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Introduction

Foreword

This course evolved from material that was originally included in the International Labour
Organization (ILO)’s training package, Making Microfinance Work: Managing for Improved Perfor-
mance. In that training, product diversification was discussed as one of the strategies through
which microfinance managers can improve their institution’s outreach. By expanding the
range of products offered, MFIs can serve more poor people, meet more of their clients’
financial service needs and, as a result, make greater progress towards the achievement of
their commercial and social objectives.

During pilot testing of the original training, participants requested that more time be devoted
to the discussion of various product options and the management of product diversification.
Rather than lengthen an already intense two-week course, the ILO responded by removing
product diversification content from the original curriculum and creating a separate training
to explore that material in more depth. This book is the outcome of that decision. Making
Microfinance Work: Managing Product Diversification is the second of three volumes in the ILO’s
Making Microfinance Work (MMW) series. The third volume, which will help managers
strengthen their “soft skills”, is slated for development in 2012. Readers can find information
on all three volumes at the course website, http://mmw.itcilo.org.

This book and the training course it supports are designed to achieve four main objectives: 1)
raise awareness of the opportunities and risks that product diversification presents; 2) explore
options for improving the outreach of microfinance institutions (MFIs)! through product
diversification; 3) provide tools and strategies for managing the product diversification pro-
cess successfully; and 4) encourage more proactive management of MFI product portfolios
over time.

Why the ILO?

Founded in 1919, the International Labour Organization is a specialized agency of the United
Nations that promotes social justice and internationally recognized human and labour rights.
Its vision for the 21st century is decent work for all. Decent work embraces various aspects of
daily life of the working poor - productive employment, safe working conditions, equitable
access to employment opportunities, absence of child labour, abolition of bonded labour, for-
malization of informal enterprises, access to social protection and the right to organize (ILO,
2008).

Microfinance is an important strategy for the ILO because it contributes to the decent work
agenda in a variety of ways. Microcredit and micro-leasing products provide opportunities for
small investments in self-employment and job creation. Emergency loans, savings and
microinsurance provide the means for poor people to better cope with risk. When
microfinance is delivered through group-based models, it can provide opportunities for the
poor to organize and have a voice. Some MFIs, particularly those that partner with other pub-

In this text, the term "microfinance institution" is used to describe a wide range of regulated and non-regulated providers
of microfinance services. This includes commercial banks that have a microfinance window, non-bank financial
institutions that specialize in microfinance, cooperatives and credit unions that serve the low-income market, and
non-governmental organizations that provide financial as well as non-financial services to the poor, among others.
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lic or private actors in pursuit of a social mission, are actively discouraging child and bonded
labour, and helping microentrepreneurs to grow and formalize.

As the focal point for microfinance within the ILO, the Social Finance Programme initiated
the development of the Making Microfinance Work training series in 2003, building on another
area of ILO expertise and concern—management. The ILO has a long history of involvement
in strengthening management practices as a strategy for improving labour relations and work-
ing conditions. Its International Training Centre (ITCILO) in Turin, Italy has been develop-
ing and delivering management training curricula for more than four decades. The ITCILO
brought this experience to bear when it joined forces with the Social Finance Programme to
produce this book and its accompanying training curriculum.

The end result is a quality product that draws from management experiences both within and
outside of the microfinance industry. It incorporates the perspective of a wide range of actors,
including regulated financial institutions, governments, trade unions and non-governmental
organizations. The ILO’s unique governance structure, in which workers, employers and gov-
ernments participate equally in decision-making, puts it in a privileged position to explore
how public and private sector actors can work together to expand the outreach and impact of
microfinance. With this course, the ILO hopes to facilitate broader and more innovative use
of financial services to help create decent work for all low-income people. The course is a nat-
ural complement to other training packages created by the Social Finance Programme and
ITCILO, most notably on leasing, microinsurance and guarantee funds.

Intended Audience

Making Microfinance Work: Managing Product Diversification is designed for middle and senior
managers in microfinance institutions. It is relevant for institutions that have already diversi-
tied and are looking for ways to manage their diversification more effectively, as well as insti-
tutions that have not yet diversified and are looking for guidance on where and how to begin.
The course can also be useful to funders and technical assistance providers that are trying to
support MFI diversification.

Ideally, this course would be taken as a follow up to the first volume of the MMW series, Mak-
ing Microfinance Work: Managing for Improved Performance. The first volume lays the foundation for
the second by examining the principles of effective microfinance management and exploring
specific performance improvement strategies that will not be explained in detail here. Readers
who have not yet had access to a management training curriculum are encouraged to attend a
local delivery of the first course and to use that training manual as a supplement to the material
contained in this volume.

Overview of the Course

This book and the training course it accompanies are divided into four parts:

I. Preparing for Diversification. This introductory section helps managers understand
diversification, the opportunities and risks it poses, and how MFIs can prepare them-
selves to diversify successfully. Chapter 1 defines product diversification and the concept
of a strategic product mix. It explores the many reasons for which MFIs might want to
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develop new products and markets while raising awareness of the damage diversification
can cause. Chapter 2 then explores how to manage product development, in particular,
how to manage the risks inherent in the process. It provides some guidelines for deciding
whether to diversify and for screening diversification ideas. Since the desire to enter new
markets is often the primary reason for an MFI’s product diversification, Chapter 3
focuses on the new market development process. It explores how managers can use mar-
ket segmentation to better understand and serve new types of customers.

II. Product Options. MFIs that wish to diversify will find they have many options to
choose from. Chapters 4 through 13 discuss ten different types of products that MFIs
could introduce to expand their outreach: savings, long-term savings and micropensions,
microenterprise  loans, housing loans, emergency and consumption loans,
microinsurance, leasing, money transfers, non-financial services and grants. Each chapter
explores the characteristics and requirements of one type of product using examples
from MFIs around the world to illustrate variations in the way the product can be deliv-
ered. For example, Chapter 4 explores mandatory, fixed, voluntary and contractual sav-
ings products while Chapter 6 explores both group and individual microenterprise
lending methodologies. The main challenges and risks associated with each product type
are discussed together with examples of the strategies MFIs have used to manage them.

ITI. Market Segments. The chapters in this section explore market segments with potential
for MFI expansion. Chapters 14 and 15 begin by looking at more marginalized segments,
such as disabled persons, people living with HIV/AIDS, and the poorest of the poor.
The isolation and vulnerability of these groups makes them difficult to reach and requires
a different approach to targeting. Chapters 16 through 21 examine six larger and more
mainstream segments: youth, women, crisis-affected communities, Islamic communities,
rural areas and small and medium enterprises. Each chapter explores why that particular
segment can be challenging to serve and discusses the products and product adaptations
that can help institutions serve the segment more effectively.

IV. Diversifying Successfully. After exploring numerous combinations of products and
services that MFIs could offer to better meet the needs of specific market segments, this
fourth and final section returns to the management agenda. How can MFIs plan, orga-
nize, lead and control the product diversification process to maximize the benefits for
themselves as well as their clients? Chapter 22 looks at the important role of partnerships
in helping MFTs of various types to diversify efficiently and effectively. It surveys the con-
tinuum of partnerships that are being used today and provides guidelines for making
them more strategic. Chapter 23 focuses on the challenges of delivering a diverse product
portfolio. It raises awareness of the issues that need to be dealt with and provides specific
suggestions for adapting the institutional culture, redistributing responsibilities, empow-
ering staff, communicating with clients, reengineering systems and managing change.
Finally, Chapter 24 examines the product portfolio management function and the activi-
ties through which MFIs can not only create but also maintain a strategic product portfo-
lio over time.

Like the first volume of the MMW curriculum, this course addresses 24 topics, but unlike the
first volume, it does not address all of them in the training room. Parts I and IV make up a
core curriculum which is delivered during every offering of the course. Parts I and III, how-
ever, provide product and market options that managers can choose to explore in the class-
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room or on their own. Participants in each training event prioritize the chapters they would
most like to discuss face-to-face. Up to seven of the eighteen chapters in Parts II and III can
be addressed during a five-day course. This book provides an introduction to all eighteen
products and markets, so managers can explore options that may not be high on their current
list of priorities, or may not have been prioritized by the audience as a whole, yet may consti-
tute promising opportunities for the future.

Once an MFI decides that it wants to develop a new product or market that is discussed in this
book, it will need additional information. A survey course such as this one is limited in the
amount of detail it can provide on any one topic. To facilitate follow up research, each chapter
of this text concludes with a list of additional reading material. The lists are not meant to be
exhaustive, but rather, to point managers efficiently in the direction of supplemental
resources that are respected and, whenever possible, available on the Internet. Trainers that
have been certified by the ITCILO to deliver this course are also a valuable source of informa-
tion, particularly with respect to the local experts and secondary data that can support MFIs’
diversification efforts. Certified trainers can be contacted via the course website.
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Acronyms and Abbreviations

AAOIFI Accounting and Auditing Organization for Islamic Financial Institutions

ABA Alexandria Business Association (Egypt)
ABW Association of Business Women (Tajikistan)
ACB Akiba Commercial Bank (Tanzania)

ACF Asian Credit Fund (Kazakhstan)

ACH Automated Clearing House

ACLEDA  Association of Cambodian LLocal Economic Development Agencies

ACP Accién Communitaria del Perd
ACSI Ambhara Credit and Savings Institution (Ethiopia)
ADA Austrian Development Agency

ADEMCOL Asociacion para el Desarrollo Microempresarial Colombiano
ADEMI Asociacion para el Desarrollo de Microempresas, Inc.(IDominican Republic)
ADOPEM Asociaciéon Dominicana para el Desarrollo de la Mujer

AFI Assets for Independence

AIDMI All India Disaster Mitigation Institute
AIDS Acquired Immunodeficiency Syndrome
AMC Asset Management Company

AML/CFT Anti-Money Laundering and Combating the Financing of Terrorism
AMFIU Association of Microfinance Institutions of Uganda

AMREF African Medical Research and Education Foundation

ANED Asociacion Nacional Ecuménica de Desarrollo (Bolivia)
APA Appreciative Planning and Action

ARC American Refugee Committee

ART Anti-Retroviral Therapies

ASA Association for Social Advancement (Bangladesh)

ASA Activists for Social Alternatives (India)

ASCA Accumulating Savings and Credit Association

ASO AIDS Support Organizations

ATK Asuransi Takaful Keluarga (Indonesia)
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ATM Automatic Teller Machine

AVFS African Village Financial Services

AWOFS AIDS Widows and Orphans Family Support

BAAC The Bank for Agriculture and Agricultural Cooperatives (Thailand)
BASF Badische Anilin- & Soda-Fabrik

BASIX Bharatiya Samruddi Finance Ltd. (India)

BCP Banco del Crédito del Pert

BDS Business Development Services

BMCE Banque Marocaine du Commerce Exterieur

BRAC Bangladesh Rehabilitation Assistance Committee

BRI Bank Rakyat Indonesia

BSFL Bhartiya Samruddhi Finance Limited (India)

BSP Bangko Sentral ng Pilipinas

BWDA Bullock-Cart Workers Development Association (India)
BWTP Banking with the Poor Network

BZ Beselidhja-Zavet (Kosovo)

CBCP-ECMI Episcopal Commission for the Pastoral Care of Migrants and Itinerant
People (Philippines)

CARD Centre for Agricultural Research and Development (Philippines)
CARE Cooperative for Assistance and Relief Everywhere, Inc.
CASHE Credit and Savings Household Enterprise (India)

CCCF Comunitarias de Crédito e Poupanga (Mozambique)

CD Certificate of Deposit

CECAM Caisses d'Epargne et de Crédit Agricole Mutuel (Madagascar)
CEEWA  Council for Economic Empowerment for Women of Africa
CEO Chief Executive Officer

CEP Capital Aid Fund for the Employment of the Poor (Vietnam)
CEREM LUX Centre de Recherche en micro-finance a Luxembourg
CETZAM Christian Enterprise Trust of Zambia

CFPR Challenging the Frontiers of Poverty Reduction

CFS Community Financial Services
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CFW
CGAP
CHF
CIDA
CIDR
CLM
CLM
COO
CPRC
CRDB
CRECER
CRM
CRS
CVECA

DBACD
DECT
DEPROSC
DFCU
DFID
DPO
EACID
ECDI
EDA
EFT
EKI
ELA
EMS
E&S
ESMS
FAO

Cash-for-Work

Consultative Group to Assist the Poorest
Cooperative Housing Foundation

Canadian Agency for International Development
Centre International de Développement et de Recherche (Mali)
Child Labour Monitoring

Chemin Levi Miyo [A Path to a Better Life] (Haiti)
Chief Operations Officer

The Chronic Poverty Research Centre

Cooperative and Rural Development Bank (Tanzania)
Crédito con Educacion Rural (Bolivia)

customer relationship management

Catholic Relief Service

Caisse Villageoise d'Epargne et de Crédit Autogérée [autonomous village
banks]

Dakahlya Businessmen Association for Community Development (Egypt)
Dowa Emergency Cash Transfer

Development Project Service Center (Nepal)

Development Finance Company Uganda

Department for International Development (United Kingdom)
Disabled Persons Organization

Egyptian Association for Community Initiatives and Development
Enterprise and Career Development Institute (Pakistan)
Enterprise Development Agency

Electronic Funds Transfer

Microcredit Foundation EKI (Bosnia and Herzegovina)
Employment and Livelihood for Adolescents

Educacién Media Superior

Environmental and Social

Environmental and Social Management Systems

Food and Agricultural Organization

Xill
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FCC
FFH
FIE
FINCA
FMO
FOCCAS
FSA

FSD
FSM

FUCEC
Togo

FUNHAVI
FWBL
G2P

GDP

G.E.

GNP

GPS

GTZ

GXI

GYBI

HIV
HP
HR
HSNP
IADB
IBD
IDA
IDB
IDLO

Fundo de Crédito Comunitario (Mozambique)

Freedom from Hunger

Centro de Fomento a Iniciativas Econémicas

Foundation for International Community Assistance
Entrepreneurial development bank of the Netherlands
Foundation for Credit and Community Assistance (Uganda)
Financial Service Association

Financial Sector Deepening Trust (Kenya)

Financial Service Measure

Faitiere des Unités Coopératives d'Epargne et de Crédit du Togo

Fundacion Habitat y Vivienda (Mexico)
First Women's Bank Ltd. (Pakistan)
Government-to-person

Gross Domestic Product

Goviin Ekhlel

Gross National Product

Grameen's deposit pension scheme
Deutsche Gesellschaft fiir Technische Zusammenarbeit
G-XChange, Inc. (Philippines)

Generate Your Business Idea

High (Risk)

Human Immuno Deficiency Virus
Hewlett Packard

Human Resources

Hunger and Safety Net Program (Kenya)
Inter American Development Bank
International Business Division
Individual development account

Islamic Development Bank

International Development Law Organisation
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IDS Institute of Research Studies (UK)

IDP Internally Displaced Person

IFAD International Fund for Agricultural Development

IFC International Finance Corporation

IFPRI International Food Policy Research Institute

IFSB Islamic Financial Services Board

IGVGD Income Generation for Vulnerable Group Development
IIFC Islamic investment and financial cooperatives (Afghanistan)
IIMPS India Micro Pension Services

ILO International Labour Organization

IMAGE Intervention with Microfinance for AIDS and Gender Equity

IMF International Monetary Fund

ISTRAW  International Research and Training Institute for the Advancement of
Women

IOM International Organization for Migration

IPEC International Programme on the Elimination of Child Labour

IPO Initial Public Offering

IRC International Rescue Committee

IRCDS Integrated Rural Community Development Society

ISFD Islamic Solidarity Fund for Development

ISSIA Initiative of Small Scale Industrialists' Agency (Uganda)
IT information technology

ITC Indian Tobacco Company

IYB Improve Your Business

JCCUL Jamaican Cooperative Credit Union League

KCIS Kosovo Credit Information Service
KBS Krishna Bhima Samruddi (India)
KPOSB Kenya Post Office Savings Bank
Ksh. Kenyan Shilling

KWFT Kenya Women's Finance Trust

L Low (risk)
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LEDA Local Enterprise Development Agencies
LLC Limited Liability Company

LEAP Learning for Empowerment against Poverty
LSMS Living Standard Measurement Surveys

Ltd. Limited

LYCOM  Linking youth with knowledge and opportunities in microfinance

M Medium (risk)

M&A Mergers and Acquisitions

MABS Microenterprise Access to Banking Services (Philippines)
MACTS Mutually Aided Cooperative Thrift and Societies
MBA Mutual Benefit Association

MBB MicroBanking Bulletin

MBP Microenterprise Best Practices

MCO microcredit organization

MEDA Mennonite Economic Development Associates
MEDF Macedonian Enterprise Development Foundation
MFI Micro Finance Institution

MFSP Microfinance Support Program

MFT Microdevelopment Finance Team

MIS Management Information System

MIUSA Mobility International USA

MIX Microfinance Information eXchange
MMF Members Mutual Fund
MoU Memorandum of Understanding

M-PESA M = mobile, pesa = money (Swahili)

MSE Micro- and small Enterprise
MSCT Micro Savings and Credit Trust
MSSL Mahindra Shubhlabh

MSSS Malankara Social Service Society
N/A not applicable

NABARD National Bank for Agriculture and Rural Development (India)
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NAD
NBFI
NGO
NLCL
NMB
NRSP
NUDIPU
NWTF
ODI
OECD
OFW
OIBM
OLC
PAR
PCA
PCR
PDA
PEBLISA
PEST
PKR
PLWHA
PMC
PMPC
POS

PP

PPI

PPP

PR

PRA
PRIDE
PRODEM

Norwegian Association of Disabled

non-bank financial institution

Non-governmental Organization

Network Leasing Corporation Limited, Pakistan

National Microfinance Bank (Tanzania)

National Rural Support Programme (Pakistan)

National Union of Disabled Persons in Uganda

Negros Women For Tomorrow Foundation (Philippines)
Overseas Development Institute

Organization for Economic Co-operation and Development
Overseas Filipino Workers

Opportunity International Bank Malawi

Oportunidad Latinoamérica

Portfolio at Risk

Personal Capitalization Accounts

Poupanca e Credito Rotativo [rotating savings and credit groups
Personal Digital Assistant

Preventing and Eliminating Bonded Labour in South Asia
Political, Economic, Social and Technological

Pakistan Rupee

Persons living with HIV/AIDS

Product Management Committee

Panabo Multi-Purpose Cooperative

point-of-sale

Perum Pegadaian

Progtress out of Poverty Index

Purchasing Power Party

Public relations

Participatory Rural Appraisal

Promotion of Rural Initiatives and Development Enterprises (Guinea)

Fundacion para la Promocién y Desarrollo de la Microempresa (Bolivia)
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PWR Participatory wealth ranking
Q&As Questions and answers
R&D Research and Development

RADAR Rural AIDS and Development Action Research (South Africa)

RBAP Rural Bankers Association of the Philippines
RBP Rural Bank of Panabo (Philippines)
RCPB Réseau des Caisses Populaires du Burkina
RDS$ Dominican peso

RMC Risk Management Committee

RMP Rural Maintenance Program

ROE Return on equity

ROSCA Rotating savings and credit association
Rp. Rupees

RRA Rights, Responsibilities, and Advocacy
RTS Remote Transaction System

S.A. Anonymous Society

SACCO Savings and Credit Cooperative

SATM Smart Automatic Teller Machines

SEAD Small Economic Activities Development

SEAGA Socio-economic and Gender Analysis

SEEDS Sarvodaya Economic Enterprise Development Services (Sri Lanka)

SEEP Small Enterprise Education and Promotion

SEF Small Enterprise Foundation (South Africa)
SEWA Self-Employed Women's Association (India)
SFCL Small Farmer Cooperative, Ltd. (Nepal)

SFI Serviamus Foundation Incorporated (Philippines)
SHG Self-help group

SIFFS South Indian Federation of Fishermen Societies
SfL. Sisters for Life

SIM Subscriber identity module

SIYB Start and Improve Your Business
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SKS Swayam Kirishi Sangam (India)
SMART Specific, Measurable, Achievable, Realistic, and Time-bound

SME Small and Medium Enterprise

SMS Short message service

SPARC Society for the promotion of area resource centres

SSB Sharia supervisory board

SSI Survival Score Index

SWIFT Society for Worldwide Interbank Financial Telecommunication

SWOT Strengths, Weaknesses, Opportunities, Threats

TASO The AIDS Support Organization

Tk Taka (Currency of Bangladesh)

TLM The Leprosy Mission Trust (India).

