhe long run.

The reviewers recommend that BRAC revise its RDP II Revolving Loan
Fund forecast to provide for its plans te install Deep Tube Wells.
In addition they strongly recommend that BRAC address Lhe repayment
performance of its loan porifolio in & systematic way.

Last year's review stated that BRAC's loan classification system
seriously masks repayment problems. This is still true. There are
clearly a signilicant number of loans which are classified as
current which are not paying properly. Some of Lhese are collecLive
loans such as power tillers and Deep Tube Wells. With these
collective loans there does not seem to be a strong sense of
responsibility or ownership on the part of the members for the
assel involved or for the debls associated with them.

Poorly performing current leans in general are not receiving proper
attention from management or operating staff because Lhese loans
are sLtill assumed to be the belter quality loans in the portfolio.



It appears that BRAC will have sufficient funds from the donors'
original commitments to complete ROP Il even with the increased
requirement for funds for Deep Tube Well loans. This conclusion is
based ©n what the reviewers consider reasonable exchange rate
expectations.

Following is a summary of Lhe revised requiremenbts and the latest
estimates of funds avalilable from the donors:

13380 1991 19492 19893 Total
[Tk millien)
Donor funds avallable:

Base case forecast 438 670 nl8 263 1909
+10% 438 670 a82 288 1976
- 10% 438 670 495 238 1841
Estimated requirements: (Tk milliend}
RDP 318 310 286 000 9156
RCP 168 J18 287 202 976
Tnta} reguired 188 628 573 202 1891

The funding requirements for RCP have not changed. The model for
RCP has been revised, however based on actual informaticn [rom the
first 21 months of operation. BRAC and the reviewers believe that
RCP will continue to be prefitable and that it can absorb a number
of downside scenarios because of the strong capitalization provided
to RCP by the donors [(the RRAC loan).

PART C: New credit policies:

BRAC initiated a number of new credit policies in June 1391. The
most contentiocus of the policy changes is the one concerning new
loan classifications.

All loans will be classified as of one of three types;
general, collective or housing. General loans must be repaid
within one year. The repayment term for the other categories
of loans will remain as before, nol exceeding 5 years. Medium
term individual loans - loans to purchase a cow or a
rickshaw, for example - will now have Lo be repaid in one year
- before they would have had a two or Lhree yedr term.

DRAC has stopped making medium term loans available to individuals



because they feel that the repayment Lerms were too easy - that as
a consequence tLhe borrowers did not take these obligations
seriously. By increasing the instalment amounts for asset loans
BRAC feels the borrowers will have to make a sacrifice in order to
obtain the desired asset. This BRAC [eels will improve discipline
and repayment performance.

A concern with respect to this policy is the possibility that many
of BRAC's members will no longer be able to borrow to purchase
larger assets. If BRAC solves the problem of risky asset loans by
eliminatineg them then the borrowers will be Lhe losers.

It is also possible that the larger individual loans will be more
risky with a one yvear term than they were with a two or three year
repayment period.

The reviewers recommend thabt BRAC monitor these short term asset
loans carefully. Until evidence proves the contrary these one year
asset loans should be considered risky.

With respect to the other policy changes there appears to be some
inconsistency in BRAC's approach. BRAC has at the same time made
the credit process more flexible and more constrained. The overall
vision of the process seems to be unclear with respect te how much
discretion the members and staff should have and how much should be
defined by Head Office. The new limits imposed with respect to
household and member debt appear Lo be rather arbitrary. 1In
addition they can't account for regional diversity and they will
have to be regularly adjusted for inflation or else will restrict
borrowing in the future.

The reviewers recommend that for the Lime being BRAC quit changing
policies that directly affect Lhe borrowers' behaviour. Tt is now
time for BRAC to consolidate the changes made and more importantly
to concentrate on its own behaviour and 1in particular its
monitoring and follow up of delinguent borrowers. At this point in
BRAC's development methodological changes are unlikely to have as
much impact on loan quality as an improved monitorind system.

PART D The Break even structure of BRAC:

On an operaling basis BRAC's RCP is breaking even now. BRAC's
pperating costs in terms of loans oubtstanding is 14% p.a. An RCP
office requires less than 5000 borrowers to break even on an
cperating basis - each borrower having an average loan of
approximately Tk 2750. These break even conditlons are now being
met in the average RCP office.

On a more rigorous basis, call it a market basis, « RCP is not
breaking even now nor is it ever likely to., This is not an issue of
having or not having the right number of borrowers. It is an issue
of interest rates. BRAC would have to charge between 20% and 30%



p.a. in order to break even on a market basis. The fact that RCP's
operating costs are 14% p.a. and that borrowers pay only 16X on
their loans means that RCP's cost of funds must be no more than 2%
in order to break even. Whereas 2% money does exist it can not be
called market priced funding.

RCP will still be able to break even on a subsidized basis because
it has received funds at 0% from the donors. These f{ree funds
accomplish two things for BRAC - first they lower RCP's financing
costs to about 3% p.a,, and secondly they alloew RCP to earn extra
income from investments.

PART E: Monitoring:

The reviewers' primary concern with respect to monitoring was the
control and improvement of loan quality. BRAC is not yet to the
point of having a monitoring system which can identify loans that
are not performing before they reach term. Two positive initialives
of the last year make the attainment of such a system more feasible
than it was at this time last year;

- a consultant with bank information system experience has
been contracted to advise BRAC on the design of the necessary
monitoring system from the bottom up.

- BRAC has begun to collect the basic borrower repayment data
so that in the future staff will be able to analyze 1loan
performance correctly.

The most significant feature of the new process of data collection
is the fact that at base it deals with each individual borrower.
This was a recommendation of the previous review team. BRAC will
soon be able to produce a statement on each borrower. 1t will be
some time however before any useful data comes ocut of the process
because the computer systems still have to be designed to handle
the data and the reports that the data base will provide are still
to be determined.

It is in this last area, report design; with a particular emphasis
on monitoring of the loan portfolio guality that the reviewers'
recommendations are concentrated.

In addition the reviewers recommend that BRAC's RCP staff gain some
analytical experience both in loan quality evaluation and in the
interpretation of financial results.



PART F: Long term sustainability issues:

The reviewers feel that BRAC has demonstrated its operational and
general management ability in the development of the Branch Office
svstem of RCP. This is +the f[irst pre-requisite to long term
viability. The reviewers also beliesve that Lhe strong
capitalization (once completed from donors' grants) will protect
the operation from short term difficulties if they arise while BRAC
readjusts its operation if necessary to avoid any major changes in
the basic business of lending to Lhe rural poeor of Bangladesh. We
believe that BRAC will address Lhe issue of lovan portfolio quality
in Its operation. There remain a number of long term issues still
be dealt with however;

- The donors have a rig¢ht and an obligation now to expect BRAC
to have a definite policy for the structure of RCP after 1993,
in particular with respecltl Lo Lhe proteclion of Lhe savers
funds and the use of the BRAC Loan.

- RCP's profit margin is very slim if it only charges 16% on
its loans. It would not take much in the way of cost increases
to significantly narrow Lthat margin further. BRAC's only
defense in the long term would be to charge more for its loans
or to secure more low cost funding.

- BRAC should diversify ROP's sources of funding from the two
now available - donors and members.

The issues with respect teo long term viability facing BRAC are
basically issues of financial structure and philosophy.

There appears to be an opportunity in the current political and
economic environment to creale a private sectoer bank based on RCP.
This is an opportunity which may not always be available. A
regulated private sector commercial bank would ®o0 a long way
towards answering the donor concerns and towards diversifying
funding sources. The reviewers' recommendation is that BRAC proceed
to create a private sector bank and investigate immediately the
various issues outlined in Part F of this report with respect to
incorporation, equity, other socurces of debt, interest rates, etc.

In eonclusion the reviewers feel that Lhe concerns raiszed in this
summary and in the complete report are ones which if responded to
by BRAC will result in BRAC becoming one of the most professicnal
and transparent rural micro-credil programs in the world. BRAC is
already one of Lhe most sucecesslful in operalional and qualitative
terms but with more attention te loan guality and a eclear financial
structure for RCP it can be the hest in a rigorous financial sense
as well, There are few other micro-credit programs that pass the
tests that the reviewers are expecting BRAC to. It is only because
it is so good that the reviewers want BRAC to aim to be even
better.