TPB Tanzania Postal Bank
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Managing Product Diversification

Part I: Preparing for Diversification

The first three chapters of this book are designed to help MFIs plan and
organize themselves for successful product diversification. Institutions
that offer a very limited number of products can use this section to
enhance their understanding of diversification, the rewards and risks they
can expect to generate through different diversification strategies, and the
steps they might need to take to diversify in a strategic and cost-effective
manner. Institutions that already offer a range of products and services
can use this material in other ways: to analyze their products at multiple
levels and explore new opportunities for diversification, to strengthen their
management of existing and new product development processes, and to
identify strategies for using their diverse product mix to enter new markets
or new segments within markets they already serve.

In sum, this introductory section explores the concept of diversification
from a variety of perspectives and attempts to articulate the prerequisites
for success. It also encourages MFls and the entities that support them to
reflect upon their diversification efforts to date and how they might do
things differently in the future to expand their outreach through ongoing
product and market development.
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Understanding Product Diversification

“Success (in terms of both deep outreach and institutional sustainability) will come to those
organizations that best determine the perceptions, needs, and wants of the very poor and
satisfy them through the design, commmunication, pricing, and delivery of appropriate and

competitively viable offerings.” ~ Kotler and Andreasen (19906)

The microfinance industry has come a long way in the last 20 years. Even five years ago, most
MFTs were still focused on conquering the challenges of delivering one product — microcredit
— to one market — microentrepreneurs. The success of pioneering institutions that have imple-
mented a broader vision of sustainable financial services for the poor is now inspiring MFIs
around the world to question whether they too can and should do more.

This chapter lays the foundation for discussing successful product diversification by clarifying
a few important definitions and concepts. It also introduces the main opportunities and chal-
lenges that diversification can pose. It addresses the following six themes:

What is product diversification?

Why diversity?

The damage diversification can cause

Managing the challenges and opportunities

What is a strategic product mix?

S T i e

Towards successful product diversification

1.1 What Is Product Diversification?

To define product diversification, one must first define product. For microfinance institu-
tions, a product is a financial service that customers purchase because it fulfils a particular
need. Some of the most common types of products are credit, savings, insurance, and money
transfer services. Some products combine multiple financial services in one package, while
others integrate financial services with non-financial services such as education, training or
market linkages.

A product can be analyzed at three main levels, as shown in Figure 1.1 (Brand, 1998a):

1. Core product: The main benefit the product is providing or the need it is fulfilling. A sav-
ings product, for example, might provide financial return, security or liquidity.

2. Actual product: The specific features and packaging that characterize what the customer
is buying. For a passbook savings product, this would include the interest rate, minimum
balance requirements, withdrawal fees, account opening form and passbook design.

3. Augmented product: The way customers receive what they are buying. This includes how
the product is delivered and serviced, for example, the hours of operation during which
customers can access their savings, the amount of time it takes to open an account, the way
customers are treated before and after they open their account, and so on.



Preparing for Diversification

>3
he

Taking into account all three levels, the number of financial products that could be introduced
into a competitive marketplace appears unlimited. Even if two MFIs were to offer two savings
products that served the same basic need and had very similar features, differences in the way
the two products are packaged or delivered could clearly distinguish them among customers.

Figure 1.1 The Total Product

Customer
Processing Service Core Product
Time

Packaging Actual Product

Need Augmented Product

Features Benefit

Brand
Promotion Name

After - Care

Branch
Appearance

Source: Adapted from Brand, 2001.

Product diversification refers to the development, marketing and delivery of one or more
financial (and perhaps non-financial) services that expand an institution’s existing product
offering. Institutions can diversify in a number of ways:

® by introducing a completely new product that has never before been seen in the market
(for example, FINCA Uganda and Microcare launching a health microinsurance product
in 1999);

® by introducing a product line that is new to the institution, but not to the market (for
example, TSKI, a credit-only MFI in the Philippines, introducing a voluntary savings
product in 2007);

® by adding a new product to an existing product line (for example, E1 Comercio introduc-
ing a housingloan in Paraguay to complement its existing microenterprise loan product);

® by launching a “new and improved” version of an existing product (for example, Grameen
Bank introducing a more flexible “Basic Loan” to eventually replace its “General Loan”).

When an MFI introduces a new product, that product can differ from existing products at any
of the three levels described above:

® The new product can meet an entirely new need or deliver a unique type of benefit. For
instance, a new money transfer product could enable customers to make payments in a
way that existing credit, savings and insurance products cannot. In this case, diversifica-
tion takes place at the core product level.
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® The new product can deliver the same core benefit as an existing product, but do so
through a different package of features. For example, voluntary savings and emergency
loan products can both provide access to cash if a client faces an unexpected expense, but
they provide that access through distinct sets of activities and prerequisites, with different
costs and timing for the client. A card-based savings product could be introduced with
similar terms and conditions as an existing passbook savings account, but be delivered
through a different process and with distinct physical evidence. In such cases, diversifica-
tion takes place at the actual product level.

® The new product can deliver the same core benefit and features as an existing product, but
be serviced or communicated differently. For instance, an MFI might try to sell its existing
working capital loan product to men using a different sales strategy than it uses to sell the
product to women. Even if it has one internal name for the product, it could market the
product through different channels, use distinct language and images, and highlight differ-
ent benefits, thus creating the impression that it is selling a ““working capital loan for men”
and a “working capital loan for women”. In this case, diversification takes place at the aug-
mented product level.

An MFI’s degree of diversification will depend not only on the number of products it offers
or is perceived to offer, but also on the range of needs that its products can satisfy. Bai
Tushum Financial Foundation in Kyrgyzstan, for example, has a large portfolio of loan prod-
ucts for livestock, crop production, trade, fixed assets, consumption, mortgages, coopera-
tives, small and medium enterprises, and groups of self-employed women. Bank Rakyat
Indonesia (BRI)’s microfinance units offer only two loan products (salary loans and a versatile
enterprise loan), but also offer three savings products and a money transfer service. It can be
argued that Bai Tushum is a more diversified institution because of the number of products it
offers, but it can also be argued that BRI’s microfinance units are more diversified because
they offer products that meet a wider array of needs.

The important question to consider is not which institution is more diversified, but rather,
which diversification strategy is the right one for a particular institution at a particular point in
time. As explained below, expansion of an MFI’s product portfolio will not automatically cre-
ate value for an institution or its clients. It is not a goal in and of itself. Product diversification
can, however, play a critical role in helping an MFI achieve its objectives.

1.2 Why Diversify?

There are numerous good reasons for an MFI to diversify its product offering: to meet cur-
rent customers’ needs better, to increase customer loyalty, to attract new customers, to
achieve a social mission, to diversify sources of income and funding, to reduce institutional
risks, to increase profitability, and to be competitive. Each of these is discussed briefly in this
section.

1. To meet current customers’ needs better

As summarized in Table 1.1, low-income clients have a need for many types of financial ser-
vices. They may not require all of these services at once and their needs will certainly change
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over time, but no microfinance institution will be able to meet all of its clients’ needs through
a single product. Through diversification, an MFI can offer clients more options and products
that are better suited to meet particular needs. This increases product effectiveness as well as
the flexibility of clients’ financial management and results in greater customer satisfaction.

Table 1.1 Categories and Purposes of Financial Services for
Low-income Clients

Category

1) Payments Management

Purpose

Receive wages or remittances,
pay bills or send money

Financial Services

Bank accounts
Money transfers
Foreign exchange

2) Cash Flow Management

Smooth income and
consumption

Liquid savings
Consumption loans

3) Investment Management

Maintain and grow purchasing
power of savings and other
assets

Term deposits
Housing and asset loans
Leasing

Retirement savings (or
micropensions)

4) Business Services

Assist business with its financial
needs

Start up, working capital and
expansion loans

Payroll services

Property and liability
insurance

Venture capital investment

5) Risk Management

Reduce vulnerability to
economic stresses, keep money
safe

Targeted savings
Emergency loans

Life, health and property
insurance

® Safe deposit box

Source: Adapted from Churchill and Frankiewicz, 2006.

2. To increase customer loyalty

One of the best ways for an MFI to encourage existing customers to remain with the institu-
tion is to offer them a portfolio of products that remains relevant even as their needs change.
Product diversification can be an important part of any institution’s effort to develop a life-
long relationship with clients. Children’s savings accounts or apprenticeship loans could draw
young people into a relationship with an MFI while microenterprise and housing loans, life
insurance, or a retirement savings product could keep them in the relationship as they age.
The more an MFI succeeds in satisfying a customer over time, the greater the chances of that
client becoming not only a loyal customer, but also an advocate for the institution — someone
who recommends the institution to friends, family, neighbours and colleagues.
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Of course, the reverse is also true. Institutions that do not diversify to meet their customers’
changing needs give customers no choice but to look elsewhere to have their needs met. The
competitive microfinance market in Bolivia provides a case in point. BancoSol, which exclu-
sively offered solidarity group loans for many years, was slow to develop an individual loan
product for customers who were outgrowing their groups. When Caja Los Andes (now Banco
Los Andes ProCredit) entered the market providing only individual loans, it easily attracted
many of BancoSol’s best customers because it offered what they wanted.

3. To attract new customers

Just as existing customers are enticed to remain with an institution that has a diverse product
offering, new customers may be attracted by an MFI’s ability to meet multiple financial needs.
MTFTs can also introduce new products that help it reach out to new market segments, such as
savers, rural communities or migrant workers. In Bosnia and Herzegovina, EKI expanded its
target market from small and medium-sized enterprises to include a poorer and more rural cli-
entele because it believed this market segment had significant potential for growth. It devel-
oped a loan product to meet the needs of this new segment and within two years that product
came to represent 73 per cent of EKI’s loan portfolio. In the same time period, EKI’s total
number of clients increased from 9,000 to nearly 19,000 (Szubert and Petric, 2005).

4. To achieve a social mission

By developing additional products, institutions can be more effective at supporting the overall
socioeconomic development of their clients. The Self-Employed Women’s Association
(SEWA) in India, for example, provides a range of services to its clients and has tracked the
benefits associated with different interventions (see Table 1.2). It has found that it is able to
have a greater overall impact because of the way its multiple services reinforce each other
(Chen, 2005). As discussed in Module 15, a growing number of MFIs are diversifying their
product portfolio, often adding non-financial services to the financial services mix, to reach
poorer market segments effectively.

Table 1.2 Impact at SEWA by Type of Intervention

Loans and Savings:

® Use of financial services is associated with increases in household income, both total and per capita.

® Use of financial services is associated with significant housing improvements and durable goods
purchases.

® Borrowing and saving increases secondary school enrolment, especially of boys.
® Repeated borrowing from SEWA Bank is associated with increased expenditure on food.
® Use of loans is associated with improved ability to cope with economic shocks.

Childcare:

® Use of day care centres is associated with increases in child health and several child development
indicators, notably education.

® Use of day care centres is associated with notable increases in the working hours and earnings of
mothers, as well as reduction in their stress or anxiety about child care.




Preparing for Diversification

Infrastructure Services:

® Provision of urban infrastructure — water, sanitation, electricity — is associated with improvements in
health and increases in hours of work, productivity, and incomes.

® Provision of rural infrastructure — notably, water resources — is associated with increases in hours of
work and in income, if the released time is invested in economic activities.

Health Insurance:

® A far higher percentage of SEWA members — as many as ten times — compared to the general
population have health insurance.

® Health insurance reimbursements halved the percentage of catastrophic hospitalisations (defined as
costing more than 10 per cent of annual household income) and hospitalisations resulting in
impoverishment.

Source: Chen, 2005.

5. To diversify sources of income and funding

Commission and fee-based products, such as insurance, remittances, money transfers and bill
payment services, allow MFIs to generate revenue through means other than the loan portfo-
lio. Instead of risking capital upfront to earn interest income later, MFIs can generate income
upfront, either before or at the time a service is provided. The different cash flows provided
by these products can aid an institution’s liquidity management. They can also add to an MFI’s
bottom line. In 2007, six per cent of the revenue generated by MFIs reporting to the
Microfinance Information eXchange (MIX) came from fee-based financial services; another
four per cent came from other assets, mainly interest on investments. This may seem insignifi-
cant, yet these revenues represented at least half of all net operating income (after removing
expenses) for 49 per cent of the 549 sustainable MFIs in the sample (Gonzalez, 2008).

If the products being introduced are savings products, then diversification can also broaden
an MFT’s sources of funding. This is particularly important if the savings products are
long-term because they can generate resources that can then be used to finance longer-term
lending products such as housing loans and leasing products, which are often in demand by
customers but are difficult to finance.

6. To reduce institutional risks

Product diversification can help MFIs to reduce risk in several ways. By giving clients more
tools with which to manage their financial stresses, institutions can mitigate their own credit,
reputation, competition and social mission risks. As mentioned in point five, if different prod-
ucts generate income in different patterns, then diversification can help an institution ensure
that it has sufficient cash on hand when needed. If an MF1 is trying to provide long-term loans
financed by short-term liabilities, the introduction of longer-term savings products could
reduce its asset-liability risk. It can also reduce dependence on a single revenue stream. If the
economy turns sour and enterprise loans are less in demand, an MFI could still generate
income through other types of loans or fee-based services. In addition, by managing a portfo-
lio of products that cater to different economic subsectors, MFIs like Confianza in Peru (see
Box 1.1) can avoid the risks that come from concentrating too narrowly on one segment of
the population.
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Box 1.1 Loan Diversification at Confianza

Confianza is a small regulated microfinance institution in central Peru that provides agri-
cultural loans alongside a range of rural, urban, small business, housing, and consumer
loans to low-income clients. From its beginnings as an Inter-American Development
Bank-funded NGO program in 1993 until becoming a regulated microfinance provider in
1999, Confianza's loan portfolio was almost exclusively devoted to solidarity group loans
for agricultural purposes. When a combination of factors, including plunging commaodity
prices, led to an arrears rate of over 50 per cent in 1999, Confianza was forced to make
a set of swift, substantial changes in order to survive.

The MFI altered its lending methodology, instituted stricter lending requirements and
monitoring, and added urban and individual loans to diversify its portfolio. Its non-agricul-
tural portfolio flourished, yet Confianza also maintained a focus on agricultural lending
(about a quarter of its total portfolio), with lending to agriculture almost quadrupling in vol-
ume over the next few years. By year-end 2002, Confianza had become financially sustain-
able, lending more than US$4 million annually, with a respectable arrears rate (portfolio at
risk > 30 days) of less than 4 per cent and a 19 per cent adjusted return on equity.

Source: Pearce and Reinsch, 2005a.

7. To increase profitability

Expanding one’s customer base and sources of income, increasing customer loyalty, generat-
ing more business volume per client by cross selling multiple services to each customer, and
lowering costs through better risk management can all contribute to greater institutional prof-
itability. The Grameen Bank in Bangladesh, for example, increased net profits six-fold in one
year — from 60 to 358 million taka (US$6 million) — as a result of re-inventing its product port-
folio. Researchers concluded that the improvement in performance was “related to the
greater attractiveness of Grameen II’s wider range of more user-friendly loan products, and to
its decision to attract deposits in much greater volume, which has allowed it to expand its loan
porttfolio and serve many new borrowers” (Hossain, 2005).

8. To improve competitiveness

The first MFI to introduce a new product or service will differentiate itself from all other
competitors. It is likely to be perceived as more innovative and more responsive, and this can
result in a stronger brand and increased market share. MFIs that are not among the first to
bring a product to the market can remain competitive only if they introduce a product of their
own that offers at least as much value as that of the competition. XacBank in Mongolia pro-
vides a good example of how MFIs use product diversification as a competitive strategy (refer
to the case study at the end of Chapter 2).

Copying a market leader’s product can help an MFI retain customers, but it will not distin-
guish the MFI in the marketplace or enable it to gain market share. If an MFI is not the market
leader, it will have to modify the market leader’s design and improve upon it in some way to
attract clients who did not find previous versions of the product useful or find the MFI’s
adaptation more attractive than what others are offering. In mature or highly competitive
markets, even very small changes in a product’s design or marketing can enable an MFI to dif-
ferentiate its product and increase market share.

10
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1.3 The Damage Diversification Can Cause

Although the potential benefits are many, product diversification will not necessarily generate
returns for an institution. The introduction of a new product creates many opportunities for
things to go wrong, as demonstrated by Equity Bank’s experience with its consumer loan
product in Kenya (see Box 1.2). Diversification could result in financial losses, reduced
demand for existing products, weaker service quality, mission drift and/or damage to the
institution’s reputation.

Box 1.2 The Risk of Following the Competition

In the words of CEO James Mwangi, “We thought it would be a quick win.” Equity Bank
had a great deal of liquidity thanks to its successful savings mobilization and was looking
for a way to use those funds profitably. Other banks already offered a salary-based loan
product and Equity was under pressure to do the same. Since it offered a Salary Advance
product and thought it understood the salaried market fairly well, it decided not to follow
the more time consuming product development process that it had used with other prod-
ucts.

Equity Bank introduced a product called “Equiloan” that was very similar to other sal-
ary-based loan products on the market. From the outset, there was enormous demand for
the product. It was easy to administer at low volume, so the bank scaled up quickly,
reaching a portfolio of US$3.75 million within 9 months. Although Equity Bank
expected the strong response, it was not fully ready for it. It underestimated the amount
of staff time that would be required to complete employer assessments and to manage
the employer relationships on a daily basis. Soon, one Equity employee was managing a
portfolio of 5,000 clients.

It took more than three months for Equity to get into the central payment system and it
had not built a grace period into the product’s design, so several months of arrears
quickly piled up as customers’ loan payments came due and their salaries had not yet
been credited to the bank. Once an employer’s salary payments had been processed,
there was no easy way for Equity’s management information system (MIS) to identify cli-
ents associated with that employer.

The delays in getting salaries credited, together with instances of internal and external
fraud involving fake and fraudulent pay slips, masked other product weaknesses which
contributed to rising portfolio at risk (PAR) levels. By July 2004, six months after Equiloan
had been introduced, PAR > 30 days was 7 per cent, a level Equity deemed dangerous for
a new product. Three months later, it had risen to 18 per cent.

Equity Bank had a major challenge on its hands. As Mwangi noted, “Tackling the prob-
lem when it is small is one thing; solving it when you already have a portfolio of 60,000
clients is another.” Equity remapped all of the product’s processes and completely
reengineered how the product is delivered, paying careful attention to the risks that had
been identified. It purchased and installed a new MIS and launched a major collections
effort. By November 2005, it could report that 90 per cent of the delinquent portfolio
was performing, although provisioning and monitoring costs associated with the product
continued to be significant.

Source: Adapted from Frankiewicz, 2006.
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Financial Losses

If an MFT’s new product fails, the institution will lose time, energy, and money. A product can
fail for several reasons:

® Few people buy it. Perhaps they do not like the product, or they like what the competi-
tion is offering better. Maybe they do not have a need for it, or they do not understand it
well enough to be willing to purchase it. Whatever the reason, if too few people buy it, the
MFT will not generate enough income to cover the costs of developing and delivering the
product.

® The product concept is well-received, but the institution has difficulty delivering
it. Inadequate information systems, physical infrastructure, communication channels or
risk management could result in a product not being delivered effectively, as illustrated by
the Equity Bank case above. Pootly recruited, inadequately trained or unmotivated staff
could also contribute to product failure, as described in Box 1.3.

Box 1.3 Product Diversification Leads to Institutional Collapse

In the late 1990s, Federal Savings, a cooperative based in Bangladesh, tried to dupli-
cate the innovative products of SafeSave, which was successfully operating in Dhaka
slums. However, although Federal Savings could copy the features of the product it
could not duplicate the organizational culture, or the careful management and precise
reporting systems that underpinned SafeSave. With popular products, Federal Savings
expanded rapidly, became dangerously undercapitalized and eventually collapsed.

Source: Cracknell, 2006.

® The product is used in an unanticipated manner. This can subject the institution to
risks that the product design does not control, as was the case with one South African
bank’s tractor loan. The product was very popular, but ultimately failed because the loan
recipients were laid-off workers who did not understand the agricultural market. Loans
were used to finance second-hand tractors, which proved difficult for customers to main-
tain. When tractors broke down they were gradually dismantled for parts, and without an
income, borrowers could not repay their loans (Cracknell, 2000).

® The product is priced inappropriately. In this case, the product is well-received by the
market and the institution delivers it effectively, but the price of the product is initially set
too low to cover its costs. Yeshasvini Trust in India had to double the premium on its
health insurance product during its third year of operation in an attempt to achieve finan-
cial self sufficiency. It lost one third of its clients (750,000 members) as a result
(Radermacher et al., 2005).

Reduced Demand for Existing Products

If customers choose to buy the new product instead of a product that is already on offer, the
new product will simply replace or “eat” the old one, rather than creating a new revenue
stream (the phenomenon is referred to as “cannibalization”). This is what happened to the

12
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Association for Social Advancement (ASA) in Bangladesh when it introduced the Associate
Member’s Savings Account. The product was an open access, voluntary savings account that
could be used by members of the community who did not want to borrow. It was a relatively
high-cost product that began to cannibalize the existing General Member’s Savings Account
because it was marketed only to existing borrowers’ relatives who were already saving indi-
rectly through the borrowers” General Member’s Savings Account (Wright et al., 2001a).

Cannibalization often occurs when a new product is added to an existing product line. If a
group-lending MFI launches an individual loan product, some of the clients that used to take a
group loan because it was the only option available will actually prefer and be able to qualify
for an individual loan. Microenterprise lenders that introduce housing or consumption loans
can face a similar situation. New products can be designed to encourage clients’ transition
from an old product to a new product that meets their needs more appropriately and to cover
the cost of that transition. However, existing products may begin to operate at a loss if the
MFT does not foresee a certain degree of cannibalization and redistribute its resources
accordingly.

Weakened Service Quality

A new product can cause damage by making it more difficult for staff to deliver an MFI’s
pre-existing product menu. Resources may be diverted from existing products to fuel new
product development and the old volume of business may have to be handled in less time, by
fewer people, or with more limited support from back or head office staff. The quality of ser-
vice provided to existing customers could suffer as a result.

The introduction of a new product could also complicate the product menu, making it more
difficult for staff to clearly explain what the institution has to offer and making it harder for
clients to decide which product best meets their needs. Each time a new product is added to
the mix, the volume of information that must be remembered and organized increases, and
this increases the potential for confusion and errors.

Mission Drift

A fourth way that a new product can cause damage is by moving an institution away from its
stated purpose or target market. This can happen if an MFI designs a new product to improve
its financial sustainability and ends up serving better-off or less-risky clients than it is man-
dated to serve. Even if an institution designs a product with its target market in mind, the
product can become popular with other types of customers. For example, when some
group-lending MFIs introduced individual lending to facilitate the expansion of existing (pri-
marily female) clients’ businesses, they found that the product attracted large numbers of new
(primarily male) clients as well. The popularity of the product among men quickly shifted the
client gender balance in institutions that existed, first and foremost, to empower women.

Mission drift can also occur if an MFI develops a new product in response to government
pressure or an opportunity to access additional funds. The new product may benefit the MFI,
but it may simultaneously divert resources from the institution’s current strategic plan. This
can result in less outreach to the MFI’s target market or inadequate investment in the people
and infrastructure needed to effectively implement the MFI’s core activities.

13
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MFTs that make a deliberate decision to change their mission and develop a new product as
part of their strategy for achieving that new mission do not suffer from mission drift. In such
cases, product development follows a change in mission; it is not product development that
leads the institution away from its mission. Nevertheless, an MFI that changes its mission may
still be criticized by the public for shifting its focus away from one market or purpose in
favour of another, particularly if the reasons for the change are not well-communicated.

Reputation Damage

Obviously, if a product fails, that failure could have a negative impact on the image of an insti-
tution. However, even a successful product can negatively affect an MFI’s reputation. This
can occur, for example, if staff become over-worked or highly stressed as a result of the new
product’s introduction and start to deliver poor customer service. Long lines or waiting peri-
ods caused by strong product demand can also frustrate customers and lead them to question
the institution’s ability to deliver on its promises. If an MFI begins making larger loans to
small and medium enterprises, it could be criticised for abandoning the poor. Table 1.3 sum-
marizes the main opportunities and challenges presented by product diversification.

Table 1.3 Diversification Opportunities and Challenges

Opportunities Challenges

® Meeting current customers’ needs better ® Avoiding product failure
® |ncreasing customer loyalty ® Coping with lower demand for existing products
® Attracting new customers ® Reallocating resources in a way that does not

* Fulfilling a social mission harm the service quality
e Diversifying income sources ?noer:Tumcatlng a more complicated product

® Reducing institutional risks O Bt sl i
° | i fitabilit . T
nereasing profitabiiity ® Safeguarding the institution’s brand

® |mproving competitiveness

Source: Authors.

1.4 Managing the Challenges and Opportunities

Itis impossible to reap the benefits of product diversification without becoming vulnerable to
its risks. Therefore, MFIs that wish to diversify must find ways of managing those risks to
limit the damage that might be caused during the process of product diversification.

In general, diversification risks can be managed in the same way that all other risks are man-
aged. The risks must first be identified, measured and prioritized. Controls must then be
designed and implemented to reduce the institution’s exposure to those risks as cost-effec-
tively as possible. Afterwards, the controls must be monitored and adapted as necessary to
ensure their effectiveness over time. Chapter 2 explores the risks associated with product
diversification as well as some of the strategies for controlling risk during the product
development process.
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Successtul diversification requires more, however, than the effective management of risk dur-
ing the development of individual products. It also requires effective management of the
product portfolio as a whole to maximize the benefits that an MFI can generate with a particu-
lar set of human and financial resources. This includes:

® Making sure that the products in an MFI’s portfolio work together to fulfill the institu-
tion’s strategic objectives.

® Coordinating product development activities so that actions taken to strengthen perfor-
mance in one area do not inadvertently harm performance in another area.

® Coordinating product delivery in a way that leverages institutional strengths, captures
economies of scale, protects loyal customers and maximizes efficiency.

® Allocating resources so that priority products get sufficient support while pootly perform-
ing products are either fixed or replaced.

® Gathering, organizing and channeling information about the performance of each prod-
uct to decision makers on a regular basis to facilitate timely and appropriate actions in the
face of changing customer needs and market conditions.

These activities constitute the Product Portfolio Management function, which will be dis-
cussed in detail in Chapter 24. Because of its importance, this function should be assigned to a
specific group of people, ideally a product management committee, who can then be held
accountable for ensuring that a strategic product mix is created and maintained over time.

1.5 What Is a Strategic Product Mix?

Ultimately, a strategic product mix is one that enables an MFI to achieve its mission. How-
ever, given limited resources and a constantly changing, competitive environment, what
makes a product mix strategic is its ability to help an institution achieve short-term objectives
in pursuit of a longer-term mission.

As an MFI develops, it has nine main options for growth, as summarized in Table 1.4. It can
focus on selling more of its existing products to markets it already serves. It can take its exist-
ing products to new geographic areas or to different types of customers than those it has
served in the past. It can modify its products for sale to existing or new markets, and it can
develop new products for sale to existing or new customers (Kotler, 1999). Of course, it can
also combine strategies and pursue different options for different products or product lines.

No one strategy is best. However, as Chapters 2 and 3 will explore, the risks and costs associ-
ated with new product and market development make the strategies in the upper left-hand
corner of the table safer and cheaper. Thus, if MFIs can make progress towards their mission
and objectives by working with their existing product(s) and market(s), it is usually wise to do
sO.

When the products and markets that already exist cannot meet client and/or institutional
needs, then other growth options become more attractive. Institutions can scan the available
options, assess their competitive strengths and weaknesses and choose to develop a product
or market that will best enable them to meet their outreach objectives.
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Table 1.4 Strategy Options

Existing

PRODUCT

Modified

Existing

1. Sell more of the
MFI’s existing
product(s) to the
same types of clients
and geographic areas
it is already serving

2. Modify the MFI’s
product(s) and sell
more to markets that
the MFI is already
serving

3. Design new
product(s) that will
appeal to markets
that the MFI is
already serving

Geographically

4. Enter new

5. Modify existing

6. Design new

products to new types
of customers

products to new types
of customers

E Modified geographic areas and | product(s) for sale in product(s) for sale in
n<: sell existing products | new geographical a new geographic
= to the same types of markets but to the area but to the same
customers served same types of types of customers
elsewhere customers served served elsewhere
elsewhere
New 7. Sell existing 8. Sell modified 9. Design new

products to sell to
new types of

customers

Source: Adapted from Kotler, 1999.

Since resources are limited, however, and a proliferation of products has the potential to con-
fuse staff and clients more than it helps, MFIs should find a way to focus their diversification.
Some of the different approaches taken by financial service providers are described below.

® Market segment approach. MFIs that take this approach decide to focus on a particular
market segment and develop a combination of products to meet the needs of that cus-
tomer group. For example, ProMujer in Latin America is well-known for its deliberate
focus on women while BancoEstado in Chile segmented its market into six groups (indi-
viduals, businesses, small enterprises, microenterprises, public institutions and Chileans
outside the country) and offers a different portfolio of products to each. The concept and
process of market segmentation will be discussed in more detail in Chapter 3.

® C(lient lifecycle approach. With this approach, MFIs aim to develop a set of products
that can meet clients’ needs during each stage of their lives. An institution that conceptual-
izes its mix in this way might include children’s savings accounts, education loans,
microenterprise loans, housing loans, and a long-term savings or insurance product in its
portfolio. Some of the products that are designed for use early in a client’s life could be
“loss leaders”, in other words, they might not make a profit, but they would attract new
business, build brand awareness or create affinity with the institution, which would gener-
ate revenue indirectly and over time. Hattan National Bank in Sri Lanka is serving youth
sustainably through a lifecycle approach.

® Business lifecycle approach. This approach is similar to the client lifecycle approach,
but it focuses on meeting the needs of clients’ businesses as they grow in volume and
assets and become more formalized over time. The Small and Micro Enterprise Project of
the Alexandria Business Association (ABA) in Egypt seeks to “develop and promote
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existing small and microenterprises, raise the incomes of SMEs, help the transformation
of SMEs from informal to formal, and contribute to solving the problems of
unemployement (ABA, 2010).” It offers seed capital, group and individual loans, as well as
fee-based training, marketing and technical assistance services. Clients can access larger
loans with better terms as their businesses grow, become licensed, begin paying taxes, and
improve record-keeping.

® Developmental approach. MFIs that take this approach typically have a strong social
mission and aim to support the economic and social development of their clients over
time. They offer a set of products that helps people move up the socioeconomic ladder
and transition out of poverty, providing safety nets along the way to prevent them from
moving too far backwards in the event of a setback or crisis. The experiences of BRAC

and the Grameen Bank in Bangladesh provide excellent examples of this approach (see
Chapter 15).

® Core competence approach. Less common in microfinance, this is a popular approach
in other industries and is being adopted by banks and private companies entering
microfinance. To take this approach, an MFI identifies its core competence or strength
relative to the competition, and chooses to deliver products and services that leverage that
competence. In Mexico, for example, the third largest cement manufacturer in the world
is providing financial services, but only to support the construction and improvement of
housing, since this builds on its core competence. Wizzit Payments Ltd. in South Africa
identified technology as its core competence. Through partnerships with Vodacom,
MasterCard, the Absa Group and South African Post Office it uses cellular phones,
Internet, automatic teller machines (ATMs) and point-of-sale (POS) devices to deliver
transactional financial services, namely person-to-person payments, transfers, pre-paid
purchases and retail purchases.

® Entry and expansion (phased) approach. With this approach, an MFI identifies a lim-
ited set of products that it delivers when it first enters a market and other products that it
introduces later. Entry-level products are generally those that are easy to manage and can
generate volume and income relatively quickly. This keeps operations simple during the
period of time when people are still being trained and systems are being put in place.
Although institutions are often criticized for entering new markets with a credit product
rather than a savings product, this is a popular choice because it generates income quickly.
However, for banks that already have a license to capture deposits and for mem-
ber-owned institutions, a simple voluntary savings product is usually the best way to go. It
enables the institution to get to know the market, establish a relationship with clients, and
build up a local capital base before assuming the risk of a lending portfolio.

® Core vs. optional approach. An MFI might decide to have a core set of products that it
offers in all locations and other products that will vary from one geographic area or mar-
ket segment to another.

These approaches are not mutually exclusive. An MFI could decide to serve women (a market
segment) and then develop a portfolio of products that cater to the needs that women have at
different stages of their lifecycle. It could offer that portfolio of products using a phased
approach, offering access to passbook savings and group loans to new clients or in new
branches, and other products later.
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Clearly, there are many ways to build a product mix and many product combinations that
could be strategic. MFIs need to choose among the various options keeping in mind their mis-
sion, available resources, institutional type, outreach objectives and, of course, the external
environment. Since customers form their perceptions of value relative to other available
options, product portfolio strategy will always have to be defined in the context of what the
competition has to offer. Chapters 2, 3 and 24 provide additional guidance and tools for mak-
ing the decision about whether to pursue product diversification and which product or
market to prioritize for development.

1.6 Towards Successful Product Diversification

Product diversification is successful when it generates more benefits than costs, both for the
diversifying institution and for its clients. The challenge, of course, is that the benefits sought
by clients and institutions usually differ. Clients would like to have all their financial service
needs met at a high level of quality and a low price, while institutions need to charge prices that
are high enough to cover the cost of the services provided and they do not have sufficient
resources to meet everyone’s needs everywhere. Choices have to be made about which ser-
vices to provide to which markets and at what price.

Success lies in finding an area of overlap between what clients want and what an institution is
able and willing to provide (see Figure 1.2). The more that an institution can focus itself and
the spending of its resources on meeting the priority needs of the customers it wants to serve,
the larger it can make that overlap. It can create more value if it can provide more of the “right
kind” of benefits per unit of cost. The rest of this book explores strategies for doing this by
identifying the priority needs of various market segments and developing product combina-
tions that meet those needs.

Figure 1.2 Successful Product Diversification

Product mix an Customer
MFI is able and needs and
willing to provide wants

~
Overlap is the area
of value for both

customers and MFI
J

Source: Adapted from Churchill et al., 2002.

18



Preparing for Diversification

Main Messages
1. Product diversification should not be pursued as a goal in itself, but rather as a
means to achieve an institution’s mission and outreach objectives.

2. Although the potential benefits are many, product diversification will not necessar-
ily generate returns for an institution.