PART A: BRAC'S SAVINGS AND CREDIT PERFORMANCE AT 21 MONTHS

A.l General:

In the preparation of this portion of the report the reviewers
compared the actual performance of BRAC's RDP and RCP savings and
credit activity over the last 21 months with BRAC's targets and
forecasts for the same activities,

In addition to a review of the operating performance of RDP and RCP
the financial results of these two programs were also studied.
BRAC's quarterly financial reports as of September 31, 1991 were
compared with funding requirements budgeted for RDP 11 and with the
forecast balance sheet and income statement of RCP.

BRAC was asked Lo produce the financial budgets to September 1991
by the reviewer. The fact that quarterly budgets are not prepared
as a matter of course is disappointing. Comparing actual quarterly
expenses Lo total annual budgets as BRAC does on its regular
reports te the donors does not tell anyone, least of all BRAC, how
the projects are progressing.

Recommendation:

BRAC should as a matter of course prepare quarbterly budgets
and present these as parl of its quarterly activity reports to
the donors.

This first section of the reviewer's report is highly analytical.
Some readers may wish to skim the analytical section. It is
provided primarily for those interested in the quantitative
rationale for the conclusions and recommendalions and doesn't make
for brilliant reading.

Following this section of analysis is one of comments based on the
analysis (A.2) and then discussion of the two major findings of the
analysis - tLthe larger than expected reguirement for loan funds
within RDP (A.4) and the apparenl. deterioration in the guality of
BRAC's leoan portfolio (A.5).

A.2 Analysis - Operational and financial performance:

Each of the tables and graphs referred to in this and following
sections of the report are contained in Appendix 1. in the order
discussed.

Table 1:

Before reviewing the financial performance of Lhe savings and
credit activities within RRP II and RCP it lIs wvery important
that the donors first stoep to relflect on what BRAC has



accomplished in the first 21 months of these two projects.
Table 1. is a summary ol BRAC's achievemenbts to date in RDP
and RCP.

BRAC has managed to meet or exceed all of its 21 month
operating objectives except disbursements. These are major
accomplishments considering the scale and complexity of the
work involved. Whatever else this report may conclude, no one
can take from BRAC Lhe fact thal they have doubled membership
from 270,000 to 540,000 in Lhe period and that the number of
villages where BRAC is now providing services to the poor has
increased from 2667 Lo 4537. The positive impact that these
two programs are now having on Lhe lives of the approximately
2.5 million Bangladeshi rural poor directly affected is a
testimony to BRAC's ability and motivation as well as to the
donors' commitment and funding.

The financial aspects of what BRAC has accomplished in the savings
and credit activities within RDP and RCP are summarized in Tables
2 - 6 in the attached Appendix 1. Table 2 deals with funding for
RCP and RDP Il - amounts originally expected from the donors,
amounts received to date, budgeted amounts and amounts actually
required by BRAC. Tables 3 and 4 deal with RDP and Tables 5 and 6
summarize the financial aspects of RCP.

Table 2:

The first part of Table 2 shows the original commitment made
by the donors to fund RDP 1] and RCP (in Taka at the exchange
rates applicable at the time). For example it was originally
estimated that the donors would have provided BRAC with Tk 780
million by September 1991. In fact they have provided Tk 919
million, 18% more than initially forecast. The donors have not
provided more than promised in terms of their own currencies
nor have they funded more rapidly than forecast. Rather the
increase in funds received by BRAC can be explained almest
completely due to a general devaluation in the Taka relative
to the donors' currencies.

It iz helplful Lo use the USS to illustrate how currencies have
moved., The dollar has strengthened by almoest 22% since the
proposals were agreed to (from Tk 31.7 te Tk 38.5 per dollar).
Similar devaluations of the Taka with respect to the other
currencies have also occurrded with some strengthening more or
less than the dollar.

The Tk 919 million received is more than BRAC said it would
need by September 1991 (BRAC budgeted Lo require Tk 880
millioen). On the cther hand BRAC has used more Lhan it said it
would (Tk 901 million - an expense overrun of Tk 21 million or
2% to date).



Closer examinabtion reveals that RDP II has underspent its
budget and most of Lhe excess funds received from the donors
went to RCP as investments. Tk 18 million has been kept within
RDP for use in the near Ffuture,

Tables 3 and 4:

Table 3 begins to provide more detail with respect to where
BRAC was over or under on its funding reguirements within RDP.
The scope of this review only covers items A.3, A.4, A.5 and
C (which between them represent 43% of RDP's expense budget
and all of the income budget). Other reviewers will have to
determine what is happening to the items which are
significantly off forecast such as item A.6.2 - TARC's, A.6.3
- REP and B.2 - Development of Rural Managers. But it is
significant to note thai the major deviations from budget
outside of savings and credit activities are ones of
underspending. If these oLher activities are not actually
under budget but rather behind schedule Lhey will be needing
the excess funds that have been transferred to RCP for
investment. The Tk 18 million reported by BRAC as being held
in cash by RDP will not be enough to fund the work which has
not been completed - the TARC's, REP, etc.

The budget wversus asectual performance of the specific items
within the RDP Il budget relating to savings and credit are
summarized following.

A.3 Branch and Regional Office Operating Expenses - 5%
over budget: A review of these over-expenditures reveals
noe major issues of concern,. The overruns relate to
charges due to other RDP programs, an under budgeting of
travel expenses and the costs resulting from the early
high turnover of female PO's. Two of these causes are
non-recurring and Lhe third (travel budget overruns) will
ot be szignificant by the end of RDP 11.

Most BRAC offices house staff in excess of those budgeted
to savings and ecredit activities - NFPE and other
sectoral FO's for example. The costs of housing and
feeding these staff should be paid from their respective
budgets not from the operating costs of Lhe offices.
Approximately TK 2.5 million of the Tk 4.5 million excess
is this type of cost which will be recovered by the RDP
office operating budget and re-allocated correctly to
other budgets.

BRAC believes that the cost of hiring and losing a large
portion of the female PQ's is behind them now. This
remains to be seen buf at-least BRAC is still trying to
increase the number of {female PO's despite the cost
involved.



BRAC mis-budgeted its Area Office travel costs and will
have to adjust its other operations to compensate. In any
cagse this error will be corrected in the RDP TII budget
and in the meantime will probably not produee an over run
on this item of much more than 2% - which is not material
in terms of the whole budget of RDP II.

A.4 DBranch, Regional office and Head Office capital
investment - 6% under budget: The under-expenditure here
relates to activity which is proceeding rather slower
than hoped. Nevertheless BRAC has established, as shown
on Table 1., all of Lhe Area Offices that it had hoped to
by now. Some are very recent - 10 =inee June, for
example. This slower than hoped for start up of new
offices has in the past been offset by a more rapld than
expected growlh in VO's and membership. IL is expected
that the new offices will econtinue to reach levels of
operation at least as high as those forecast despite the
somewhat slower start.

The Tk 18 million that BRAC is holding in cash in RDP
which should be more than enough to fund the completion
of the scheduled capital investment activities,

A.b Loan Revolving Fund - 20% over budget: BRAC has
required Th 17.5 million more than it forecast to fund
RDP's loans. This item would have been Tk 32 million (or
37%) over budget but for an extra Tk 15 millien in funds
received from the Ford Foundation. (PBy way of a check, Tk
32 million is the amount by which the leoan portfolio in
RDP exceeds tardet (see table 1.)).

The fact that funds required for leoans in RDP were in
excess of forecast is a more important issue than the
other budget items previously discussed. This is because
the explanations for this everrun have serious
implications for the Tuture performance of RCP and RDP.

There are only two basic reasons why BRAC would end up
with a loan portfolio higher than forecast - either they
disbursed more than anticipated or else they are
receiving less back that planned. The First explanation
is out since ss mentioned already disbursements are below
forecast. Therefore we can conclude that less principal
iz being repaid than expected.

There are also only Lwo ways to explain the fact that
. principal is being repaid more slowly than forecast -
either loans are being made for a longer term than
targeted or else the borrowers are not repaying as they
should. The first trend had been observed at. the time of
last year's review and has continued strongly since.



The following summarizes how the shift in term has

developed.
Term, structure: Short Medium Long
Budgeted 59% 37% 3%
Total RDP to June/91 T2% 16% 12%
Total RCP to June/91 63% 26% 11%

This trend is even more striking if the 68 month period
from January 1991 te June 1991 is summarized.

Term structure: Short Medium Long
RDPP 6 month disbursements 69% 13% 1 7%
RCP 6 month disbursements 27T% 23% 28%

It is clear that long term loans have gained prominence
at the expense of medium term ones. This is lardely due
to the number of deep tube well loans made in the last
two years. This shift in term is sufficient to explain a
major portion of the increase in Lhe loans outstanding
and the need for more funds for loans.

At this point in the analysis it was not clear whether an
element of late or poor repayment was also Lo blame for
a portion of the larger than lforecast loans outstanding
figure. An analysis of +the interest earned by RDP
provided a damning clue to this effect.

C. Nel Interest Income - 9% under budget: In that the
value of leoans outstanding in RDP has held at or above
forecast since January 1990 (see Table 4 - items showing
coutstanding loans at various times and Graph 1.) it would
be logical bto expect that income from these loans would
also be -above forecast, The fact that it is below
forecast implies strongly that something is wrong with
repavments.

The interest income for both RDP and RCP are less than
forecazt in absolute terms but more critically, also as
a percent of average loans ocutstanding. This means that
although BRAC is charging the borrowers 16% on its loans,
due to poor repayment BRAC is receiving something less.

10.



RDP's gross loan pertfelio since January 1, 1990 has
developed as shown in Graph 1, a relatively straight line
progression. The average nel loans outstanding for the 9
month period has been calculated at Tk 1894 million. At
the 16% p.a. interest charged the borrowers BRAC should
have earned Tk 23.2 million from January to September but
in fact earned Tk 21.6 million in interest income for the
same period. This represents a rate of return on the
loans of only 14.9% p.a., not the 16% p.a. forecast.

net loans in RDP:
at January 1, 1991 Tk 146 million
at September 30, 1991 Tk 242 million

Since Lhe borrowers pay interest and prinecipal together
in their regular instalments, if interest received is low
then it is reasonable Lo conclude +that principal
repayment is also less than expected. This was our
suspicion earlier and at this poinlL we began to become
concerned.

Tables 5 and 6:

Table 5 shows the budget wvs. actual balance sheet for RCP and
Table 6 the comparative income statement.

The major balance sheet deviations are Lhe following:

Investments — 27% over budgebt: Investments is higher than
expected because sources of funds |(depoesits and the BRAC
loan) are higher than forecast and Lhe uses (loans and
fixed assets) are lower.

Net Loans - 3% under budget: Although net loans are lower
at September 30 than forecast last year's performance
indicates that by the end of the year loans outstanding
will be above budget. The growth in the loan portfolic at
the end of last year was partly seasonal and partly due
to the Deep Tube Well loans made between November and
February. Graph 2 shows how the RCP lean portfolioc has
more or less matched forecast to date.

It is interesting Lo remember that at this time last year
there was concern as to whether RCP would reach its
forecast loan portfolio values. At that time there were
only 10 Area Offices in RCP and these had started out
with lower than optimal levels of loans outstanding.
Graph 3. shows that by Lhe end of the year 1990 these
offices had in fact not only reached their own revised
lower target Ffor loan levels but had attained the general
forecasL as well. It is unlikely Lhat the issue of



The

adequate loan portfolio values will be a major concern
either in RCP or RDP for the foreseeable Tuture.

Fixed assets - 15% under budgel: These assets are below
forecast primarily because of Lhe lower than forecast
needs at Head Office level. Head Office will have to
start spending for facilities shortly and this shortfall
will be eliminated. There is more than enough funding for
this capital expansion when it occurs within the
investment account,

Members savings and group tax - 13% over budgel: Members'
savings exceed budget because BRAC includes the 6% forced
savings component plus the required Tk 2/week in this
category. Only Tk 2.4/week was budgeted. Group tax
amounts are low because to this point disbursements are
dow and group savings are 4% of disbursements. Much of
this shortfall in group savings will be picked up later
in the year but in any case total deposits will still be
over budget at vear end.

BRAC loan - 9% over budgel: The loan from BRAC is in fact
the donors' funds passed through BRAC to RCP at no cost.
The loan is Tk 36 mill ion above forecasl because BRAC has
received Tk 55 million more than RDP could use. This
excess except for Tk 18 million has been passed on to
RCP. It could be that RDP will need some of the excess
back when the programs in RDP that appear to be behind
schedule cateh up.

major features of the income statement that bear

mentioning are the following:

Loan interest income - 9% under budget: BRAC earned only
14.6% p.a. on its average net loans outstanding in RCP
for the first 9 months of 1991. Last year the same
calculation yielded slightly in excess of the 16% p.a. We
can only conclude thal there has been a worsening of
interest paymenL performance since BSeptember of last
YEear.

InLerest an deposits - 27% over budget: This cosl s
higher than forecast because the level of deposits was
higher, both at the beginning of the year and at
September 30. As interest income declines from 16X p.a.
to something lower due to guality problems and the cost
of funds increases as a result of higher levels of
deposits RCP's net interest income will be squeezed. The
issue of interest rate policy is discussed in Part F. of
this report.

Operating expenses - 16X under budget: As was Lhe case
last year at this time operating costs are still under

1.



budget. The Head Office operating costs are still lower
than forecast and depreciation expenses are also low
relating primarily to delayed staffing and capital
expenditure at the Head Office level.

Of all of the RCP budget vs. actual comparisons the lower than
forecast interest income issue, because of the quality
implications, involved is Lhe most serious.

A.3 General comments from Lhe analysis:

BRAC has received Tk 55 million more from the donors than required
to date for RDP II and RCP due to exchange rate gains. BRAC has
passed Tk 37 million of this on to RCP for use as investment funds
and kept Tk 18 million in RDP in cash.

RDP as a whole is under-spent relative to budget. Other reviewers
will have to determine how well BRAC has been able to accomplish
the objectives of Lhe other activities within RDP II but the
savings and credit activilies have met all the targeted objectives
except for disbursements. The savings and credit activities are
over budget, however primarily because of a larger than anticipated
requirement for funds for loans. In that some activities in RDP are
behind schedule RCP may have to return a portion of the excess
received from RDP.

There have been a number of deviations from forecast within the
savings and credit activities of RDP but the over rum on the
Revolving Leoan Fund and the below target interest income on the
loans outstanding are the only issues of concern.

RCP is performing well. Profits are over forecast due to the fact
that operating expenses continue under budget. RCP is not earning
sufficient income on its locans however and net interesi income is
being squeezed as the cost of savings rises.

A.4 Loan fund regquircments:

Based on the pattern of the past year and the results to date RDP
I1 will need more funds for its loan portfolio than previously
forecasted. RDP's loan portfelio is now Tk 32 million over forecast
and BRAC estimates that Tk 60 million more than forecast will be
required from now until the end of 1982, The total loan fund
overrun by the end of RDP II1 is therefore likely to be in the range
of Th 90 million. Graph 4 illustrates this revised view of RDP's
future loans outstanding situation. This revised forecast for the
growth of RDP's loan portfelio has been included in the latest RDP
I1 budget and compared te the current estimate of the funding
available Ffrom the donors. This exercise is described in Part B of
this report.

-2



A.5 Loan porlLfelio gualily in RDP and RCP:

The major problem in trying to describe what is going on in BRAC's
lending is the fact that there is still not a wuseful way to
directly measure repayment performance. BRAC continues to use
current, late, overdue and not yet transferred as the categories
for rating the portfolic guality. Our concern now, as in the past,
is the fact that this grouping ignores the non-performing loans
which are in the current category. The reviewers are aware, for
example, that there are a number of loans for Deep Tube Wells which
are classified as current which are not payving.

As stated earlier we have been lead by a series of deductions to
conclude that BRAC's loan portfolio gquality has, at best,
deteriorated since the last review. The interest rate test
described in the analysis section does not tell us where the
problems exist - it merely says that the borrowers are not paving
interest as Lhey should.