3. Manage product development risks to limit the damage that can be caused by diver-
sification.

4. Successful product diversification generates value for both an MFI and its clients.
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Managing Product Development

“Many companies have found that their success in product development comes more from
a stream of small wins than from a one-time flood. These successes require a consistent
flow of new product ideas that can be evaluated for potential commercialization, ideas
that should be part of an overall product strategy. .. The more ideas that are evaluated in
the process, the greater the likelthood of strong (rather than ‘good enough’) products being
the result.” ~ Gorchels (2003)

Six of the nine growth strategies discussed in Chapter 1 are fueled by product development.
Three strategies involve new product development while three others involve adaptations
that improve the existing product offering. All six strategies depend on a flow of ideas for
product innovation and an MFD’s ability to identify and act on the ideas with the most poten-
tial for generating value.

This chapter focuses on the process through which MFIs can effectively manage their prod-
uct development activities, both those that result in the creation of new products and those
that improve the performance of existing products. How can institutions generate a consis-
tent flow of product development ideas? How can they screen those ideas effectively to iden-
tify the ones with the greatest potential? And how can they manage the risks inherent in the
process of product development so as to limit the damage that could be caused as a result of
diversification?

This chapter will address these questions through a six-part discussion:

The product development process

The integration of product development
To diversify or not to diversify?
Prioritizing diversification ideas

Using the product development process to manage risk

SN T i e

Product development vs. product management

2.1 The Product Development Process

A considerable amount of literature has already been written to guide MFIs through the prod-
uct development process. Figure 2.1 illustrates the most commonly referenced approach,
which is briefly described below.

® Stage 1: Evaluation and preparation. Product development ideas are identified and the
institution assesses not only which ideas would best help it meet its objectives, but also
which ideas it is most capable of pursing.

® Stage 2: Market research. Customer needs and preferences, market potential, competi-
tors, and the operating environment are all analysed to inform product design.
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® Stage 3: Prototype design. Market research makes it possible to define an initial concept
of the new or improved product. Operational procedures are mapped, risks are identified
and controlled, and cost analysis and revenue projections enable the MFI to estimate a
break-even point. Eventually, the product concept is refined into a prototype that is ready
for testing in the market.

® Stage 4: Pilot test. The prototype, or final design, is introduced to the market at a limited
scale. The product is usually offered at only one or two locations for a certain period of
time and the results are closely monitored to assess both customer demand and institu-
tional readiness.

® Stage 5: Launch. If the pilot test concludes that the product should be rolled out, modifi-
cations are made to the design as recommended by the pilot test and the institution pre-
pares to integrate the new or improved product into its ongoing operations. Staff
members are trained, funds are allocated, a marketing strategy is developed, and necessary
infrastructure is put into place.

Figure 2.1 Product Development Process

Evaluation and
Preparation

Customer Needs
Institutional Strengths
Competitive Positioning

Source: Wright et al., 2001b.

Throughout this five-stage process, an MFI should gather information from its clients, staff,
systems and environment to ensure that the product under development will be valuable to
both the institution and its target market. The double-sided arrows in Figure 2.1 are meant to
convey this regular interaction, while the circular flow of the five large arrows illustrates the
cyclical nature of the product development process. Since client and institutional needs are
constantly changing, successful MFIs must regularly re-evaluate, re-research, redesign, retest,
re-launch and/or remove products in their portfolio to respond effectively to those changes.
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2.2 The Integration of Product Development

Product development is often treated as a distinct process that MFIs embark upon only when
they want to introduce a new product. This is unfortunate because it limits MFIs’ ability to iden-
tify opportunities for improving performance. Product development can be more productively
thought of as an ongoing process of continuous improvement that enables an MFI to make
steady progress towards the achievement of its mission, even in a competitive environment.

Successful MFIs — those oriented to the needs of their customers — have integrated much of
the iterative product development process into ongoing managerial responsibilities. Informa-
tion gathered during daily activities signals the need for product development, either to seize
an opportunity or to correct a problem, and that information is regulatly channelled to deci-
sion makers, who then determine whether the existing product mix should be adapted and, if
so, how. This integration of product development into ongoing operational activities is what
facilitates the consistent flow of ideas that fuels effective product portfolio management.

As shown in Table 2.1, information gathered by managers in all functional areas of an MFI’s
business can signal opportunities for product development as well as competitive threats or
capacity issues that might demand product development as a response. When monitoring cus-
tomer satisfaction, for example, staff may gather suggestions that identify an untapped market
or an opportunity to increase outreach in existing markets. They may also gather complaints
or exit interview data that help the MFI understand why it is losing market share. This infor-
mation could be used to improve an existing product, or to inspire product diversification, as
was the case at Microfund for Women in Jordan (see Box 2.1).

Box 2.1 Ongoing Monitoring Generates a New Product Opportunity in
Jordan

Faced with the launching of three new MFls in its geographic area of operation and the
need to maintain retention rates and market share, Microfund for Women (MFW) decided
to launch a parallel seasonal loan product for its active borrowers. The loan was for pro-
ductive purposes and was linked to clients’ need to increase their inventory to meet
higher seasonal demand. The new product was designed and rolled out within 30 days of
the initial conception of the idea. It was extremely successful both from the clients’ per-
spective (in terms of higher profit margins and the ability to repay loans) and from the
MFI's perspective (in terms of on-time repayment, higher yield on portfolio and
increased customer satisfaction). The experience was so successful that it was repli-
cated by regional partners and copied by competitors; clients continue to look forward to
it as an annual highlight of their relationship with MFW.

In hindsight, MFW’s ability to turn a competitive threat into a product development
opportunity can be attributed to its ongoing monitoring activities at various levels, which
tracked changes in clients’ needs, the competitive environment and the institution’s
position in the market. Although no formal survey indicated the need or potential
demand for this product, field presence and observations, good communication chan-
nels internally (among employees) and externally (between clients and staff members)
provided decision makers with the information necessary to quickly and successfully
launch the new product. It was introduced without pilot testing, but access was
restricted to clients in their third cycle or more with an excellent repayment record and a
business that required inventory build up during the Ramadan season.

Source: Interview with Sahar S. Tieby, former MFW Operations Manager, 2009.
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For such a system to work, however, at least three things are needed: 1) the managers carrying
out the activities described in Table 2.1 need to understand that they have a role to play in
product development; 2) they must want to carry out that role; and 3) mechanisms have to be
created to channel the information gathered to decision makers in a timely and useful manner.

Understanding Managers’ Roles

Ongoing product development activities are the responsibility of both middle and senior
managers. Middle managers quickly and frequently gather information about clients, competi-
tors and the local environment as they are engaged in the day-to-day delivery of products.
They tend to focus on current issues at the local or regional level and make the first attempt at
responding to complaints, suggestions and inquiries as they arise in the field. They then for-
ward to senior managers any issues that are not within their authority to address.

Senior managers focus on the overall business strategy, adopting a longer-term perspective
than managers in the field. As part of their ongoing responsibilities, they perform regular
reviews of the institution and its products, from different perspectives. For example, the
human resource manager considers whether the staff development programme is sufficient to
enable employees to deliver the institution’s products effectively. The MIS manager assesses
the capacity of the information system to support those products and explores how new tech-
nologies might create opportunities for delivering them more efficiently, or for developing
entirely new products and markets.

Communicating to managers that they have a role to play in the ongoing product develop-
ment process is potentially easy. Even a simple statement in each employee’s job description
could make it everyone’s responsibility to gather product development ideas as part of their
daily activities. Such a statement would create the expectation that even lower-level managers
are supposed to contribute to ongoing product development and not just implement the deci-
sions made by others.

In addition to this simple statement of responsibility, however, managers need to understand
what they should do with the information they gather. Once systems are established to facili-
tate the flow of information, managers at all levels need guidance as to which systems they
should use and when. Sometimes this can be included in the job description, for example, if a
managet’s responsibilities include participation on the product management committee or if
an employee is to report to one person on administrative matters and another on technical
matters. It may also be communicated through more informal conversations with a supervi-
sor. The risk of using informal channels is that different supervisors may send different mes-
sages, or send some employees no message at all, which could easily lead to confusion and
inconsistent implementation.
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Table 2.1 Integration of Product Development into Ongoing Responsibilities

Management

activity

Signals that may be
observed

Implications for product
development

Monitoring
customer
satisfaction

Customer complaints; rising
drop-out or desertion rate

Existing product design may need adjustment to
meet customers’ changing requirements; new
products may be needed to make the MFI’s product
menu more attractive

Customer suggestions

Untapped markets may exist and provide an
opportunity for the MFI to increase outreach

Competition Declining market share Product mix needs adjustment
SIS Introduction of a new product by Possible partnership opportunity; existing products
the competition may need to be adapted or a new product introduced
to avoid losing market share
News of the market’s reaction to a MFI can learn from competitors’ success or failure to
competitor’s strategy improve its own product offering
Human Overworked staff Could suggest larger than expected demand; product
resource delivery processes may need to be mapped and made
management more efficient
Tardiness and days lost to illness Staff may be unhappy; changes to the product may
be necessary to improve quality of work
Staff request job enrichment May be possible to offer additional or more complex
opportunities products
Performance Deteriorating portfolio quality; Product design may need to be adapted to better fit
monitoring negative trends in growth or client needs; bundling and cross selling opportunities
efficiency; weak performance could be explored; may need to check for
relative to peer groups cannibalization or rethink allocation of resources to
focus on products with competitive advantage
Average loan size is increasing New products may be required to reach lower income
market segments or to support the growth of
successful clients.
Annual Overcapacity is identified Underutilized resources could be channelled towards
business product development
planning

New objectives or target market are
introduced

New product development may be able to help
achieve the new objectives

Product costing

Unprofitable product; negative
trend in a product’s profitability

Product design and/or delivery must change to
increase revenue or decrease costs

Financial Regular cash shortages; MFI has New products with different revenue streams or asset
management difficulty meeting its loan and liability structures may be required

obligations on time

Longer-term financing becomes Longer-term products (such as housing loans) may

available for the MFI become feasible
Managing Delays in reporting, data entry or Product delivery processes need to be mapped and
information programming errors examined for appropriate controls

New technologies emerge May increase the feasibility of new products or

delivery channels

Risk A new risk appears Products must be adapted to mitigate the risk
management An old risk becomes weaker May be possible to remove costly controls
Legal and Legal and regulatory changes It may become more (or less) feasible to offer certain
regulatory products; existing products may need adaptation to
compliance comply with new requirements

Internal audit

Incidences of fraud, security
breaches, or lack of compliance
with institutional policies

Better controls must be introduced into the product
design or delivery systems

Source: Authors.
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Motivating Contributions

Although a simple statement in the job description may communicate that managers have a
role to play in product development, it will not necessarily convince them that they should
spend time gathering and channelling information to fuel ongoing product development.
Somehow MFIs must communicate that it is important for managers to spend time on these
activities. There are several ways to do this. First, they can provide regular feedback to staff on
how the ideas and data that are coming from different parts of the institution are contributing
to ongoing product development and, hopefully, to greater institutional outreach and com-
petitiveness. Managers will be more willing to make an effort if they see that it is worth it.

Second, information users can encourage information collectors by letting them know that
they are interested in receiving the information being collected and by holding them account-
able for making whatever contribution they have agreed to make. This can happen informally
ot by including contributions to ongoing product development as part of an employee’s peri-
odic performance appraisal.

Having a high-level product management committee that meets regularly and does not have
its meetings cancelled when other “more important” issues arise can also motivate contribu-
tions. If members of the committee are knowledgeable and respected within the institution
and the committee is given the authority and budget to undertake ongoing product develop-
ment, it will be more productive and more credible. Strong commitment to product develop-
ment by top management and the Board of Directors will help as well. If the General Manager
expects to see minutes or progress notes on the work of the product management committee,
and comments on them when they are received, that should motivate the committee to meet
and to make progress.

Gain sharing, innovation awards or other financial and non-financial incentives for those who
contribute successful product development ideas can motivate participation. CEP in Viet-
nam, for example, provides a financial bonus to employees who contribute successful new
product ideas while, in Ethiopia, PEACE recognizes employees with innovative product
development ideas at its annual staff meeting.

Last but not least, an MFI can communicate the importance of ongoing product development
by making continuous improvement a key value of its institutional culture. All of the actions
mentioned above can contribute to the creation of a culture of continuous improvement, but
there is much more that an institution could do to shape its culture in that direction (see Chap-
ter 23). One important initiative is to create and maintain an environment that encourages the
sharing of information and respects dissenting opinion. When subordinates are seen to be
lacking initiative or creativity, they may actually be full of ideas but be afraid to share them.
Even when regular meetings, suggestion boxes, database reports, staff surveys and other
communication channels are well established, employees need to believe that management is
open to receiving their ideas and observations if information is to flow freely. Similar
dynamics exist between an MFI’s staff and clients.

Motivating staff to participate in ongoing product development is important for more than
just information gathering. It is also critical to the successful implementation of product
development decisions. If employees are part of the process, they will be more likely to sup-
port the changes that need to be made rather than resist them. They might even become
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enthusiastic about making the changes, instead of fearing the consequences, because they
understand why change is necessary and may have influenced the direction of the institution’s
response.

Facilitating Effective Communication

Perhaps the most challenging part about integrating product development into ongoing opet-
ational activities is creating the mechanisms that enable information to reach decision makers
in a timely and useful way. The more an institution embraces continuous improvement and
welcomes the contributions of everyone in the institution, the more likely it is to become
overwhelmed by the sheer volume of information flow. To avoid this, and encourage
productive communication, MFIs can:

® Provide guidelines that help staff understand what kind of information is useful to collect
and where to send it for processing.

® Make sure managers have a mechanism for coordinating information needs and collection
activities so they can avoid duplication of effort. If an MFI’s Finance Manager and
regional managers agree on a single set of reporting requirements, for example, branch
managers can complete one report at the end of each month instead of two.

® Process information at different levels so that raw data is not all forwarded to top manage-
ment for decision making. Branch managers can process information received at the
branch level, feedback received through hotline calls can be processed by the call centre
managet, the results of customer satisfaction surveys can be processed by computer soft-
ware, and so on. If horizontal communication channels exist, peers can quickly compare
the information they gather, learn from each others’ experiences and brainstorm solutions
which can be channelled to decision makers for consideration.

® Process information regularly. This will help prevent mailboxes, inboxes and other com-
munication channels from becoming so full of data that they become blocked and infor-
mation stops flowing. It will also help to make sure that good ideas are received by
decision makers quickly enough for timely action.

® Synthesize related information that has been processed in different places and putitin a
format that facilitates analysis by decision makers. For example, a customer service officer
at the head office could collect feedback from branch managers, call centre managers and
the computer database and circulate a monthly report on customer satisfaction that sum-
marizes the findings from all sources, segmenting the data by product and by market seg-
ment.

® Analyze the synthesized information from a variety of perspectives before making a deci-
sion. Having representatives from different departments interpret the data allows an MFI
to benefit from the knowledge and experience that different parts of the organization pos-
sess. These representatives can discuss the implications of the data and agree on priorities
for action and resource allocation that benefit the organization as a whole and not just a
part.

The more an institution can integrate managers from all areas into the product development
process, the better informed the institution will be and the more opportunities will be created
to increase outreach and competitiveness through product development. Once timely and rel-
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evant information is being channelled to decision makers on a regular basis, those decision
makers will have regular opportunities to strengthen the product offering.

An efficient mechanism for facilitating synthesis and analysis, while providing regular oppor-
tunities for decision-making, is a product management committee. This committee of
approximately five to eight people from different departments of the institution can meet
monthly or quarterly to assess the signals emerging from various monitoring activities and to
discuss the implications for product development (refer to Section 2.6 for a more detailed dis-
cussion of the committee’s role and composition). In preparation for each meeting, commit-
tee members gather information from their respective teams and process it for distribution to
others on the committee. When they meet, members share their information and perspective
and bring different questions to the table. For example, a finance manager may be surprised
by higher-than-expected deposit mobilization, the marketing manager may note a rise in drop
outs among customers of the individual loan product, while the operations manager may
highlight an increased number of complaints from individual borrowers about loan size
limits.

Committee members can discuss the reasons for these trends, the implications, and possible
courses of action. In the example described above, the sharing of information could result in
the committee recommending that the ceiling for its individual loan product be increased.
Rarely will the trends be sufficiently clear and connected to facilitate a single solution such as
this, but coming together as a committee does allow managers from different departments to
jointly synthesize and analyze information in a way that sheds light on solutions that may oth-
erwise not have been seen or may not have been identified as quickly. It also builds consensus
around decisions and generates buy-in from the participating departments which is critical for
effective implementation. Even when committee members bring unrelated issues to the table
and limited resources make it impossible for all to be addressed, the committee provides a
mechanism for jointly prioritizing issues from an institutional perspective.

Many organizations, especially those that are young or small, may not have the resources for a
product management committee, but can still carry out the above activities during regular
senior management meetings. The advantage of having a body specifically focused on prod-
uct management is that product issues are less likely to be overwhelmed by other management
issues. It also enables operational staff who would not normally attend senior management
meetings to contribute their expertise to the product management process.

2.3 To Diversify or Not to Diversify?

When ongoing management activities suggest the need to change an institution’s product mix,
the product management committee (or senior management team) will have to decide
whether to recommend diversification as well as what kind of diversification to recommend.
Often, the available information will signal the need to do something, but additional data will
be required to determine the most appropriate next step.

Sometimes the best place to get that additional information is from clients themselves.
Although ongoing monitoring of customer satisfaction will gather complaints and sugges-
tions, those complaints and suggestions will not necessarily be representative of the market.
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Such information will have to be supplemented with targeted market research to understand
the root causes of problems identified and ensure that the voices of less vocal members of the
market are heard. The research may also focus on opportunities rather than problems, such as
how interested a particular market segment might be in a new product or service.

Another source of additional information is staff members in the field. If problems or oppor-
tunities are isolated in specific branches, then visits to discuss these issues with the relevant
personnel would certainly be in order. If the issues are more widespread, perhaps a combina-
tion of meetings and staff surveys may be necessary (see Box 2.2). Staff surveys have the
advantage of allowing respondents to be anonymous and therefore increase the likelihood of
honest responses, although they may not be an appropriate way of gathering additional infor-
mation if a problem must be addressed urgently.

A third important place to seek out information is an MFDI’s internal database. Managers
will have already analysed a lot of data as part of their ongoing activities, but this data could be
explored in more detail or placed into context for decision makers using the larger body of
information that is gathered and stored by an MFI. Managers could, for example, examine a
product’s performance across all branches, compare growth rates and patterns for different
market segments, or analyze the demographic characteristics of a particular customer group.
Since information can usually be obtained more quickly and cheaply from an MFI’s database
than from primary research with clients or staff, this is often a good place to begin the search
for additional insight.

Based on the signals generated during the course of managers’ ongoing activities, and the
additional information collected to properly interpret the signals, the product management
committee (or senior management team) must decide whether it makes sense to pursue new
product or market development. As discussed in Chapter 1, if an institution can respond to its
problems and opportunities by adjusting the delivery of its existing product mix in markets
that are already familiar, this is generally the preferred strategy because new product or market
development will generate additional costs and risk. Table 2.2 summarizes the wide range of
risks that institutions are exposed to when they choose to diversify.

Box 2.2 Questionnaires Help Improve Service Delivery at KPOSB

In 2005-6, Kenya Post Office Savings Bank (KPOSB) organized three separate work-
shops to discuss problems with its service delivery and to generate ideas for follow up
action. The first two workshops were held for senior management and frontline staff, and
a third workshop was subsequently organized for middle managers. Each participant in
the workshops was given a copy of MicroSave's Customer Service Diagnosis and Analysis
Tool, which can be downloaded at: www.microsave.org. Participants completed the
questionnaire anonymously; then the results were collated and discussed in the work-
shops. The process helped KPOSB to craft a Customer Service Strategy, which priori-
tized actions to increase staff members’ product knowledge and decrease processing
time, among other objectives. Implementation of this strategy resulted in measurable
improvements in customer satisfaction by the end of the year.

Source: Authors.
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Regardless of the additional risk and cost, if an MFI cannot respond adequately to its prob-
lems or opportunities through its existing product mix, it will want to consider the possibility
of launching something new. By making an additional investment and being willing to manage
a higher level of risk, the institution could generate strategic benefits for itself and its clients.

An MFT’s decision to embark on new product development should be based on three key cri-
teria:

® Js the development of a new product consistent with the MFI’s strategic plans?

® Does the organization have sufficient capacity to develop a new product?

® s this the right time to develop a new product?

Strategic consistency. MFIs have multi-dimensional strategies. Informed by senior man-
agement and guided by a mission and vision, the Board of Directors decides which outreach
objectives an institution will pursue and with what combination of priorities. Depending on
the institution’s stage of development, the Board and senior management determine how
much market expansion the organization can afford and the degree of risk they are willing to
take in product development. Guided by this strategic framework, the product management
committee (or senior management team) then screens and prioritizes ideas for developing
products and markets so that the projects that are pursued are the ones with the greatest
potential to assist the organization in meeting its strategic objectives for a given period.

At Centenary Bank in Uganda, for example, the Board of Directors provided the general
guideline that one new product could be developed each year. Ideas for new product develop-
ment are then submitted by different parts of the institution and screened by the Business
Development Department, which makes a recommendation to the Board for approval.

Sufficient capacity. Since the development of new products demands more from an institu-
tion than the development of existing products, MFIs should carefully consider whether they
have sufficient internal capacity to diversify before spending too much time and energy trying
to decide which new products should be developed. Box 2.3 summarizes some of the basic
preconditions that should be met. If an MFI finds that its capacity in any of these areas is
weak, it should strengthen its capabilities in the identified area of weakness before moving
ahead with diversification. Otherwise, the capacity weakness could prevent diversification
success.

Right timing. Even if diversification is broadly consistent with an MFI’s strategy and capac-
ity, the timing may not be right. Perhaps the MFI is already developing another product and
too many changes too close to each other might be confusing for staff or clients. Perhaps the
organization is about to overhaul its MIS or transform into a bank and key staff do not have
sufficient time or energy to devote to a simultaneous product diversification effort.
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Table 2.2 Diversification Risks

Product design The possibility that a new product will not meet customer needs.
risk
New target The possibility that an MFI will not fully understand the needs of a new group of
market risk customers it wants to serve due to invalid assumptions based on experience with
E past customers.
§ Demand risk The possibility of over- or underestimating how many customers will want to use a
‘E‘ new product, or how much they will want to use it.
Competition risk The possibility that a competitor’s actions will affect the success of a new
product or market development initiative.
Positioning risk The possibility that a new product will confuse, or change in an undesirable
manner, the public’s perception of what an MFI offers.
Delivery systems The possibility that an MFI does not have adequate infrastructure to get a
risk product to the customer as promised.
g Counterparty risk | The possibility that other organisations with which an MFI has joined forces
E might fail to perform in some way that harms the MFI.
g Information The possibility that an MFI’s data gathering and processing technologies cannot
E systems risk handle the requirements or scale of a new product.
n
§ Communication The possibility that an MFI will not be able to market its new product effectively
E risk internally or externally.
> Incentive systems | The possibility that a new product will distort existing staff incentive systems, or
ﬁ risk that the existing system will impede the success of a new product or market
E development initiative.
E Human resource The possibility that sufficiently skilled staff are not available or are not assigned
risk to work with a new product or market.
Transaction risk The possibility of human or computer error during daily processing of a product.
= Compliance risk The possibility that a new product will not adequately meet the terms of the
8 'E country’s regulations and laws.
=
E = | External risks The possibility that diversification will increase an institution’s exposure to
w macroeconomic, demographic, physical environment or political risk.
Management / The possibility that senior management or the Board of Directors will not fully
board support the development of a new product or market.
'E commitment risk
"'EJ Strategic risk The possibility that poor decision making or resource allocation will result in a
5 new product not being compatible with the MFI’s goals.
E Orphan product Possibility that a new product will not be integrated into the institution’s day to
) risk day operations.
8 Culture risk The possibility that weak institutional commitment to continuous improvement or
';: client-centred product development could delay or impede a product.
o
B Product mix risk The possibility that a new product will not complement the institution’s existing
portfolio of products, perhaps even cannibalizing one or more of those products.
Reputation risk The possibility that a new product will damage the institution’s image or brand.
Credit risk The possibility that borrowers will repay late or not at all.
- Financial The possibility that a new product or market development initiative will weaken
g management risk | the MFI's asset and liability balance, liquidity or earnings.
<Zt Fraud risk The possibility that a new product will create opportunities for staff to deceive or
é misrepresent the institution for the purpose of material gain.

Security risk

The possibility that a product will increase the institution’s vulnerability to theft
or crime.

Source: Adapted from Pikholz et al, 2005.
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Once an MFI decides that it has sufficient capacity and a strategic, timely mandate for diversi-
fication, it can tackle the challenge of deciding which product or market it wants to diversify
into. This decision is sometimes easy. Members of a product management committee may
meet and quickly agree on the new product or market that they wish to develop because there
is an obvious fit between what customers want and what the institution is well-prepared to
provide in an area with little or no competition. More often, however, managers bring several
ideas to the table and are not sure which one to pursue, or which to pursue first. In such cases,
there is a risk that ideas will be prioritized on the basis of one influential person’s preferences,
or the passion with which ideas are presented, rather than their potential for success. The fol-
lowing section provides tools to help MFIs screen their diversification ideas in a more
thorough and objective manner.

Box 2.3 Capacity Prerequisites for Diversification

To ensure that new product or market development is appropriate, it is important for
MFIs to determine if they meet certain preconditions, for example:

® Available resources: Although product improvements can be made without major
investments, new product development can be an expensive process. Are sufficient
funds and appropriate human resources available for a diversification effort?

® Financial viability: Is the organisation in sufficient financial health to accept the risks
associated with diversification?

® Customer service orientation: Does the MFI already provide quality customer service
and have a client orientation? Does it have systems in place to understand the chang-
ing needs, behaviours and preferences of its customers?

® Marketing capacity: Is the organisation able to effectively communicate the value of
its existing products in the markets where it currently operates?

® Culture of innovation: Is the MFI's culture geared toward innovation and continuous
improvement? Do employees embrace change?

® Effective MIS: Does the organisation have an information management system that
can easily accommodate new products? Can it handle the increase in volume that
might come from expansion to a new market?

® Product profitability monitoring: Does the organisation already monitor the profitabil-
ity of individual products by assigning both costs and revenues on a product basis?

® Effective internal communication: Does the MFI have effective internal communica-
tion channels, for both vertical and horizontal transmission?

® Effective training function: Does the MFI have the means to train its staff on the poli-
cies and procedures of a new product or the characteristics of a new market?

® |ow staff turnover: Is the organisation successful in retaining its key staff members?

® Appropriate context: |s the legal and macroeconomic environment suitable for new
product or market development?

Source: Adapted from Churchill and Frankiewicz, 2006.
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2.4  Prioritizing Diversification Ideas

There are three main techniques that MFIs can use to prioritize their options for new product
and market development. Each one is described below.

Risk and Returns Analysis

This screening technique reviews the risks and returns that are associated with each diversifi-
cation idea and helps an MFI identify which ideas seem to offer the greatest potential returns
with risks that can be managed. The technique is a useful tool for preliminary screening
because it can be applied by a product management committee in a couple of hours without
preparation or research. Certainly, the accuracy of the results and analysis will be greater the
more the committee knows and the more detail it analyses, but the tool can be used to facili-
tate immediate discussion using existing knowledge as a starting point. More detailed analysis
of risks and potential returns would be needed once the committee selects an idea or subset of
ideas with which to move forward.

To assess risk, MFIs can consider all of the risks presented in Table 2.2 or they can select a few
that are most important to the institution. In determining which risks are most important,
MFIs may want to consider the following four dimensions:

a) Likelihood: What is the probability that a particular risk event will occur?
b) Severity: 1f the risk event occurs, how seriously would it impact the organization?
c) Trends: Is the risk becoming more or less threatening?

d) Manageability: How prepared is the institution to avoid, transfer, control or accept the risk?

Risks that are becoming more likely and will have a serious impact on the organization if they
occur should take priority over risks that will have little impact or could be managed well by
the institution’s staff.

To create a framework for analysing risks, an MFI should list the risks it wants to consider in
the left-hand column of a chart such as the one presented in Figure 2.2 and then estimate the
degree of risk exposure that each diversification idea is likely to create (H=high, M=medium
and L=low).! The example provided in Figure 2.2 compares six new product development
ideas, but the same framework could be used to compare new market development ideas.
Once the table is completed, an MFI can analyse the results by counting the number of low,
medium and high risk ratings for each product. If certain risks are of particular concern to the
MFTI, they could be weighted more heavily in the analysis, perhaps by dividing the risks into
different categories and analysing the results in each category separately, or by counting the
rating of a “top priority” risk twice. Products with few high risk ratings will look immediately
attractive, but the analysis cannot be completed without also looking at the potential returns.

U This ranking of low, medium and high is preferred over 1, 2, 3 because it discourages analysis using averages, which would

be inappropriate since these designations do not actually have values. For example, the impact of a risk rated as “high”
would not necessarily be three times greater than a risk rated as “low”, which is what the designations 1, 2, 3 would imply.
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MFIs may want to consider three main types of return:

a) Financial returns: How profitable is the product or market likely to be? How large of a con-
tribution is it likely to make to the institution’s return on equity or return on assets?

b) Market returns: What effect is the new product or market likely to have on the MFI’s com-
petitive position? Even if a product does not contribute directly or immediately to financial
returns, it may dramatically increase an organization’s outreach or market share, or have a
powerful effect on customer loyalty.

) Social returns: Will the development of this new product or market create jobs, alleviate pov-
erty, or empower the disadvantaged? MFIs with a double- or triple-bottom line will be par-
ticularly interested in taking into consideration the broader impact of each diversification
idea.

As with risks, the degree of return that each product or market idea is likely to generate
(H=high, M=medium and L=low) can be estimated and recorded as in Figure 2.2. Certainly,
it is useful to estimate the relative magnitude of the financial returns that the MFI might be
able to generate from each product, but it is not necessary (or possible) to quantify the finan-
cial returns at such an early stage of screening. This will come later, during the feasibility study
ot the development of the product concept.

To use risk and return analysis to draw some preliminary conclusions about which product
diversification ideas an MFI should prioritize, it is necessary to consider the two sides of anal-
ysis together. In general, it would be good to identify low risk products that will generate high
returns, but a high risk product might also be attractive if the expected financial, social and
market returns are sufficiently high and the organization can develop strategies for controlling
the impact of the major risks. Pioneering MFIs that seck to differentiate themselves through
innovation often take this kind of approach.

In the example provided in Figure 2.2, the micro-pension product seems likely to generate
high financial, social and market returns for the MFI completing the assessment, but it also
seems likely to generate significant risk exposure in five out of six of the risk areas assessed. If
this MFI was particularly interested in protecting or expanding its market share and possessed
a competent marketing department, it might prioritize the leasing product, since it seems
likely to generate high market returns and the high positioning risk could probably be miti-
gated through proactive action on the part of the marketing department. If, however, this
MFT was particularly interested in social returns, it might prioritize contractual savings, which
has the lowest risk profile.

Rarely will the results of this broad analysis be sufficiently conclusive for an MFI to prioritize
a single product for development, but the risk-return comparison can help managers reduce
the number of ideas that they consider for further exploration. It can also raise their awareness
of the information gaps they might need or want to fill before being willing to move forward
with the development of a product.
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Figure 2.2 Risk and Return Assessment Framework (example)

Contr_actual Micr'o- SME Housing : Health Leasing
Savings Pension loans loan insurance

RISKS
Demand L M M M L M
Product design L m M L H M
Financial H W L M M L
Product mix L L L H L M
Positioning L M H H M @
Competition M M M H L M
RETURNS
Financial M H M L L
Social H M L
Market L H L M @

Source: Authors.

Criteria-based

A second technique for screening diversification ideas involves the definition of criteria that
an MFI thinks would make a new product or market successful. For example, if an institution
was developing a new product to protect its market share and it believed it needed to intro-
duce the product within the next six months, then it could screen its new product ideas on the
basis of whether they could be developed within a six month time frame.

Cooper and Edgett (1999) propose two main types of criteria, which they call “must-meet”
and “should-meet” criteria. The criteria often take the form of yes/no questions and they can
be qualitative or quantitative in nature. Must-meet criteria typically assess strategic issues,
feasibility questions, and resource availabilities, for example:

Will this idea assist the MFI in achieving its mission and strategic plan for the period?

Has the target market demonstrated some need for this product?

Does it seem technically feasible for our institution to develop this product?
® Js the product likely to generate more return than risk?

A “no” response to any must-meet question would be enough to kill a diversification idea, or
to warrant its being placed at the bottom of an MFT’s list of priorities.

Should-meet criteria are highly desirable but not essential characteristics of a new product
or market idea. A weak response to any one question would not kill an idea, nor automatically
place it at the bottom of the priority list. Rather, each should-meet question is scored and
ideas earn points depending on the degree to which they meet each criterion.
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AP

According to Cooper and de Brentani (1984), there are four main types of screening criteria
for new product ideas: 1) economic and financial potential; 2) corporate synergy; 3) produc-
tion-design synergy; and 4) product differential advantage. Table 2.3 provides a few examples
of criteria in each of these categories that MFIs can use to screen their own ideas.

Table 2.3 Sample Should-Meet Prioritization Criteria

Product differential
advantage

Production-
design synergy

Economic and Corporate

synergy

financial potential

® How large is the
market?

® How fast is it
growing?

® Will it provide an
entry point for new
customers?

® Would it make
current customers
more loyal?

® How certain is it that
the product will
provide a
return-on-investment
of at least x%?

To what degree does
the product align
with the MFI's
strategic direction?

How much would the
product impact the
MFI’s key objectives?

Does the product
build on the MFI’s
strengths and
competencies?

How well does it
complement the
MFI’s existing
product menu?

Will the product use
existing delivery
channels?

Could it be
processed through
the existing MIS?

Will the product
resist cyclical or
seasonal
fluctuations?

Will current staff be
able to deliver the
product?

Is the MFI capable
of managing the key

® To what extent does

the product provide
unique benefits to
customers?

Does it fit customer
needs and priorities
better than
competitors’
products?

Can the product
deliver better value
than competition
(either more benefits
or equal benefits at a
lower cost)?

risks associated with
the development of
this idea?

® How many other
institutions already
offer this product?

® How long will it take
to get the product to
the market?

Source: Adapted from Cooper and Edgett, 1999 and Avlonitis and Papastathopoulou, 2006.

The selection of criteria is important and can be extremely valuable in helping a product man-
agement committee to identify weak ideas while at the same time avoid screening out poten-
tially good ideas too early in the process due to entrenched institutional habits or the
individual preferences of one person or department. Institutional SWOT (Strengths, Weak-
nesses, Opportunities, Threats) analysis (discussed in Chapter 24) can be very helpful in guid-
ing the selection of appropriate criteria because it identifies strengths and opportunities that
the institution will want any new product to take advantage of as well as threats or weaknesses
it will want to avoid.

Once an MFI identifies which criteria it wants to use, it can create a rating tool such as the one
shown in Table 2.4. In this sample grid, ten criteria were determined to be important in pre-
dicting new product success and were listed down the first column. The criteria were weighted
according to their importance to the institution on a scale of 1 to 3. Three product ideas were
then rated according to each criterion, also on a scale of 1 to 3. For example, the first criterion,
“fit with strategy”, was given a weight of 3 because the institution considers that criterion to
be very important. Reviewing each of the product options, the first idea was considered to
have a weak fit with the institution’s current strategy, so it was given a rating of 1, while each of
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the other ideas had a strong fit with the current strategy and were given a rating of 3. Since the
“fit with strategy” criterion had been assigned a weight of 3, the first product idea received a
weighted score of 3 (1 x 3) in that area, while the other two product ideas scored 9 (3 x 3).

Rating the three product ideas against all ten criteria, the tool pinpoints the second idea, which
received a total score of 50, as the one that should be prioritized for development. Weights
can also be assigned in terms of percentages so that the total value of all criteria (100 per cent)
is divided unequally among different criteria on the basis of their importance to the institution
(for example, the risk of competition might be relatively unimportant and receive a weight of
five per cent while the fit with institutional strategy might be highly important and receive a
weight of 30 per cent). An example of a tool designed in this manner can be found in
Table 20.2 in the chapter on rural microfinance.

Table 2.4 Sample Criteria-based Screening Tool

o Score Weighted Weighted Score
Criterion Val
Ideal Idea2 Idea3 VY@'UY€  |deal Idea2 Idea3

1. Fit with strategy 1 S S 3 3 9 9

2. Fit with target market’s priorities 3 2 1 3 9 6 3

3. Fit with current product mix 2 8 2 2 4 6 4

4. Size of potential market 3 2 1 2 6 4 2

5. Low risk of competition 1 2 3 1 1 2 3

6. Uses existing delivery channels 1 1 3 1 1 1 3

7. Resists seasonal fluctuations 1 3 2 3 3 9 6

8. Development and testing period 2 2 1 2 4 4 2
(shorter is better)

9. Cost of development 1 3 2 1 1 3 2

10.Return on investment of 25% 1 3 1 2 2 6 2

within 2 years
TOTAL 34 50 36

Source: Adapted from Gorchels, 2003.