It is not the interest rate test alone which lead us te conclude
that repayments are not as good as expected., In addition to the
recovery rate which is almost useless as a measure of guality BRAC
has introduced another indicator of loan quality that seems to
support our expression of concern. As of January 1990 BRAC began
forecasting the monthly realizations (instalments due) for each
office and collecting the actual results as a comparison. Graphs
5 and 6. show how these two numbers have varied since the beginning
of the year.

Average Realization Rate vs Target
(9 months, 1991)

RCP T7%
RDP BT%
Total a2%

Whereas there is still some debate possible concerning the
definitions used by BRAC in the calculation of Lhe realization
targets there can be no argument with the statement that however
realizations are defined the borrowers are behind in payving them.

The few observations that can be made at this Lime concerning the
loan gquality based on BRAC's reporting system are included in the
Appendix 2. prior to Tables 8 to 11.

What else can be said at this Lime other than lean repayment is not
as good as it should be? We lack the statistics to be more precise.
The reasons for the poor repayment are undoubtedly varied but are
more a matter of opinion than analysis.

The reviewers' opinions, to be added to BRAC's own views and the
impressions of other informed commentators on tLhese issues, arc
offered following:



= the schemes:

There is a tremendous interest on the part of BRAC in
making Deep Tube Well loans. At present BRAC believes
that 2/3 of the wells in operation are profitable.
(Profitable is still a rather subjective term). There are
now 309 DTW's in operation and debt associated with them
is in the range of Tk 50 million or approximately 10% of
the loans outstanding.

BRAC proposes to make another Tk 200 million in DTW loans
(operating and capital) before Lhe end of 1992 and an
additional Tk 90 million worth in 1993. This is c¢learly
BRAC's major strategic thrust for loan schemes over the
next few years.

= the borrowers:

There does not appear to a strong sense of responsibility
on the part of the berrowers for the collective loans or
the assets financed by them. It appears as if these loans
were ones which BRAC wanted te make and which as =a
consequence the borrowers don't feel obligated to repay.
Collective schemes which are not working de not inspire
borrowers to repay.

The small groups do not seem to be wvery important to the
members. Some groups do not appear to be very strong. The
small droup leaders do not actively collect the
instalments due and don't seem to btake a real leadership
role.

Peer pressure can work against BRAC if the members see
some people not paying and suffering no consequences as
a result. Non-payment can snowball in such a situation.

= the lending staff:

The PO's are aware of who is not paying, in particular on
the collective loans, but do not seem to know what to do
about it. They are waiting for Head Office instruction
but Head Office may not realize how serious the
situation is becnuse of the loan classification system.
Many of the non-performing loans are still classified as
currentl.

The PO's do not seem to enforce any consequences with
delingquent borrowers., In theory BRAC should suspend all
lending to the group members if one is in default. This
doesn’t seem to actually happen. BRAC doesn't ever take
the borrowers’' savings or the group funds to repay loans.
It appears that a borrower loses nothing by not paving.
This is hardly an incentive for the good borrowers.



It ecould be that there is too much emphasis on
disbursements and not enough on recovery. BRAC may need
a clear incentive and penalty policy to encourage Area
Office and Branch ©Office staff to increase loans
outstanding and decrease late and delinguent payments.

- BRAC management:

BRAC's emphasis at the senior levels seems to be
expansion and not guality of lending. BRAC senior staff
should focus more attention on internal pelicies related
to improving and controlling loan guality.

With respect te the DTW loans there does not appear to be
a clear connection between the profitability of the well
and the repayment of the loans. DRAC monitors the first
but not the second. Prolfits apparently sarned by the good
Tube Wells are nobt automatically applied to the debt
coutstanding. There should be an improved co-ordination
between the monitoring of the economics of the schemes
and the loan repayment performance associated with them.

Whereas it is not clear what the cause of the pavment problems are
what i5 clear is that BRAC must begin Lo get control of Lthis issue.
The situation is far from desparate and there is no need lor the
donors to panic but BRAC must show some serlious progress in this
area shortly.

The reviewers' recommendation with respect to how Lo go about
getting on top eof this issue are contained in Part E. the
recommendations are in Part E because as we have said before we
believe that the secret of a good repayment record is first good
monitoring.



PART B x 'OR R ND RC

B.1 Donor funds available:

1990 1991 1992 1993 TOTAL
(Tk million)

AKF/CIDA 0 91,6 123 123 337.6
DANIDA 78.8 37.8 43 30 189.6
EZE 25,2 50.3 38 0 113.5
FF 3.6 3.6 4 4 14.8
NORAD 30.0 37.8 a6 33 136.6
NOVIB 141.0 163.8 148 25 477.8
ODA 126.8 190.3 108 16 440.7
SIDA 32.5 94.3 - 39 33 198, 3
TOTALS 437.9 669.5 539 263 1908, 9
+10% e - HB2 288 18976

-10% - g 495 238 1841

As the above table summarizes the base case Torecast [or donor
funds is Tk 1909 million by the end of 1993. The base case used the
exchange rates currently applicable to the various donor
currencies., A 10X general strengthening or weakening of the donor
currencies relative to the Taka would result in a variation of the
funds available of + or = about Tk 70 million.

The same process of using the then current exchange rates applied
last year underestimated the amount of Taka funding available to
BRAC as the Taka fell generally relative to the deners' currencies
after November 1990. There is no particular reason to expect the
Taka to strengthen over the next year or two. The base forecast is
considered a conservative one for the next two years.

B.2 BRAC's requirements for funds in RDP I1:

BRAC's revised funding requirements including an anticipated
increase in loan funds required due to Deep Tube Well loans and an
observed trend to a larger number of borrowers in each Area Office
are shown in the Appendix as Budget 1. The only change from the
budget approved last year is the increasge in item VIII - Loan Fund
Requirement - by Tk 80 million, Tk 30 million in 18831 and Tk 60
million in 1882.

1990 1991 1992 1883 Total
Estimated requirements:

RDP 318 310 286 = 815
RCP 169 318 287 202 976

total required 488 628 573 202 1891

7.



BRAC requested approval for an increase in the total budget for RDP
IT last year from Tk 578 to Tk 828 million. That increase was an
opportunistic one which allowed HRAC to revert to its original plan
with respect to the planned opening of new Area Offices. The
request was prompted by the observed increase in Taka funding
available.

This year BRAC is again redquesting approval for a revision in its
RDP II budget - and again helieves that the increase can be funded
from anticipated gains in the exchange rate.

There are two lssues with respect Lo the forecasts prepared by BRAC
for the last year of RDP II:

1. This review did not consider .what has been happening in Lhe
areas of RDP Il other than savings and credit. The mid term
review mission will have Lo determine whelher Lhe other
activilties are on target or not and whether BRAC will be able
to complete them with the now forecast funding available.

2. BRAC has not been very accurate so far at predicting the
amount of funding required for loans. This is a very difficult
exercise and whereas BRAC is becoming more experienced at the
process we must consider what would happen of this most recent
forecast is significantly off.

If the requirement for loan funds turns out teo be less than
forecast BRAC would have a surplus at the end of ROP IT
{assuming the other activities remain within budget). This is
not considered too serious and the disposition of the funds it
any could be discussed with the funders of RDP III.

If RDP 11 requires more funds in 1992 than forecast BRAC has
a number of options:

- it could slow the lending activity down either before
or after the end of RDP II,

- it could berrow funds froem banks or from RCP to
complete the disbursements in RDP IT and then include the
shortfall in its reguest for funds from the donors in RDP
I-IT; o

- it ecould temporarily use members’' funds for loans
within RDP.

The donors should be prepared to accept all of these options
except the last one should BRAC have to come up with more
funds for loans. The costs of any overrun should be born by
BRAC and not the donors in this case.

8.



stay within the forecast reguirements lor funds and that il
BRAC can't it has the capability bto manage iLs options. The
loan fund requirements should be monitored carefully however,
in particular prior to the end of 1992 as a new round of DTW
loans -are planned at Lhat time.

BRAC's forecasts with respect to the remaining funding requirements
for the savings and credit activities of RDP II and RCP are
considered reasonable as is the assumption that the exchange rate
will neot strengthen generally relative to the donors currencies.