The criteria-based screening tool can be used to prioritize completely different product or
market development ideas as well as variations of a single product. For instance, an MFI may
be unsure about whether it wants to introduce a new savings product that uses manual sys-
tems as its existing loan products do, or whether it wants to take advantage of the new product
introduction to launch a smart-card based service. It could use the tool to compare the attrac-
tiveness of the two product variations.

Criteria-based screening tools can also be used at various levels of detail. If the tool is being
used to broadly screen a range of ideas, the criteria can be left broadly stated as in Table 2.4.
However, if the tool is being used to choose between two “final candidates”, the criterion can
be made more specific with measurable indicators. For example, instead of “fit with strategy”
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the criterion could be “number of strategic objectives in the current five year business plan
that the idea will help to meet”.

Feasibility Analysis

The third technique that MFIs can use to prioritize product diversification ideas is feasibility
analysis. As suggested by its name, feasibility analysis is an assessment of the viability of a busi-
ness idea. What distinguishes this technique from the two described above is the depth of the
analysis, particularly with respect to quantitative data. An MFI will likely have gathered a great
deal of information by the time it decides to pursue feasibility analysis, but it will almost cer-
tainly need to conduct additional research to obtain specific figures and/or to probe a more
representative sample.

Barringer and Ireland (2005) recommend evaluating four types of feasibility.

® Technical feasibility evaluates whether the product being considered for development
can operate in the manner desired. It investigates infrastructure constraints, legal limita-
tions and technology reliability. It explores the local labour market and assesses the poten-
tial for accessing and attracting qualified personnel. If partnerships will be required, it
examines whether appropriate partners are available and capable of delivering what will be
required.

® Market feasibility evaluates whether there is sufficient demand for the new product or
service. It assesses the size of the potential market, usage trends and the level of competi-
tion in the area that the MFI wishes to target. It estimates sales under various assumptions
(for example, price or eligibility requirements). It can also assess the cost-effectiveness of
different distribution and communication channels.

® Organizational feasibility evaluates whether the institution has the capabilities and
resources not only to produce the product, but also to market and distribute it alongside
its existing product menu. This part of the feasibility study would include an internal anal-
ysis of managerial skills, organizational structure, available employees and their skills sets,
technology resources and regulatory status.

® Financial feasibility estimates the cost of developing and delivering the product, the
amount and timing of capital requirements, the revenues that will be generated, the profit
margin and break-even point. It assesses whether the product will generate adequate cash
flow and profits.

Feasibility studies are more expensive and time consuming than the other two screening
methods and they will not necessarily indicate that one diversification idea is obviously more
likely to succeed than another. The analysis will, however, help an MFI to challenge its
assumptions and assess more accurately the risks and rewards associated with the idea(s)
under consideration. Even if it is not used to prioritize diversification ideas, feasibility analysis
is frequently used as a screen or gate through which any idea must pass before a product is
actually developed and tested, or investments are made in building new infrastructure.
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2.5 Using the Product Development Process to Manage Risk

Once an MFI decides to diversify, it will want to develop its new product or market idea in a
way that maximizes the potential benefits while minimizing risk. Most institutions, regardless
of whether they are introducing a new product or re-developing old products to meet the
needs of a new market, pass through the majority of the stages of the product development
process described in Section 2.1 above. However, they do so with different degrees of formal-
ity and spend different amounts of time and resources on each step (see, for example, the
XacBank case at the end of this chapter). The first and second steps of the process are often
given little time or attention, and the fourth is most frequently skipped. This is unfortunate
because all steps of the process offer valuable opportunities to identify and control risks, as
Pikholz et al (2005) explain:

By breaking out the new product development process into discrete steps, there is a deci-
sion point, Go/No Go, before proceeding to the next step. Each step costs more than the
preceding one. As the amount of money at stake increases, risk is managed by ensuring that
the uncertainties of the project decrease: Do we have the capacity for this product? Do our
clients want this product? Will our systems, pricing, and procedures work? The process is
deliberately designed to drive uncertainties down at each successive step, so that by the
time you have completed Step 2 you are much wiser than you were at the completion of
Step 1.

Managers that rush the early steps of the product development process, or launch their
adapted product in a new market without any testing, are taking on an unnecessary level of
risk. Not only do they pass up opportunities to protect their institution from loss, but they
also increase the cost of managing risk the longer they wait for a risk exposure to be identified.
As illustrated in the Equity Bank case presented in Chapter 1, when problems are discovered
during rollout, they are much more difficult to fix than they would have been had they been
discovered earlier. More staff members are involved, more clients are affected, more money is
at risk, more transactions have to be sorted out, and some solutions will no longer be feasible
given that the product has already been made public.

Of course, there is a trade-off between risk and return. Some MFIs deliberately skip steps in
the product development process to respond more quickly to a competitive threat or to gain
first mover advantage in a new market. They make a calculated decision to accept higher risk
in the hope of greater returns. This is a legitimate strategy, but institutions that adopt it should
be prepared to cover their potential losses. They need to be ready to deal with the negative
impact of product failure as discussed in Chapter 1, not only on the institution’s profitability
and reputation, but also on staff and the low-income clients the MFI is trying to serve.

In general, it is recommended that MFIs take a systematic approach to product development
and look for ways to efficiently complete each step of the process in order to minimize the sig-
nificant risks inherent in it. The higher the cost, the larger the change that needs to take place
and the greater the risk envisioned in pursuing a diversification idea, the more it makes sense
to invest in a complete product development process.
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MTFTs that follow a systematic approach to product development will have opportunities to
identify and control risk at each stage of the process. Table 2.5 lists examples of the risks that
can be managed at each stage, along with a sample of strategies and tools that can be used to
mitigate the risk exposure. For instance, one of the risks that institutions are exposed to in the
first stage of the product development process is strategic risk. This risk can be partially miti-
gated through SWO'T analysis and there is a MicroSave toolkit on strategic business planning

that can be freely downloaded from the Internet to guide MFIs through that analysis.

Table 2.5 Using the Product Development Process to Mitigate Risk

Sample Risks that Mitigation

Can Be Managed Strategies

Management/Board Be well-informed about the SWOT analysis (1)
T Commitment Risk MFI’s capabilities, core Strategic business planning
: = Strategic Risk competencies, weaknesses, toolkit (1)
= risks, environment . _
= g Staff Risk e & busiess pEm L Institutional risk
g g. e W Bk el @il e ?ssle?;;nent and mitigation
o o .
— External Risks Form a product . Cross Product Risk

Culture Risk EIEEE IS Colilifliass Overview Tool (2)

with high level buy in

Demand Risk Gather information to know Focus Group Discussions (3)
0 = New Target Market Risk the market's needs and PRA Tools such as
= s e e R Context Financial Landscape
= § . . Find out how potential Analysis or Seasonality of
o X Product Design Risk customers perceive the Income and Expenditure (3)

Positioning Risk institution and its Market segmentation (4)

competition

Product Design Risk Solicit feedback from Customer analysis matrix (5)
g Financial Management 32::‘; and staff on initial Product design matrix (5)
-'E‘ Risk L Costing and pricing (6)
= B ] ] Make projections
2o Compliance Risk . . Process mapping (7)
e E Fraud Risk Verify compliance '
= 9 Identify risks at each st Product risk assessment
g2 Product Mix Risk jaentity risks at €ach step tool (2)
g8 ; ) in the delivery process and o
S Security Risk include controls in the Quantitative market
™ product design research (8)

Modelling software such as
Microfin (9)

2 'The numbers in parenthesis throughout this column refer to resources where the specified tools can be found. Complete
citations for each resource can be found in the bibliography at the end of this book: 1) Wright et al., 2007; 2) Pikholz et al.,
2005; 3) MicroSave, 2004; 4) Matul et al., 2006a; 5) Frankiewicz et al., 2004; 6) Cracknell et al., 2004; 7) Champagne et al.,
2008; 8) Szubert et al., 2005; 9) Lunde et al., 2006; 10) McCotd et al., 2003; 11) MicroSave, 2005; 12) McCotd et al., 2004.
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Sample Risks that
Can Be Managed

Mitigation
Strategies

® Demand Risk

® Financial Management
Risk
® Communication Risk

Develop clear pilot test
protocol

Define pilot test objectives

Include any new marketing
materials or incentives in

Pilot testing toolkit (10)
Monitoring tools (10)(11)
Go/NoGo decision model (2)

Post pilot risk assessment
(2)

Incentive Systems Risk the test

® |nformation Systems Risk O PEaE e

4. Pilot Testing
[ ]

°* R ion Risk : :
eputation Ris ® Train staff before the pilot

® Monitor and evaluate

results
® Delivery Systems Risk ® Adjust policies and ® Pre Rollout Risk
sl
i i : ® Roll (12
= ® Transaction Risk rollout begins . ollout protocol (12)
= ® Orphan Product Risk e Document “should be” (R102”)OUt order worksheet
3 ® Positioning Risk processes . _ _
[T : . Systems planning checklist
® Counterparty risk ® Articulate a gradual rollout (12)
strategy

. ® Marketi lan (5
® Develop a clear partnership arketing plan (5)

agreement ® Process mapping (7)

Source: Authors.

2.6 Product Development vs. Product Management

Whereas product development refers to actions that are taken to improve existing products
and create new ones, product management refers to the ongoing process of planning, orga-
nizing, leading and controlling those product development activities so that they generate
value for the MFI and its clients.

Many MFIs have a product development committee that takes responsibility for guiding a
new product idea through its phases of development, hopefully culminating in a successful
launch. This helps to ensure that the product development activities of different departments
are coordinated along a common timeline and are focused on the same objectives. Once a
product is ready for rollout, responsibility for the product is passed to operations and the
committee is disbanded or takes up another new product. The committee’s composition is
altered from one product to the next to ensure that appropriate technical and field expertise is
represented, and to bring fresh energy and commitment to the new product’s development,
usually in the form of a new chairperson, who is often referred to as the product champion.

This kind of committee can play a vital role in managing the development of a particular prod-
uct. It can keep the new product development process on track and take primary responsibil-
ity for managing the risks inherent in that process. It does not, however, take responsibility for
monitoring the ongoing performance and development of already existing products. This is
usually carried out by the operations department.
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Unfortunately, the operations department lacks the cross-departmental perspective of the
product development committee. Its ability to interpret product performance and define
future product portfolio strategy from a financial, marketing, technology and risk manage-
ment perspective is limited, and for this reason it is not the ideal home for the product portfo-
lio management function. MFIs that are currently managing product development through
the operations department might want to consider other options, such as those described
below.

Option #1: Convert the Product Development Committee into a Product
Management Committee

A product management committee can be made responsible for the development of specific
products as well as the definition and monitoring of product portfolio strategy. Its composi-
tion can vary depending on the nature of the product management activities taking place dur-
ing a particular meeting, as summarized in Table 2.6. The committee might be led by the
Director of Operations or the Head of Business Development, but this individual could dele-
gate responsibility for leading a particular meeting to his or her deputy or to another member
of the team. Heads of other departments could do the same. In general, idea generation and
implementation meetings could be staffed by middle managers and technical specialists who
are directly involved in the activities being discussed while the institution’s most senior man-
agers would attend the meetings at which decisions are made and emergencies are addressed.

The exact composition of a product management committee will depend on an institution’s
size and structure, as well as the nature of the products being developed at a particular pointin
time. For example, inviting someone from the Credit Department to participate on the com-
mittee makes sense when a new loan product is being developed, but not for a new savings
product. Sub-committees can also be organized, particularly to oversee intense periods of
implementation activity, such as prototype development or a pilot test. If an MFI does not
have internal expertise in all the areas required, it can invite Board members or external con-
sultants to sit on the committee. MFIs often rely on the external advice of legal experts, for
instance.

The frequency of product management committee meetings will also vary. It will depend pri-
marily on the number and complexity of product development initiatives currently in process
as well as the speed with which the institution is trying to complete those projects. The shorter
the timeline and the more complex the activities, the more frequent the committee is likely to
meet. Weekly meetings are not uncommon immediately before and during product testing,
for example.
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Table 2.6 Product Management Committee Composition

Meeting Purpose

Idea Generation

¥

Sample Activities

Monitor product performance
Identify trends and emerging risks

Gather, process, synthesize and analyze ideas
for improving performance of the product
portfolio

Recommend actions and next steps

Composition

® Departmental representatives —

those gathering and processing
information

Product managers

Screening

Refine or prioritize product development
ideas

Analyze potential risks and returns

Screen ideas against must-meet and
should-meet criteria

Decide which ideas to explore further

Confirm whether product development has
met established targets and can advance to
next stage

Departmental representatives —
those with authority to approve
spending or risk-taking at the
level being discussed

Risk manager or Head of
internal audit

Legal advisor
Partnership manager
Product managers

Decision Making

Approve budget and timeline for concept
development

Decide whether the business case for a new
product concept is strong enough to justify
its risks

Approve product development plan, pilot
testing protocol, or rollout plan

Decide whether the institution is ready to test
or rollout a new product

Define product strategy

Top management
Heads of each department

Risk manager or Head of
internal audit

Legal advisor
Partnership manager
Product manager(s)

Implementation

Coordinate concept development, including
costing and pricing, demand projections,
sensitivity and breakeven analysis
Coordinate preparation and implementation

of product development plan, pilot testing
protocol or rollout plan

Monitor performance against product
development plan, pilot testing protocol or
rollout plan

Monitor customer and competitor reactions

Monitor impact of new product development
on other products

Process feedback from pilot test and
coordinate changes in systems, marketing,
infrastructure, training and other activities

Recommend adjustments to a plan

Departmental representatives —
those involved in doing the
work

Product manager(s)

Middle management and/or
frontline representatives

Partnership manager

Emergency
Response

V

Brainstorm response to major competitive
threat or other external event

Adjust plans due implementation failure or
complications

Heads of each department

Risk manager or Head of
internal audit

® Product manager(s)
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If an MF1 is not developing or testing a new product, product management committee meet-
ings might be held once per month or quarter, depending on how proactive the institution is
about gathering and responding to information in order to strengthen the performance of its
product portfolio. Special meetings can be called at any time if a member of the committee
identifies a warning sign that requires urgent attention.

Option #2: Assign Responsibility for Product Portfolio Management to an
Existing Cross-functional Team

If an MFT already has a cross-functional team that is tasked with strategic decision making,
such as a Business Development Team or Senior Management Committee, it can assign
responsibility for product portfolio management to this entity. As mentioned previously, this
can be an appropriate option for small MFIs with limited resources. It can also avoid the cre-
ation of “yet another committee” in institutions that already have, for example, a Research
and Development (R&D) Committee and want to maintain a degree of separation between
product development and product management activities.

There are two main challenges associated with this approach: 1) making sure that information
flows effectively between those involved in product development and those involved in prod-
uct management; and 2) making sure product management activities are not overwhelmed by
the existing management team’s other responsibilities. Product management should be
included in the team’s terms of reference, regular meeting agenda and reporting, but this alone
will not guarantee success. Top management must hold the team accountable for effective
product management and ensure that appropriate mechanisms are in place to facilitate
communication.

Option #3: Create Product Managers

One of the ways to bridge the gap between product development and product management is
through individual product managers. These managers focus on the health of one particular
product or product line and can either participate in senior management meetings or inform
those meetings on an as-needed basis. The designation is rarely a full-time position, but rather,
a set of responsibilities that is assigned to specific staff members in addition to their basic job
description.

Some MFIs award this designation to product champions who successfully manage a new
product’s development through to its launch. In this case, product managers are given
responsibility for making sure that the product they championed is integrated into the institu-
tion’s mainstream operations and remains successful over time. Other MFIs rotate the prod-
uct manager responsibility among high-performing individuals as a job enrichment strategy or
as part of a management trainee program. This is because product managers gain exposure
and visibility as they carry out their responsibilities. They have the opportunity to interact with
different departments of the institution, develop their analysis skills, and demonstrate their
ability to formulate recommendations that strengthen not only their own product’s
performance, but also the product portfolio as a whole.

This third option can be combined with either of the two described above. In fact, an MFI can
integrate product managers into any structure it creates to manage product development.
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Doing so can help the institution maximize the value of its existing products and discern when

product diversification is a strategic solution to a challenge or opportunity.

1. Make it every employee’s responsibility to gather product development ideas as part
of their daily activities.

2. Manage diversification risks through a systematic product development process.
3. Screen product development ideas to identify those with the greatest potential.

4. Assign responsibility for product management, not just new product development.

Case Study: New Product Development at XacBank, Mongolia

The XacBank (pronounced “haas bank”) that exists today resulted from a 2002 merger
between X.A.C. (“Golden Fund for Development”), a UNDP MicroStart project which
financed micro entrepreneurs, and Goviin Ekhlel (G.E.), a Mercy Corps project which
provided SME loans to small businesses. As of December 2008, the Bank offered more
than 30 different financial products and had approximately 63,000 borrowers and
230,000 depositors.

The first product development strategy followed by X.A.C. and later XacBank was to
determine in general terms what clients wanted and to try to provide it. Market research
consisted of talking to some potential or actual clients and brainstorming among staff.
Start-up, growth and consumption loans were developed in this manner and are still very
popular products. However, as the range of products and services expanded, this strategy
encountered constraints, which led XacBank to adopt a more deliberate approach to
product development.

XacBank understands the importance of first mover advantage. Management knows that
if they can get a new, innovative product to market first, they have a good chance to instil
customer loyalty. According to XacBank, the products in which they were the first mover
have proven successful. Examples include innovations such as the financial leasing
product, children’s savings (“Future Millionaire”) and long-term savings (“Age Grace-
fully™).

If one cannot be the first to market with a product, the sooner one develops a copy-cat
product, the less of an advantage there will be for the first-mover. Recently, XacBank has
copied successful products of its competitors in order to maintain market share. At first
glance, a strategy of copying other bank’s products offers several advantages. The bank
can save itself the expense of doing market research and can save time by shortening the
product development cycle because the product is already designed and conditions are
well established.

In developing a copy-cat remittance product, for example, XacBank conducted sales
analysis instead of demand analysis because it believed that other banks had already
demonstrated the demand. Research included an analysis of the number of transactions,
the size of transactions and fee income earned by providers of both Money Gram and
Western Union services. Bank staff acquired this data through market intelligence and
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analysed it to estimate the level of profit to be earned from each service, which led to its
decision to offer Money Gram remittance services.