1990 1991 1992 1993 Total

Donor funds available: .
base case Torecast 438 G670 538 263 1909

Estimated reguirements:
RDP 319 310 286 aon 915
RCP 169 318 287 202 876
total required - 4188 628 673 202 1891
cCcoammen 10

The donors should accept BRAC's revised RDP II  budget
indicating an inereased requiremenl for funds of Tk 90 million
over the budget approved in 1990.

B.3 The prospects for RCP:

A number of changes have been made in the model For RCP. In general
Lhe revisions were made to accommodate trends which after 21 months
of experience have been seen to differ significantly from esliimates
previously made., Other changes were made Lo correct errors in the
model enly recently discovered,

- the purchase price of lixed assets has been increased for
those branches to be purchased after 1992 from RDP - from Tk
0.95 million/branch to Tk 1.54 millien/branch.

= the number of borrowers per branch lor Area Office) has been
increased as follows:

vear 1: from 600 te TOQ

year 2: from 1400 to 1800
year 3: from 2400 to 3000
year +4: from 3400 to 4000

year §5¢: from 4000 te 5000
vear 6: from 4000 te 5500



= savings has been changed from Th 2.4/person/week to Tk
2/person/week [(from 80% of the members) plus a 5% forced
savings component

- the schedule for the purchase of RUP's Area Offices has ben
revised as follows:

1995: from 10 te 20
1996: from 10 to 20
1887: same

1898;: from 25 to 30
1988: from 30 to 35
2000: from 30 to 40
2001: from 30 to 40
2002: from 50 to O

The total purchased is still 300 Area Offices from 1990 to
2ooz.

= The regquirement for Deep Tube Well leoans in 1991 and 1982
has been incorporated into the revised model as well.

With the above changes incorporaled BRAC has prepared whal is now
the new base case for RCP, attached as Budgel 2. in Appendix 1.

A number of sensitivity cases were run on the new base case:
1. loan interest sensitivity:

The model was run using loan interest of 14%, 18% and 20%. The
14% case is relevant because this shows what will happen to
RCP unless BRAC can improve its return on loans oulstanding
from what it now appears to be. At 14% RCP begins losing money
in 1997 and never again becomes profitable. Obviously the 18%
and 20% scenarios are more posilive than the base case. The
20% scenario is useful because Grameen has just revised its
loan rate to 20% and BRAC should seriously consider following
this lead.

2. depesit velume sensitivity:

The impact of a 20% increase and a 20% decrease in total
savings was tested. The model indicates that more savings are
better than fewer. The less savings that RCP has the less
investments there are. Since investments pay more than the
cost of deposits this is not surprising.

d. loans outstanding sensitivity:
If loans outstanding for whatever reason decrease by 20% from

forecast RCP will incur losses for the perieod 2000 to 2008 but
then recover.



In all of the negative sensitivity cases except the 14% loan
interest case RCP was able to continue to operate, in other words
after a period of losses profitability was re-established. The
conclusions from this exercise are the following:

- due to the strong capitalization and the underlying
economies of RCP the program should be able to withstand a
number ol possible long term deviations from forecast
performance,

= the most serious threat to Lthe long term viability of RCP is
a decline in interest rales on loans,

Recommendation:

That the donors accept Lhe revised base case for RCP and that
this case be used, unless further revised, to measure the
performance of RCP until the period of donor funding is
completed.
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PART C ; BRAC'S REVISED CREDIT POLICIES

C.1 General:

A number of changes have been introduced in BRAC's credit policies
since the review in November 1990, These new changes were
officially in place by June of this year but many had begun to be
instituted in an unofficial way starting in April of 1991.

Each of the credit policy changes implemented by BRAC was
introduced to correct a problem in the credit ocperation - a problem
identified either by BRAC or by outside reviewers. Before one is
inclined to provide cautionary or negative comments with respect to

these changes it is important to uynderstand BRAC's reasoning in
each case,

C.2 The problems observed and BRAC's reaction:

1., Classification of loans:

All loans will be classified as of one of three Lypes:;
general, collective or housing. General loans must be repaid
within one year. The repaymenkt Lerm for the other categories
of loans will remain as belore, nobL exceeding 5 years. Medium
term individual loans = loans to purchase a cow or a
rickshaw, lfor example — will now have to be repaid in one yvear
- before Lhey would have had a two or three year term.

BRAC has determined that there is a problem with their medium
term loans. Borrowers were found to be repaving according to
schedule for the first year of the lecan but thereafter their
payments would become irregular. Since most of these loans
initially demonstrated good repayment performance this problem
was assessed to be a lack of willingness rather than a lack of
ability to pay on the part of the borrower - in other words an
attitude problem and not an economic one. The extended payment
schedule previously available was considered too easy and as
a result was not taken seriously by Lhe borrowers.

The amount of follow-up required to collect payments on these
medium term loans resulted in them being more expensive to
provide than sheort term loans. Monitoring of medium term
loans was not effective al catching poor repayment because
these loans weould enly be re-classified from current to late
or overdue once their original term had expired, often after
gne or two years of poor payment history.

To counter the perceived slack behaviour of the borrowers, to
reduce the operating costs to BRAC of asset loans and to
provide for a more timely monitoring of these loans, BRAC
initiated the new classification policy. BRAC feels that if a
borrower wants te obtain a major asset like a cow or a
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rickshaw then he or she must make a serious commitment and be
willing to make sacrifices to repay the higher instalments
resulting from a shorter lean term. By forcing them to repay
in one year the borrower will have Lo more carefully assess
his or her ability to repay the loan than before.

2. Loan ceilings:

Loan sizes are now controlled only by ceilings related to the
number of loans previously received. The policy now is that a
borrower's first loan can nol exceed Tk 3500, Lhe second Tk
5000 and the third Tk 7000. Previously each loan purpose had
a limit (the maximum loan available to purchase a cow used Lo
be Tk 5000, for exanple).

BRAC cobserved Lhat many borrowers were obtaining loans with
one stated purpose and using them for another. They were often
forced into this dishonest behaviour because the limits set
for each activity were too low. For example, if a borrower
wanted to be involved in small trading but required a certain
amount of money in excess of the limit available for trading,
he or she might apply for a cow loan since this type of loan
had a higher limit.

It was difficult for BRAC to constantly review and revise the
loan limits for each type of activity that the borrowers were
invoalved in. There were regional variations in the costs for
the goods and services that members might want te berrow for
as well and BRAC had to try to accommodate these differences
in its loan limits.

The change is expected to simplify the loan approval process
and to make Lhe credit analysis at all levels more realistic.
BRAC and the group members will know what the borrower intends
to do with the funds because there is now no reason Gto
misrepresent the purpose of Lhe loan.

3. Borrowers per houschold:

The maximum number of mombers (and consequently, borrowers)
rer household has been limited to two. There was no limit
before. In addition the maximum amount of loans that one
household can receive from BRAC is set at Tk 10,000.
Previously the limit was Tk 14,000.

BRAC had observed that often more than two members of one
family would be VO members and would take out loans and would
benefit from other BRAC services (NFPE in particular). As a
result of this concentration some families benefitted at the
expense of other needy persons. BRAC wishes to spread the
benefits of its services more widely. By limiting Lhe
membership in one family Lo Lwo persons it was felt that the
services would be more widely distributed.
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In Bangladeshi wvillages the basic economic wunit is the
household not a particular income eraning activity. Funds are
moved freely from sources to uses within the household
depending on the current opportunities and needs. Since it is
the income of the household as a whole that determines debt
capacity BRAC thought it prudent to reduce the amount of debt
available to that household.

4, Number of loans per borrower:

The maximum number of loans that one borrower may have at any
one time is two. In other words a member can participate in
only two schemes at a time. This is a new restriction.

In order to keep borrowers from exceeding their debt capacity
and also to simplify the record keeping invelved in recording
and reporting on the loans outstanding this measure was
introduced.

5. Advance payment:

No advance paymeniLs will be allowed unless Lhe whole loan is
repaid at once. If a borrower repays all at once he or she
will not be eligible for a new loan until the scheduled
expiration of the completed loan.

BRAC was experiencing a problem managing its cash flow because
of irregular loan repayments. Borrowers would often repay more
than one instalment on a loan at a time. This would usually
occur with a borrower who on other occasions would miss a
payment or two. The Area Office would end up with either more
cash than anticipated and have toc make an extra trip toe the
nearest bank to deposit the excess, or else a cash shortage,
and again have to travel to the bank in order to be ahle to
fund disbursements.

in order teo impose more discipline on the borrowers and to
make cash management in each office more accurate BRAC is
requiring borrowers to stick to the repavment schedule that
they agreed to.

This policy will also reduce the possibility of a borrower too
quickly obtaining a large loan. Before iL was possible to take
a loan for a short pericd, repay it and then g£et a larger one
immediately.

C.3 Implications and impact of the changes:

Data is not yet available to assess how the changes previously
described have impacted the borrowers. In fact it is not at all
certain that BRAC currently has the infoermation system necessary to
be able to produce data which would allow them to analyze the



impact of the changes. The following comments therefore are not
quantitative but rather qualitative.

1. Re: The term structure of Lhe portfolio:

There will be a shift te the shorter term loans as a result of
the new classification. Medium term individual loans will be
phased out cover the next two to three years. The portion of
the total portfelic in medium term loans will decline
significantly.

The funding impact of this is that loans will turn over mare
quickly and loan porifolio outstanding will be lower than
would otherwise have cccurred, This trend will help to offset
the previously discussed shift.to longer term loans for Deep
Tube Well purchases and will te some extent reduce the total
forecast Revolving Loan Fund requirement of RDP II. BRAC will
have to carefully review its whole loan portfolic term
distribution while preparing RDP IIT's budget as a result of
these two competing trends.

2. Re: The borrowers' activilies:

Although BRAC might not intend to discourage borrowers from
taking the larger loans, which are generally for assets, this
is in fact what might happen. In the field staff were saying
that more people are taking out small trading loans, for
example and Fewer for cows, rickshaws, ete. as a result of the
pelicy change.

3. Re: The risk structure of the loan portfolio:

There are two competing factors involved here. If previously
medium term individual loans were poor gquality the loan
portfolio will improve as Lhese loans are phased out. If
however, the same number of large loans are made but for
shorter terms then there is a possibility that the qguality
will net improve at all but in fact deteriorate., If for
example, a borrower could not repay a loan with instalments of
Tk 10/week then he or she will have great difficulties
repaying Tk 30/week.

C.3 Comments and recommendations:

The first general concern with respect to these changes relates to
how BRAC was able to first identify the medium term loans as a
problem and secondly to determine that the issue was one of
attitude and not economics. Based on this reviewer's experience
with BRAC's monitering information it is not at all certain that
management had adequate data with respect to the performance of the
medium term individual loans in order. to assess the problem. If as
a result of a lack of good data BRAC has misunderstood the medium
term loan situation it is wvery unlikely that the situation will be
improved by the changes implemented.
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The second general comment was raised earlier concerning the
possibility that BRAC's members will not be able to borrow te
purchase larger assets as a result of the changes. In this
reviewer's opinion it may be rather like throwing the baby out with
the bath water. If BRAC solves the problem of risky asset loans by
eliminating them then the borrowers will be the losers.

This would be a shame as these types ol loans are the ones which,
if administered correctly, will actually increase the wealth of the
borrowers most rapidly.

In addition to these two general concerns Lhere are a number of
specific ones which may be useful to BRAC and bLhe donors.

1. Classification of loans:

It was important Lo the reviewers last year that BRAC address
the unknown performance of some of its larger individual
loans. BRAC has done this and determined that Lhere is in fact
a problem. They have further decided that the root cause is
one of borrower attitude nol economics.

The obwvious concern here is that the new lean instalments
reguired ta repay a large loan over a term of only one year
may be toe high for the borrower to handle. By stressing the
borrower's attitude toward these debts has Lthe economics of
the loan suffered? Only time will tell il the problem was one
of attitude or economics and whether the action taken was the
right one but good monitoring would help in answering this
question.

Recommendal.ian

As slblated elsewhere, BRAC should Iinitiate a monitoring
approach which concentrates on Lhe higher risk loans. Until
evidence proves Lhe contrary Lhese larger one yecar loans
should be considered risky. The new reporting system should
identify loans over a certain disbursemenl amount (perhaps Tk
5000) and track their repayment performance closely on a
monthly basis.

2, 3 and 4. Loan ceilings, borrowers per household and number
of loans per borrower:

There appears to be some inconsistency on these issues. On the
one hand BRAC has removed some standardization in its credit
policies in favour of a more flexible approach with respect to
loan amounts for different purposes but on the other hand it
has imposed new limits and reduced others with respect to
borrower debt. The new limits appear to be rather arbitrary,
they don't account for regional diversity and they will have
to be regularly adjusted for inflation or else will restrict
borrowing in the future.
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It seems as if BRAC's credit pelicies are becoming a bit of a
patchwork affair. Any lender has to strike a balance between
standardization and flexibility but it is not clear that BRAC
has a consistent vision of where that balance should be. It is
pressible to standardize the process of loan evaluation without
having a standard definition of what an individual's or
household’'s debt capacity is.

Recommendation

BRAC should consider carrying out a review of its credit
policies and its methods of training credit officers with a
view to determining the proper balance between standard
criteria and standard methods of analyzing loan applications.
The credit decision process should be clearly described for
the lending officers in Lhe form of a credit manual which
states how Lhe economics of the loan is Lo be assessed. How to
assess debt service capacity is a skill that can be
standardized and taught.

5. Advance paymenl:

The requirement that borrowers stick to the repayment schedule
as enforced by this new policy is consistent with decisions
made last year. As intended this change may also assist the
Area Office accountant to manage Lhe cash position. There is
no reason to argue with this change if borrower discipline is
considered to be important. This reviewer thinks that borrower
discipline is extremely important and that any action which
enforces discipline is useful.

6. General comment wilh respect Lo changes:

Making changes at the operating level of an organization as
large as BRAC is very difficult. A great deal of staff time
and effort must be spent informing the members of the changes.
Even mere time is required to ensure that these new policies
are understood and adhered to. Whereas BRAC is to be commended
for its willingness to make the effort to revise its policies
it has perhaps tinkered enough with how tLhe borrowers are to
behave.

BRAC has implemented a number of policy changes that directly
affect the borrowers in tLhe last 2 - 3 vears. It may be that
the number of changes implemented and rate at which BRAC has
been imposing them has created confusion in the minds and
attitudes of the borrowers. BRAC should probably leave those
policies that directly affect the berrowers alone for a time
in order te be able to assess the impaet of .the chandes
already made and also to concentrate on policies and
procedures within the organization itself.
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Borrowers are remarkably similar wherever they are. Many
different methodologies have been tried in various parbts of
the world wilh varying degrees of success. One constant of
good lending programs regardless of Lthe methodology used,
however, is the existence of a good monitoring program
combined with a strict policy of follow up on the part of the
lender in the case of delinguent payment. This is the area
that this reviewer feels should now receive most of BRAC's
management attention.
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PART D BREA v ] J 5

D.1 General:

The concept of break even analysis is guite simple at first glance.
Break even occurs when costs and income are equal. The conditions
that exist at that time are break even conditions. The problem in
BRAC's case, as in most break even analysis situations, is Lhat not
every one will agree as to which costs should be included and which
income items should be sel equal to them. Without wanting to over-
complicate the exercise but wishing to deal adequately with the
subject it probably necessary to look at least three different
Lypes of break even lor BRAC;

1. Loan interest income only compared to operating expenses
only:

This could be called operating break even and is often
what some commentators mean when discussing break even.
In BRAC's case the conditions required for operating
break even have already been reached by RCP.

2. Loan interest income only compared to operating plus
financial costs:

This is a more rigorous test of Lhe viability of a lender
and could be called real world or market break even.
There are no operating conditions foreseeable under which
BRAC will ever attain this level of break even - as long
as it continues to charge 16% p.a. on its loans.

3. Lean interest income plus investment interest income
compared to operating costs plus lower than market financial
costs:

This could be called a subsidized break even analysis
since in it we do not expect income to cover all costs,
and in addition, there is source of income other than
loan interest income which is funded at less than market
rates. BRAC's RCP has this kind of structure. The
subsidized structure for RCP was designed because 1L has
been assumed that lending to the landless poor of
Bangladesh can not be done on a pure market basis.