The diagram below shows the new product development process at XacBank as
described by staff of the Strategic Planning and Marketing Department in 2005. Once a
new product is designed, it is “tested” by being implemented in one branch for approxi-
mately two months. If no major problems occur, the product is rolled out.

DESIGN
PROTOTYPE

CONCEPT
DEVELOPMENT H )
K

EMPLEMENTATlOlq
& DELEGATION u-

This case study was adapted from:

» McGuiness (2005).

Recommended Reading

» Brand, M. 1998a. New product development for microfinance: Evalnation and preparation,
Microenterprise Best Practices (MBP) Project, Technical Note Number 1 (Bethesda,
MD, MBP Development Alternatives Inc., USAID), at:
http:/ /www.microlinks.org/ev02.php?ID=7478_201&ID2=DO_TOPIC.

» Brand, M. 1998b. New product development for microfinance: Design, testing and launch,
Microenterprise Best Practices (MBP) Project, Technical Note Number 2 (Bethesda,
MD, MBP Development Alternatives Inc., USAID), at:
http:/ /www.microlinks.org/ev_en.phprID=7477_201&ID2=DO_TOPIC.

» Brand, M. 2001. The MBP guide to new product development, Microenterprise Best Practices
(MBP) Project (Bethesda, MD, Development Alternatives Inc., ACCION, USAID), at:
http://www.microlinks.org/ev_en.phprID=7501_201&ID2=DO_TOPIC.

» Brand, M. 2003. Market intelligence: Making market research work for microfinance (Boston,
MA, ACCION), at: http://publications.accion.org/publications/InSight_7__162.asp.

45



2 Managing Product Development

» Churchill, C.; Costner, D. 2001. CARE's microfinance risk management handbook (Atlanta,
GA, CARE).

» Cooper, R. G.; Edgett, S. J. 1999. Product development for the service sector: Lessons from market
leaders (Cambridge, MA, Perseus Books).

P Deutsche Gesellschaft fiir Technische Zusammenarbeit (GTZ). 2000. A risk management
[framework for microfinance institutions (Eschborn, GTZ, Division 41 Financial Systems
Development and Banking Services), at:
http://www.gtz.de/en/dokumente/en_risk_management_framework_for MFLpdf.

P Nelson, C.; Garber, C.; MkNelly, B.; Lippold, K.; Edgcomb, E.; Horn, N.; Gaile, G.;
Beard, B. 2000. Learning from clients: Assessment tools for microfinance practitioners
(Washington, DC, USAID, AIMS, SEEP Network), at:
http:/ /www.seepnetwork.org/Resources/646_file_aimstools.pdf.

P Pikholz, L.; Champagne, P.; Mugwang’a, T.; Moulick, M.; Wright, G.; Cracknell, D.
2005. Institutional and product development risk management toolkit (Nairobi, MicroSave,
Shorebank Advisory Services), at:
http://www.microsave.org/toolkit/institutional-and-product-development-risk-manage
ment-toolkit.

» Wright, G; Brand, M.; Northrip, Z.; Cohen, M.; McCord, M.; Helms, B. 2001. Looking
before you leap: Key questions that should precede starting new product development (Nairobi,
MicroSave), at:
http://www.microsave.org/system/ files/Looking Before_You_Leap.pdf.

46



Preparing for Diversification

Developing New Markets

“Research has demonstrated that the range of clients currently using microfinance services is
limited, concentrated in a population that ranges from 40% below to just above the poverty
line. This leaves a large population, both above and below this band, that is largely unserved.
At the same time, there are many within this band that do not access financial services.
They include those that self-exclude, including those who previously used MFI services but
now choose not to, and those who have been rejected by financial service providers. The
unbanked’ present a significant opportunity for those MELs who can discover how to market
the MFT’s services to this unserved population.” ~ Matul, et al. (2006a)

During the last three decades, MFIs have sought after similar market segments. They have
focused, for the most part, on serving the needs of microentrepreneurs in urban and
semi-urban areas. These markets are becoming increasingly competitive, however. Technol-
ogy 1s creating new delivery channels, and stakeholders of various kinds are pushing the
industry to fulfil more of its social and commercial potential. In response, MFIs are slowly but
surely exploring and expanding into new markets.

This is an important trend given that 50 to 80 per cent of the population in many counttries still
lacks access to formal financial services (World Bank, 2008). It is also a challenge for the
majority of MFIs that have not yet diversified into new markets or have done so with limited
success. As Part III of this book demonstrates, there are many underserved markets that pro-
vide expansion opportunities for MFIs. The issue is how to develop those new markets effec-
tively, particularly if it requires serving a different kind of customer than an MFI has served in
the past.

This chapter will briefly discuss the process of new market development and then explore
how MFIs can be more strategic about the way they use the process to select and develop their
new market relationships. It is divided into six sections:

The process of new market development

Understanding market segmentation

Creating effective market segments

Profiling a market segment

Selecting a target market

S A S e

Developing an outreach strategy

3.1 The Process of New Market Development

In many respects, the process of developing a new market is similar to that of developing a new
product. An MFI evaluates whether new market development is a strategic choice, it conducts
market research to determine which new market should be targeted, it designs a strategy for
delivering a portfolio of products to that market, and then it costs and tests its strategy before
full implementation. The major difference between the two is that in new market development
the MFT is developing a relationship, not a particular product or service (see Table 3.1).

47



3 Developing New Markets

In developing a new market, MFIs will sometimes decide that it is necessary to develop one or
more new products, but that is not always the case. Often they will be able to adapt their exist-
ing products, or the way they communicate and deliver those products, to make them useful
to the new customer group. The key to successful new market development is first under-
standing the financial service needs of the new market and then shaping a portfolio of finan-
cial (and perhaps, non-financial) services to meet those needs as effectively as possible.

Table 3.1 Comparing New Product and New Market Development

New Product Development New Market Development

Objective Creating a new product or service Serving a new group of customers
Product focus Single product Portfolio of products

Output for testing Product prototype Outreach strategy

Desired result Successful product Successful relationship

Source: Authors.

The arguments made in Chapter 2 for taking a systematic approach to product development apply
equally to market development. A systematic process will help MFIs manage risk — not only new
target market risk, but also strategic, communication, demand, financial management, delivery sys-
tems and many other risks. As shown in Figure 3.1, the process and the opportunities for manag-
ing risk begin with the decision to explore new market possibilities. If this decision is taken
deliberately and in line with an MFT’s overall business strategy, the new market development pro-
cess 1s much more likely to have the support and direction it needs to be successful.

Once a decision has been taken to explore the possibility of developing a new market, the
MFT can analyse information about new market options that has already been gathered by
staff and screen those options using the tools discussed in Chapter 2 to identify a few ideas
worth exploring in more detail. If information has not been gathered on an ongoing basis, or
if promising opportunities are not obvious, market research and segmentation can help an
MTFT to identify options. The process of identifying attractive market segments will be dis-
cussed in Sections 3.3 and 3.5 below.

MTFTs can explore several new market opportunities at once or one at a time. If a single market
segment clearly stands out as having the most potential, or if an institution’s resources are very
limited, it will usually make sense to explore one segment first and to make a decision about
whether or not to develop it before exploring other options. If an MFI has identified several
options and is unsure which one to pursue, it can explore multiple segments simultaneously.

In either case, the next step in the new market development process is to define and profile
the market segment(s) under consideration (see Section 3.4) and to analyze the opportunities
that the MFI can take advantage of by reaching out to each market, the threats it could face if
it attempts to serve that market, and the institutional strengths and weaknesses that would
help or hinder the institution’s ability to serve that market. In other words, the MFI should
conduct a SWOT analysis. On the basis of that analysis, it can then make a strategic decision
about whether it wants to move forward with the development of any of the market segments
being considered.
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If an MFI determines that it is not sufficiently strong or prepared to take advantage of oppor-
tunities in the market segment(s) it identified, it can put plans in place to strengthen its capac-
ity in order to pursue those opportunities in the future, or it can use market research and
segmentation to identify other opportunities that it might be able to take advantage of now
using its existing capacity.

Figure 3.1 New Market Development Process

Strategic decision
to explore new
markets

Has the MFI
already identified
attractive options?

segment the market
to identify expansion
opportunities

‘ YES
~
Profile market
segments(s)

4

N
[ Conduct SWOT and

= customer input
NO L Research and

risk analysis

¥

Strengthen
internal capacity

Will the MFI
develop any of
these markets?

or research
alternative
markets

‘ YES

Develop outreach
strategy

4

Test and revise
outreach strategy

4

Large-scale
implementation
and follow-up

Source: Authors.
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Once an MFI has selected the market it wants to develop, it will need to design and implement
an outreach strategy. There are four main issues that should be dealt with in that strategy:

1. What products will the institution offer to its new market?

2. How will the institution communicate the value that its products and services can offer the
new market?

3. What systems, processes or infrastructure will the institution have to adjust in order to
deliver its products to the new market?

4. How will the institution build a relationship with its new market?

This last point is particularly important and is what makes new market development some-
what more challenging than new product development. When a new product is being devel-
oped for an existing market, an MFI has established client relationships that it can leverage to
develop an appropriate product and to survive failure if the product does not perform as
expected. When developing a new market, an MFI may have existing products that it can try
to use to meet the needs of the new market, but its products may not be appropriate and the
lack of pre-existing relationships can make it difficult to determine what would be appropri-
ate. Furthermore, if an MFI takes its existing products to a new market and they fail to meet
customer needs, the MFI will have no pre-existing relationships to fall back on as it tries to
overcome the failure. New customers could easily lose interest and/or trust in the institution,
particularly if competitors offer them other options.

MTFTs tend to move rather quickly and informally through the new market development pro-
cess and it is precisely the speed and informality of their process that often leads to mediocre
results. The skipping or very brief treatment of steps described above can end up wasting
resources as institutions find new customers through trial and error rather than a systematic
targeting of customers that they are in the best position to serve. Similar to new product devel-
opment, the new market development process will benefit from pilot testing to check the
assumptions made during previous steps in the process and to revise the outreach strategy
before making large-scale investments in the new market. The rest of this chapter will explore
how MFIs can use market segmentation to select new markets more strategically and to craft
more cost-effective outreach plans.

3.2 Understanding Market Segmentation

Market segmentation is the process of dividing one’s current or potential customers into
smaller groups, or market segments, the members of which have at least one important char-
acteristic in common which sets them apart from other customers. For example, customers
with new businesses comprise a different market segment than those with established busi-
nesses; those who raise livestock fall into a different segment than those who sell goods in a
market; customers who need to finance unexpected expenses can be grouped separately from
those who secek to finance planned expenses, and so on. Indeed, there are dozens of ways to
carve a market into segments. Table 3.2 lists some of the more common options.
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Table 3.2 Market Segmentation Variables

Category Examples
Demographic gender, ethnicity, age, household size, education, religion, level of income, source
of income (salaried, self-employed, pensioner, remittances)
Geographic location, population density
Firmographic number of years in business, number of employees, sector, growth trends,

business revenue or assets

Psychographic likes and dislikes, values, attitude towards risk, attitude towards saving and
financial planning, reason for starting a business (survival, aspiration)

Behavioural usage frequency; usage intensity (average size of loan or deposit); user status
(ex-client, potential client, first-time user, regular user, number of loan cycles
completed, number of years as a client), use of other financial services (both

formal and informal)

Benefit sought low price, high quality, excellent service

Source: Adapted from Frankiewicz et al., 2004.

Market segmentation is a critical tool for both product and market development. There are
two main reasons for this. First, it can help MFIs to better understand the diversity and com-
plexity of the market they are trying to serve. Most MFIs define their market in broad terms
such as “economically active poor” or “low-income communities,” but not all economically
active poor want or need the same things. They are active in different economic sectors. They
have varying levels of tolerance for risk. They have distinct priorities when it comes to mini-
mizing financial, transaction and opportunity costs. By dividing a broad target market into
smaller segments and researching the characteristics of these different groups, MFIs can iden-
tify opportunities for developing new products or adapting existing ones to better serve the
needs of each group. For example:

® In Jordan, once Microfund for Women began analyzing its service delivery to rural and urban
customers separately, it was able to put in place a monthly repayment schedule for rural clients
that increased credit officer productivity without increasing loan losses. The monthly repay-
ment scheme was not attractive in urban markets where borrowers had weekly cash flows and
the competitive environment made more frequent follow up necessary.

® In Pakistan, Kashf Foundation segmented its current customers on the basis of monthly
disposable income to estimate what percentage would be eligible for larger loans using an
individual lending methodology. When it launched its individual loan product, it targeted
one segment in particular (McCarty, 2007).

® In Poland, Inicjatywa Mikro segmented the unbanked population within its area of opera-
tion using variables related to exclusion (were clients excluding themselves or was the MFI
deeming them ineligible and why). It then developed outreach strategies for attracting two
of the five segments it identified (Matul et al., 2006a).

® Inthe Dominican Republic, ADOPEM segmented its market into four income categories
to determine what type of savings products to develop when it converted from an NGO
to a bank. It ultimately developed three products: passbook savings, programmed savings
and certificates of deposit, and marketed these products differently to different segments
(McCarty, 2007).
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The second reason market segmentation is important is its ability to help MFIs make more
efficient use of their resources. Once an institution divides its market into segments and
understands the characteristics of those segments, it can focus its resources on meeting the
priority needs of the segments it most wants to serve or is in the best position to serve. This
can enable the MFI to increase its impact and/or decrease its risk. It can also help the MFI to
increase its competitiveness by using its resources to provide more of what certain segments
value than the competition.

® In South Africa, researchers used market segmentation to understand the characteristics of
users of a category of basic bank accounts known as “Mnazi” accounts. After determining that
young people (ages 16-25), those with a predictable income stream, and those with a positive
attitude towards savings and money management were more likely to use an Mnazi account,
they segmented all poor, unbanked households in South Africa using these three variables to
identify and then profile the market segment that was most likely to adopt the product in the
future. This profile was used to design an outreach strategy (Porteous et al., 2008).

® In Bangladesh, BRAC segments its market to find the poorest areas and the poorest peo-
ple living within those areas to participate in its Challenging the Frontiers of Poverty
Reduction (CFPR) programme (see Chapter 14). Its targeting process helps ensure that its
limited resources are channelled to the customer group it most wants to serve.

® In Morocco, when Al Amana segmented its customers on the basis of net profit and growth
potential in preparation for the launch of an individual loan product, it identified vast differ-
ences in the gender balance of different segments. The segment least likely to qualify for an
individual loan was predominantly female (70 per cent), whereas the segment most likely to
qualify was predominantly male (84 per cent). The research results alerted Al Amana to the
need for it to find ways to balance the growth of its individual loan product with its commit-
ment to serving both low-income women and men (Dellien et al., 2005).

If an MFI wants to serve a broad market, such as “low-income communities,” market segmen-
tation can help it spend its limited resources more wisely to meet the priority needs of different
groups of customers in those communities rather than trying to meet all customers’ needs in the
same way. As shown in Figure 3.2, if an MFI divides its target market into segments and spends
the same amount of money delivering its products to each segment, but uses its resources to
deliver the product portfolio in a way that responds to each segment’s priorities, then without
increasing its budget it can give each market segment more of what it wants.

To provide a very simple example, if customers in urban areas want to receive product infor-
mation in writing but 65 per cent of customers in rural areas are illiterate, an MFI could spend
part of its marketing budget printing brochures for distribution in urban areas and part of its
budget on local radio advertisements in rural areas. By communicating with its urban and rural
market segments via different channels, the MFI’s product delivery would be more cost effec-
tive than if it tried to communicate with all customers using only brochures or only radio or
both channels everywhere.

In general, an MFI’s promotional campaigns will be more successful if they speak directly to one
type of customer rather than trying to speak to all customers at the same time with the same
message. Once an MFI segments its market, it can craft tailor-made messages for each segment
that communicate the particular benefits that a product or service can bring to that segment.
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Figure 3.2 Increasing Value through Market Segmentation

Segment

Source: Authors.

In Table 3.3, MicroSave demonstrates how the features of one product can be described suc-
cinctly yet differently to four market segments by focusing on the different reasons for which
customers in those segments would want to use the new product. For clients that already have
a savings account with the institution, the message highlights how much faster the new
card-based savings product is than the current paper passbook product. For institutions, it
focuses on the faster salary processing made possible by the product, while for petty traders it
emphasizes how little time clients will have to be away from their businesses in order to use
the product.

Table 3.3 Different Messages for Different Markets

Target Market Key Message

Existing Passbook Account Holders “The Premium Fast Account is Faster, Safe, Easy and Earns
Interest”
Institutions “You can process salaries through this account and your staff

will have fast, safe, easy access to their money”

Petty Traders “Why spend time away from your business? This account is fast,
safe, easy and earns interest ... and has a minimum balance of
only Tshs.5,000"

Savings Groups “Keep your money safe in this fast, easy access account that
earns interest for your group”

Source: Frankiewicz et al., 2004.

Through market segmentation, MFIs can make delicate trade-ofts between price, quality and ser-
vice for each segment in response to its priorities, thus increasing the value that the institution’s
products offer each segment. An MFI could, for example, offer the same basic savings product at
two different interest rates: one for clients who come to the MFI to make deposits themselves and
one for clients who prefer to have the MFI come to them to collect the deposit.
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One more way that market segmentation can help MFIs allocate resources more efficiently is by
identifying areas of institutional strength and weakness, which can then be targeted for expan-
sion or improvement. When Microfund for Women began analyzing its rural and urban perfor-
mance data separately, for example, it uncovered weaknesses in its rural operations that had
previously been hidden by its successful urban operations. Market segmentation enabled it to
detect and correct significant fraud and credit risks that threatened its rural lending programme.

3.3 Creating Effective Market Segments

The process of creating a market segment is relatively easy. All an MFI has to do is choose one
of the variables in Table 3.1 and divide its customers into categories as defined by that vari-
able. It can define the categories up front (known as the @ priori method) or it can use statisti-
cal analysis techniques to create categories based on how customers actually cluster in relation
to that variable (known as the post hoc method). For example, using age as the segmentation
variable, an MFI could create five age categories of 20 years each (0 to 19 years, 20 to 39 years,
40 to 59 years, 60 to 79 years; and 80 years or more) and divide customers into segments based
on their age. This would be an application of the a priori method.