D.2 Operating break even analysis:

For the 6 months to June 30, 1981 RCP's operating costs for 30 Area
Offices (including loan loss provision) totalled Tk 15.6 million
which is egual to 14% p.a. of the average loan portfolio
outstanding during that period.
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Whereas the total operating costs for RCP will continue to climb in
absolute terms they are unlikely to ever be higher than 14% of the
loan portfolio. The logic here is that the overhead or fixed costs
of running RCP (head office and regional office expenses) are
highest at the beginning as a percentage of operating costs. In
addition average loan portfolio per office within REP is still
growing in real terms while operating costs have more or less
peaked.

Therefore as long as RCP earns at least 14% on its loans it will be
able to break even on an operating basis. BRAC is charging 16% on
loans and therefore should always be able to cover the operating
costs of RCP with interest charged the borrowers.

To determine how many borrowers or. loans are required to produce
income equal to the operaling costs of one Area Office we can again
conservatively assume Lhat RCP will never be any more efficient
than it is now and further assume that one RCP office will have to
produce one thirtieth of the teotal current reguired break even

income, The income that one office will have to produce in one year
is;

Tk 15,600,000 x 2 = Tk 1,040,000
30

In erder to receive Tk 1,040,000 from a loan portfeolic charging 16%
p.a. requires that the office have an average value of loans
sutstanding over the year of Tk 6,500,000, This is the operating
break even loan portfolio for ene office.

There are an infinite number of combinations of average loan size
and number of borrowers which would vield the break even loan
portfolio - everything from one borrower with a one year loan for
Tk 13 million to 13 million borrowers each with a one year Tk 1
loan. If we assume that either the loan amount is fixed at the
current average value in RCP (Tk 2750) or that the number of
borrowers is Pixed at the current average for an RCP branch (5000
borrowers) the results are as follows:

Operating break even conditions for RCP per Area Office;

4725
Tk 2600

borrowers required (leocan of Tk 2750)
average loan reguired (5000 borrowers)

The fact that the break even conditions in both cases are equal to
or less than the current averages found in RCP just confirms what
we already concluded - that RCP is covering its operating costis.
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B.3 Market break even analysis:

Operating costs 10% - 14¥% p.a. of average loans outstanding
Financial costs

{incl. inflation) 9% - 14% " v < =
Profit 1% - 2% " e 2 %

Required income to
cover costs 20% - 30% p.a. of average loans 0O/S

The operabting costs we have already said will not exceed 14% p.a.
BRAC forecasts that at RCP's nmost efficient Lhis cost will reduce
to approximately 10% p.a.

BRAC is currently paying 9% p.a. for its deposits but deposits
represent only 1/3 of the funding currently required for the loans.
BRAC is not paying anything for the other 2/3 of the funds and so
is now paying on average only 3% p.a. to fund RCP's leoans. This is
hardly a market situation. When BRAC borrows from banks in
Bangladesh it pays 16% like evervone else. BRAC's real world cost
of financing therefore would range from a minimum of 9% (if funded
completely by deposits) tg at least 14% (1/3 deposits and 2/3 bank
dEbt ] N

The reviewers have assumed thal 9% is the maximum rate of inflation
in Bangladesh ie. that at a rate of 9% on deposits Lhe savers are
at least maintaining the value of their assets. The required charge
to the borrowers to cover inflation costs therefore is included in
the financing cost of the lender.

If RCP was a commercial private sector bank it would have to charge
an additional 1% - 2% to provide a return to its shareholders. 1% -
2% on loans would provide something in the range of 15% return on
equity which is notL an unreasonable target return for this kind of
enterprise in this economy.

If pressed to say what rate does RCP require now to break even the
worst case would have to apply - 30% p.a. If all goes well - if
deposits develop as forecast and operating costs decline RCP might
in the future be able to break even charging 20%.

BRAC will never be able to truly break even on a market or real
world basis charging 16% p.a.
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D.4 Subsidized break even analysis:

RCP's actual income sheet is as follows:

6 month operating results per cent
(Tk million) of loans 0/8
Loan interest income: 15.9 14 % p.a.
minus: cost of funds: (3.2) (3 %)
Net interest income: 12.7 11 %
Other income (investments): i 1.2 B %
minus: ocperating costs: (15.86) (14 %)
Net income: 4.3 3 %

RCP's interest income should be 16% of net loans outstanding. For
quality related issues as already discussed this income is below
forecast. However, even if interest income was at the required
level the following is clear:

— RCP would not break even without a lower Lhan market rate of
interest on its funds and without Lhe income from its
investments.

This is not news to anyone familiar with this project but perhaps
this analysis makes the issues clearer.

At different times in the forecast performance of RCP the
components of income and expenses vary as a % of total costs. Based
on the currently approved budgei for RCP the following summarizes
the most profitable and least profitable forecast years for RCP:
Most profitable forecast year - 1996

12 month operating results per cent
(Tk million) of leoans 0O/S
Loan interest income: 210 16 % p.a.
minus: cost of funds: [GOD) (5%
Net interest income: 150 11 %
Other income (investments]): 67 5 %
minus: operating costs: {137) « {10 %)

Net income: 80 6 %



Least profitable forecast year - 2002

12 month operating results per cent
(Tk million) of loans O/S
Loan interest income: 561 16 % p.a.
minus: cost of funds: (210}) [6 %)
Net interest income: 351 10 %
Other income (investments): G| 2%
minus: operating costs: [366) (10 %)
Net income: | 39 2 %

The point in comparing RCP's best forecast year with its least
profitable is to again emphasize the relalive importance of Lhe
various components of idincome and cost. ROP does well in 1886
because investment income is high and operaling costs are low.
Conversely RCP earns its lowest profit (or comes closest Lo not
breaking even) when that investment income falls. Investment income
is forecast te Ffall in 2002 because 50 Area Offices will be
purchased from RDP in Lhat year and the funds to purchase them will
come [rom the investment account.
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PART E MONITORING

Bl e rai.;

The reviewers' primary concern with respect to BRAC's monitoring
systems and procedures is the controel and improvement of loan
quality. There are other relevant and important features of a good
monitoring syvstem but based on previous conclusions the arsa of
loan repayment performance is the one which for the time being
requires the greatestl attention.

E.2 Progress made since last year's review:

Unfortunately BRAC still does not have a simple way of measuring
and reporting the quality of the loan portfolio. As discussed in
Part B the loan quality categories now used do not place proper
emphasis on the current loans which are not performing adequately.
Some of the recommendations made last year on this issue have been
implemented but others have not. What has been accomplished leads
us to believe that the remaining recommendations will follow.

- a consultant with-bank information system experience has
been contracted to advise BRAC on the design of the necessary
monitoring system from the bottom up.

= BRAC has begun to coellect the basic borrower repayment data
required so that in the future staff will be able to analyze
loan performance correctly. This data is contained on a new
Cn%lection Sheet prepared by the GS's and monitored by the
PCI S5

The most significant feature of the new process of data collection
is the fact that at base it deals with each individual borrower.
This was a basic recommendation of the previous review team. BRAC
will soon be able to produce a statement on each borrower. This is
the first step to getting control over the lending operation. It
will be some time however before any useful data comes osut of the
process because the computer systems still have to be designed to
handle the data and the reports that the data base will provide are
still to be determined.

There is a concern with the new collection Sheets, however and that
relates to Lhe amount of responsibility placed on the GS's and the
potential for error involved in the process as information is
transferred for each borrower each month from one sheet to another.
BRAC is aware of the potential problems but these two aspects of
the new forms will have to be watched carefully.



E.3 What needs to he done:

BRAC needs to produce reports which will be useful to the PO's, the
Branch Managers and the other management staff in a timely and
accurate manner and even more importantly which identify areas of
poor repayment before the term of the loan expires.

Recommendalion:

The reviewers recommend the ecreation of a process of loan
quality monitoring based on the repayment performance of each
loan regardless of the term of the loan. The process will
build on the data contained in the new Collection Shects as
outlined following:

1. Area Office or Branch Office lean guality reports:

Every.borrower who is not up to date with repayvments should be
placed on a "Delinquent Borrower List" at the end of every
month. This list should be ordanized by VO and should be
prepared in the Area or Branch Office with a copy sent te the
Regional Office. The loan scheme should be noted on this list
ags should the amount of principal (including interest
capitalized) outstanding at the month end on each loan as well
as tLhe PO responsible, Each month Lhe Branch or Area manager
should organize the PO's Lo carry out a campaign targeted at
these borrowers and should enforce the remedies available:

- no loans te Lhe other members of that small group (or
VO if possible) until the delinguents have repaid,

- taking of members' savings or group funds if the
delinquent loans are not repaid or at least back on
schedule within a pre-determined number of payment
cycles,

- expulsion from membership of the delinquents, If access
to credit is a valued service to the BRAC members then
the threat of cutting off that access has Lo be a real
threat that BRAC is prepared to implement.

This is a major task and may absorb a good deal of branch and
area office staff time to the exclusion of new disbursements.
This is an intentional consequence of having a poorly
performing loan portfolio - lending should slow or even stop
until the repayments are back on schedule or the poor payers
are eliminated.
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2.

Regional and Head office reportis:

The regional and head office management should track the loan
repayment performance of Lhe branches and area offices based
on the "Delinquent borrower lists”. These lists should be
further organized (eiLther at RO or HO depending on the
availability of computers) such thal the amount of principal
outstanding at each month end can be summarized as follows:

Principal 0O/S showing on time repayment

Principal 0/S5 showing 1-3 payments in arrears
Principal 0/5 showing 4-10 payments in arrears
Principal O/5 showing 10+ payments in arrears

The second step abt the RO or HO is to assign provisions
against income and accumulate reserves against Zross loan
values for each office. The provisioens will wvary for each
category of repayment performance, ie 0% for on time repayment
up to 100% for acknowledged disasters. These categories and
the levels of provisions are only suggestions at this time but
the process must be initiated with the recommended logic and
on some similar rational basis.

BRAC should write off the worst loans. Provisions are taken
from income and used to reduce the value of the loan portfolio
for the speciflfic reason of being used to absorb write-offs.
This has been recommended before and was #oing to be done but
as yet has not been. The write-off experience will help BRAC
determine what is a realistic way of estimating provisions.
The 2% of disbursements may not be realistiec - too much for
the good offices and not enough for the poor ones.

Still using the data Ffrom the "delinquent borrower list" the
RO and HO can begin to do more detailed analysis of the loan
payment performance based on a range of classifications - type
of scheme, or location or loan size or whatever - to begin to
better understand where the problems are. Once management
understands where the problems are then they can begin to
formulate general strategies that will aim to reduce systen
wide risks. the specific monitoring of DTW loans or short term
large asset loans becomes feasible with the proposed system
and a true understanding of the magnitude of the problems can
be finally arrived at.

In addition te the above recommended loan guality reporting system
or one like it the reviewers believe that BRAC needs more financial
analysis experience in house. BRAC should be able to say what its
preblems are with respect te loan repaymeni or linancial structure,
This is a new discipline for the monitoring and management staff of
BRAC and is not a skill that can be learned without outside
assistance.
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The reviewers recommend that BRAC's RCP staff gain some
analytical experience both in loan quality evaluation and in
the interpretation of financial results. This will likely
require staff to take specialized Lraining in Ffinancial
analysis, perhuaps outside of Bangladesh.
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FART F: LONG TERM SUSTAINABILTY ISSUES

The reviewers have concluded that BRAC is well on its way in RCP to
becoming a sustainable entity. This conclusion is based on a number
of cbservations;

= BRAC has demonstrated ils operational and general management
ability in the development of the Branch Office system of RCP.
The ability to develop and operate a significant number of
offices in different regions of the country is a necessary
pre-requisite to attaining a size where economies of scale can
reduce operating costs. As yet these reductions have not
started but it is reasonable to conclude that the operating
costs are at their highest now and will decline as the real
value of the loan portfolic of the branches increases while
staffing does not.

- the various scenarios that have been run on Lhe model for
RCP and the attainment by BRAC of Lhe operational targets
leads us to believe Lhat [lubture performance will be more or
less on the forecast.

- as long as the donors continue Lo meet their commitments teo
RCP there will be a strong capitalization which will protect
the operation from short term difficulties.

- BRAC has demonstrated its ability to adapt to situations and
will undoubtedly have to do exactly that in the future. The
problem with a model is Lhat it tends to have assumptions
built in that do not allow for the compensating capability of
the institution. Within BRAC that capability is very
significant and must not bes forgotten in any attempt to
forecast the viability of RCP.

Notwithstanding the above comments there remain a number of issues
which still have to be dealt with, however;

- BRAC must seriously begin to address the issue of loan
quality. The sensitivity analysis confirmed that an average
return of only 14% on the loans ocutstanding is not sufficient
to allow RCP to continue operating and to be self-sufficient.

- The reole of the donors in the supervision of RCP will be
less effective after the funding to RCP has been completed.
The doneors realize that they will not have direct influence
over RCP after 1983. Consequently now, while they still can,
they are pressuring BRAC fo defline the regulatory structure of
RCP and te clarify the uses of the members' funds and the BRAC
loan. The donors have a right and a responsibility Lo do
exactly that at this time. :
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- BRAC is vulnerable due to its relatively high operaling cost
structure and the current pracitise of charging only 16% p.a.
on its loans. BRAC's costs, particularly salaries, may rise
due to pressure from competing institutiens or as a result of
general inflationary trends and the viability of RCP would be
threatened as a result. BRAC's only defense in the long term
would be Lo charge more for iks loans or tu secure more low
cost funding.

- BRAC now has only two sources of funding available to it -
donors and members. There 153 no legal basis for BRAC to use
the members' funds and the supply of donor money in the lang
term is never secure. BRAC's future ability to grow can not be
certain unless it either diversifies ils sources of finance or
becomes legally entitled toe use the savings of the members.

If BRAC seriously begins teo address and improve its leoan repayment
record the last operational issue which could impede the self-
sufficiency of RCP will be behind them. The remaining issues with
regpect to long term viability facing BRAC are basically issues of
financial structure and philosophy.

BRAC needs to develop a clear structure for RCP Lhat will protect
to the full extent possible the borrowers and savers and that will
have a diversity of funding sources.

There appears to be an opportunity in the current political and
ecanomic environment to create a private sector bank based on RCP.
This is an opportunity which may noi always be available.

me %]

The reviewers recommend that BRAC proceed Lo create a private
sector bank and Gthat the following issues be explored
immediately:

- incorporation and approval process: The requirements with
respect to minimum capitalization, maximum debt/equity ratios,
provisions, reserves, etec. will have to be gstudied as will the
process of obtaining governmental approval te start up and
operate a bank. The reporting requirements of a private sector
bank is an additional issue which will have to be studied.

- equily: In order Lo incorporale a bank BRAC will need
equity. With respecl Lo Lhis issue BRAC has several options:

- a portion of the borrowers’ savings could be converted
toc equity. This may be politically an astute move but it
will not add much financially or managerially,

- all or a portion of the BRAC Loan could be converted
with the approval of the donors into equity,
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= BRAC c¢ould possibly obtain some capital from private
investors within Bangladesh or from outside of the
country. This option would depend on the investment
climate in Bangladesh and the prospects for profitable
operation but would bring with it wvaluable outside
professional participation in the management of the
proposed bank.

The source of future eguity is also tied te the issue of
ownership and control of the proposed bank. This is a eritical
issue that will require a great deal of discussion, internally
and with the existing donor group as well as with future
potential investors and representative groups of members.

- savings: BRAC should consider replacing savings as a major
source of funds unless it can charge more for its loans.
Paying 9% p.a. on deposits is very expensive. If BRAC decides
not to use the members' funds in RCP these deposits could
instead be managed by BRAC and invested to create a "future
fund"” for the members. This solution if applied within RDP and
RCP would answer the donors' concerns with respect to the
gecurity of the members' funds.

-~ debt: If BRAC determines that savings should not form the
major part of the lean funding then there is a need for more
debt to fill that role. BRAC should investigate ather sources
of funding including the World Bank funds available through
the recently created credil development foundation and the
Bank of Bangladesh. These funds are potentially available at
2% and 6% p.a. Some of the BRAC loan could become a real debt
also earning BRAC some interesl income.

- loans rates: If BRAC becomes a private sector bank it should
try to charge what it needs to earn a reascnable profit. This
rate will be greater than 16% p.a.
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