Alternatively, an MFI could research the ages of its customers and organize them into seg-
ments based on the way they naturally cluster. For example, there may be no customers in the
age category 0 to 15, relatively few customers above age 55, and several clusters between the
ages of 15 and 55 divided roughly along generational lines. In this case, an MFI might define
four age group segments using the post hoc method as follows: 15 to 24 years; 25 to 34 years; 35 to
49 years and 50 years or older. An example of post hoc segmentation at Kashf Foundation in
Pakistan is provided in Table 3.4. In this case, customers were segmented on the basis of net
business income and three segments of approximately the same size were created, represent-
ing 30 per cent, 35 per cent and 35 per cent of Kashf’s total client base respectively.

Table 3.4 Segmentation at Kashf Foundation, Pakistan

Net Business Income Segment 1 Segment 2 Segment 3
(Rupees) < 2,500 2,500 - 6,000 > 6,000

Average Business Net Income 1,145 4,096 15,142
% of Cases 30.5% 35.2% 35.3%
Average Total Assets 30,347 60,802 69,667
Average “Other Family” Income 6,651 5,230 6,425
% Net Business Income / Total 19% 53% 71%
Family Income

Average Family Expenses 5,794 5,971 9,963
Average Family Surplus 2,002 3,355 11,604
Average Loan Amount Disbursed 11,574 12,306 13,432
Average Monthly Loan Instalment 800 1,231 1,343
% Instalment / Family Surplus 107% 43% 17%

Source: McCarty, 2007.
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Although the creation of a market segment is relatively easy, the creation of an effective mar-
ket segment is not. Of all the variables that an MFI could use to segment its market, which
should it use? And how many segments should it create?

In general, an effective market segment will be:

® [dentifiable. The customers in the segment will have at least one characteristic in com-
mon that makes them easy to identify. They will be similar enough to each other that they
can be identified as a group.

® Differentiable. There will be something unique about the segment that distinguishes it
from other segments.

Measurable. 1t will be possible to measure the size and characteristics of the segment.

Substantial. The segment will be large enough, profitable enough or important enough
to make it worth paying special attention to.

® Accessible. 1t will be possible to reach the segment.
® Actionable. 1t will be possible to formulate a plan to attract and serve the segment.
® Stable. The segment is likely to exist in the foreseeable future.

If an MFI chooses a variable and defines segment categories in a way that divides customers
into three groups which have 5, 50 and 5,000 members respectively, the segmentation will not
be effective because two out of the three groups are too small to be substantial, and the third,
with 99 per cent of all customers, is not actionable. There is little to be gained by focusing on
that group separately from the total population of customers. There is also likely to be a high
level of heterogeneity within the third group that will make it difficult for the MFI to identify
common needs and priorities among its members.

In general, the more segments an MFI creates, the more similar it can make the members of
each segment. However, the more segments it creates, the more difficult it becomes for the
MFT to manage all the segments it has created. A general rule of thumb is that unless a market
can be divided into at least three sizeable groups, the advantages of segmenting are not cost
effective over a general market approach, while targeting more than seven segments at the
same time is not practical (MarketVision Research, 1998).

When it comes to the selection of appropriate segmentation variables, experts generally agree
that the process is more an art than a science. There is no easy answer to the question of which
variable is best. In fact, the same institution is likely to choose different variables at different
points in time depending on the reason for which it is segmenting its market.

In the context of new market development, there are two main reasons for which an MFI might
want to segment its market: 1) to identify what options for expansion exist; and 2) to identify
how to serve a potential new market most effectively. In both cases, MFIs can begin the search
for appropriate segmentation variables by identifying ways in which their new market is likely to
be different from their existing markets. For example, if an MFI wants to find a way to reach dif-
ferent types of customers in its existing areas of operation, an important point of difference is
the fact that those customers are not currently using the MFI’s services. To find opportunities
for expansion, an MFI could research why non-customers in its catchment area do not use its
services and segment them according to the reason given. It could then explore which of the
segments have needs that the institution might be able to do something about.
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If an MFI wanted to reach customers outside of its existing areas of operation, then one
important point of difference would be the geographic location of the new market. It could
divide the national market into geographic segments and then compare the attractiveness of
the various segments on the basis of such factors as population density, level of competition,
available infrastructure, exposure to weather-related risk, and so on.

Even when using market segmentation to determine how to serve a new market effectively, an
MFT can start by identifying the likely points of difference between the markets it currently serves
(and presumably already knows how to serve effectively) and the one it wants to serve. For exam-
ple, is the new market more rural? Is it more conflict-affected? If it is more rural, the new market’s
economic activities are likely to be significantly different from the old, so dividing customers into
segments based on economic activity would enable the MFI to identify segments with needs that
are similar to markets it already serves and to understand better the needs of segments with which
itis unfamiliar (see Chapter 20). If the new market is more conflict-affected, potential clients’ rela-
tionship to the conflict might be a useful segmentation variable. By exploring the needs of demo-
bilized soldiers, refugees, inhabitants who remained in the community during the conflict and
returnees separately, an MFI will better understand the range of financial needs that exist and how
it might need to adapt its product offering to meet those needs (see Chapter 18).

Kotler and Keller (2006) recommend choosing the variable that is most critical to one’s business.
In other words, what is it that most influences customers’ purchase decisions? For MFIs, the
answer to this question might be customers’ income level, the size of their business, or the type of
benefit they seek. Benefit segmentation is often a good place to start because, after dividing poten-
tial customers into groups according to what they want most from a financial service provider, an
MFT can choose to develop those segments that want what it is well-positioned to provide.

Even with the above guidelines, MFIs will have many options when it comes to the selection
of a segmentation variable and it will not necessarily be obvious which to choose. Matul et al.
(20062) suggest that MFIs hold a brainstorming meeting with members of their outreach
innovation team to create a list of different ways that customers could be divided into groups
and then to jointly decide which would be best. This approach is attractive for at least two rea-
sons. It would foster creativity and encourage new ways of looking at the market. It would
also bring a variety of experiences and perspectives to bear on the selection decision.

When choosing a segmentation variable, it is important to make a choice that can be
operationalized. For example, an MFI might determine that “attitude towards risk” is the vari-
able that best explains customer purchase behaviour, followed by “age”. Despite the explana-
tory power of the “attitude towards risk” variable, loan officers and branch managers might
find it difficult to quickly determine whether they are talking to a client from Segment A or
Segment B if the variable they are trying to analyse is “attitude towards risk”. If they cannot
place a client into a segment, then they cannot use their understanding of different segments’
profiles to help them serve that customer effectively.

It might be more effective for the MFI to segment clients according to the next-best variable
(“age”) because it is relatively easy for staff to determine into which age group a potential cli-
ent belongs. Staff can then use their knowledge of that segment to quickly identify the portfo-
lio of products they might recommend to the client, or the strategy they might use to
communicate the value of a particular product. MFIs that are more experienced with segmen-
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tation might want to use “attitude towards risk’ as their segmentation variable, but the result-
ing segments must be defined and described clearly enough that staff can understand and use
the segmentation to help them sell and support the MFIs’ products.

3.4 Profiling a Market Segment

Once market segments have been created, an MFI needs to understand the characteristics of
each one so that it can decide which segments it will target and how it can best reach them.
The process of recording and analyzing the characteristics of a particular group of people in
order to identify them as a group is called profiling.

MFTIs can choose to include any characteristics they wish in their profile of a market segment.
The same kinds of variables that were used to divide customers into segments can also be used
to describe the characteristics of customers in a particular segment. For examples, see the par-
tial profile in Table 3.5 and the ADOPEM case at the end of the chapter.

Table 3.5 Partial Profile of Mzansi First Time Users

Age 16-29 years (62%)
30-54 years (36%)
Rural 42%
Source of income Formal employment (20%)

Government grant (36%)

Attitudes Believe savings accumulate (72%)
Try to save regularly (55%)
Sacrifice to save (46%)

Work to a budget (55%)

Don’t trust informal groups (42%)

Source: Adapted from Porteous et al., 2008.

Since the amount of information that could be presented in a segment profile is significant,
MFIs may want to create an initial profile for each of the market segments they are consider-
ing targeting and then construct a more detailed profile later for only those segments that they
actually choose to develop. The initial profile should contain the kind of information that will
help the MFI decide whether it wants to target that segment. It should provide some indica-
tion of the size of the market and how difficult or costly it will be for the MFI to reach it. One
of the most important variables to include in an initial segment profile is a description of what
the segment values — the benefits sought by its members, or the expectations that they have of
financial institutions (see Table 3.6 for an example). This information will be critical to an
MFT’s decision about whether it is in a position to serve that segment effectively.
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Table 3.6 Expectations in Segments at Inicjatywa Mikro

Segment Expectations about Credit Providers

Helpless Starters Opportunity to get credit (simple documentation, lack of credit history)

Active Starters Eligibility for credit (lack of credit history)
Short processing time (they want their idea to come to life quickly)

Survivalists Opportunity to get credit (lack of credit history)
Processing time (otherwise they may go bankrupt)

Close personal relations with loan officer (they want to discuss their problems)

Potential Winners Simple documentation required
Processing time (otherwise they may go bankrupt)

Close personal relations with loan officer (they want to discuss their problems)

VIPs Bigger loan size (they make large investments)
Low price (they have the chance to negotiate it)
Flexible collateral (they have assets to pledge)

Credible brand (they do not want to waste their time checking out an institution
and they care about prestige)

Source: Matul et al., 2006a.

Although there is no standard format for a segment profile, MFIs may want to consider the
one presented in Table 3.7 because it guides institutions to gather the kind of information that
they will need to assess each segment’s attractiveness (see Section 3.5 below).

Table 3.7 Profiling Market Segments

Segment A Segment B Segment C

Basic descriptive variables (demographic,
geographic, firmographic)

Current use of financial and non-financial
services

Attitude towards financial services

Expectations or benefits sought

Opportunities in the segment (What
makes this segment attractive to our
MFI1?)

Threats in the segment (What makes this
segment unattractive or risky for our
MFI1?)

Institutional strengths (What does this
segment expect that our MFI can offer?)

Institutional weaknesses (What does this
segment expect that we cannot offer?)

Source: Adapted from Matul et al., 2006a.
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Market research will often be required to develop both the initial segment profile as well as the
detailed segment profile that ultimately informs an MFI’s outreach plan. Since this research
will carry a price tag, institutions are advised to draw from the information they already pos-
sess, or can easily acquire from external sources, before developing a plan to gather additional
information through primary research. An MFI’s database is an excellent source of insight,
patticularly if its management information system has data mining capabilities.’> National
household surveys are another valuable source of information and can usually be accessed
with ease even if an MFI does not yet have a copy in-house. One type of survey that is produc-
ing particularly useful data is FinScope, which focuses on financial needs and usage at a
national level (see Box 3.1).

Box 3.1 FinScope

FinScope™ is a nationally representative

study of consumers’ perceptions on finan- s e Epe, Tomi | e G0, | “f, v;“-f"i ity

H i i 1 1 LSM 3-4 (32%4). E C: Matal
cial services and issues, which provides %) Meamelongs 0% atoop ). Norirem
Cape [31%5), North West [2796], Live in 2 hostal (4131

insight into how consumers source their
income and manage their financial lives.
It explores who is using what financial
products, who is not using them and why.
One of the ways it does this is through the
Financial Services Measure (FSM), a seg-

No formal education [33%), Some primary/primary
completa [27%), Student/echolar [33%)

Average ncome: R420, Government old age pension
(29%], Pensioner/retired [25%). Btudent/learner (33%)
Unemployed [(329)

. . Financi II. excluded [42%), Previously banked (40%)
mentation model that measures five Newer 42041, Do horrow (2366 Leact
broad components: 1) financial penetra- i iofow neners (54
tion (usage of formal and informal finan- Dpinon st o decisions, (3951 Mod v ofpubl
cial products and services); 2) physical s S Gwlinge (3896 Lev o asmes (3196, N
access to formal financial institutions B Wit ehlor (3%, Gone WA Toos (3136,

Gone without medicine [31%)

(distance and time); 3) financial disci-
pline; 4) financial knowledge and control; and 5) connectedness and optimism (quality
of life, future outlook, self-esteem).

The model classifies a person into one of eight “tiers” (or segments) for each of these
components. The results are used to develop a profile for each tier and usage profiles for
specific products, as well as to analyse changes in each of the model’s component areas
over time. A summary of the 2006 profile for FSM Tier 2 in South Africa is shown above.
To see how the FSM calculator works, visit http://www.finscope.co.za/technicaloverview.html.

Once an MFT has analyzed existing information about its target market, additional research
will be very helpful for filling knowledge gaps, testing the institution’s assumptions, and
obtaining more accurate estimates about the size of the segment and its demand for specific
products or features. This step of the process is critical to the effective management of new
target market risk — the possibility that an MFI will not fully understand the needs of the new
group of customers it wants to serve due to invalid assumptions based on experience with
past customers.

> Data mining is the process of identifying significant correlations, patterns and trends that are hidden among
the wealth of information in the database, through a combination of statistics, mathematics, and recognition
of patterns (Teskiewicz, 2007).
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3.5 Selecting a Target Market

If an MFI segments its market using just two variables, it will easily identify between four and
nine market segments. This does not necessarily mean that it should target each of these seg-
ments with a special marketing plan. Particularly in the case of new market development,
which is risky and can be expensive, MFIs should focus their resources on the one or two seg-
ments in which they believe they can create the most value. Guided by the definition of suc-
cessful product diversification presented in Chapter 1, this means that institutions need to
seek out the segments that they are in the best position to serve, both from the customers’
perspective and from their own perspective.

To accomplish this objective, McDonald and Dunbar (2004) recommend scoring each mar-
ket segment on the basis of: 1) how well it meets the MFI’s requirements; and 2) how well the
MFI meets the segment’s requirements. An MFI can make a list of its own priorities (for
example, profitability, growth, low-risk outreach, or reaching those who have no access) and
create a scoring model such as the one presented in Chapter 2 to rate the degree to which each
segment can help it achieve those priorities. The score earned by each segment indicates how
attractive that segment is to the MFI. A second scoring model can be created to rate the MFI’s
ability to meet the needs of customers in each segment. In this case, scores indicate the MFI’s
degree of competitiveness in each segment. Plotting the results in a chart like the one in Figure
3.3 can help an MFI identify which segment(s) it might want to target.

Figure 3.3 Comparing New Market Options

Relative company competitiveness
High Low

High
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Segment
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Source: McDonald and Dunbar, 2004.

In this example, the institution is well-positioned to meet the needs of Segment 1, but that seg-
ment will not generate many benefits for the institution, or it will do so at a relatively high cost
compared to Segment 2. By contrast, Segment 2 is extremely attractive to the institution, but the
institution is not well-positioned to meet the segment’s needs. Any benefits it obtains from
developing that market are likely to be short-lived, if it is able to capture benefits at all given the
competitive environment. Of these two options, one might argue that Segment 1 is the better
choice, as the segment is larger (indicated by the size of the circle) and customer loyalty is more
attainable. As long as the segment can meet the MFI’s minimum requirements, it may be worth
developing. To understand how attractive a market must be in order for an MFI to be willing to
purse it, a must meet/should meet screening test (see Chapter 2) can be helpful.
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AP

Obviously, the segments most worth targeting will be the ones that are found in the upper left
hand corner of Figure 3.3 because it is in those segments that the MFI has the greatest poten-
tial to generate value for itself as well as for customers. Perhaps the most strategic choice for
this institution is to not enter either segment until it can improve the value proposition for
customers in Segment 2 or find ways to serve Segment 1 at a lower cost or risk.

Matul et al (2006a) recommend a similar approach, but use a single scoring model and no
chart (see Box 3.2). Like McDonald and Dunbar, they looked at both the customers’ perspec-
tive (represented by the demand selection criteria) and the MFI’s perspective (represented by
the supply selection criteria) to calculate a total score. They analysed the opportunity to realize
the institution’s social mission separately. As a result of their analysis, Inicjatywa Mikro
decided to target two segments. It targeted the Survivalists in an attempt to secure long-term
growth and ensure that its social mission would be fulfilled, and it targeted the Potential Win-
ners in order to mitigate short-term risks and ensure its financial viability.

Matul and his colleagues focus on the need to identify the segment in which an MFI has great-
est advantage over its competitors. This emphasis is useful, particularly for MFIs operating in
a competitive environment. Even in markets where there is little competition, MFIs will want
to enter the segments where they have a core competence that is valued highly by that seg-
ment. Otherwise, they may invest in opening a market only to have a competitor enter six
months later and easily attract their clients away by offering them something they value more.

Box 3.2 Scoring and Selection of Customer Segments at
Inicjatywa Mikro

The scoring exercise used a 6-point scale: O was the minimum (i.e., there is no possibil-
ity to attract the group at all); 5 was the maximum (i.e., there is a very high possibility of
attracting the group). To explore long-term business opportunities, demand and supply
considerations were taken into account. The impact of the segment on the MFI’s social
objective (i.e., the possibility of realizing the MFI's mission) was scored using a binary
scale.

Helpless Active Potential

Selection criterion starters starters Survivalists winners VIPs

Demand

Segment size 3 1 4 3 1
Willingness to use and pay 1 2 4 2 2
Supply

Potential to attract 2 3 3 3 1
Potential to retain 3 1 4 2 1
Total score 9 7 15 10 5
Opportunity to realize 1 1 1 0 0

social mission

Source: Matul et al., 2006a.
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To identify its competitive advantage in specific segments, an MFI can ask itself a series of
questions:

1. What do customers in this segment care about?
2. What are their most important expectations?

3. Which of these expectations is the competition meeting well (or would it be able to meet
well if it entered the segment)?

4. What are we good at?
5. Can we use these competencies to meet any of this segment’s top priority expectations

better than the competition? What can we offer customers in this segment that would
make them want to enter into a relationship with us and stay in a relationship with us?

If an MFI has difficulty answering the last question for certain segments, it can remove those
segments from consideration as opportunities for expansion. It can then compare responses
to the last question across the remaining segments. Does the MFI have much more to offer
one segment than others? Which of its competitive strengths would be most difficult for oth-
ers to imitate? The segments that value what the MFI can offer most uniquely will be the seg-
ments in which the institution has the greatest competitive advantage.

An MFI’s decision about which, if any, new market to target for development should be
informed by its mission and business strategy, its institutional SWO'T analysis (see Chapter
24) and the SWOT analyses conducted for each market segment. This should include an
assessment of the risks the MFT is likely to face if it enters each new market segment (see
Chapter 2). Would the institution be able to effectively manage those risks?

If an MFI does not find a viable market segment to develop as a result of its first segmentation
attempt, it should not be discouraged. As noted previously, there are dozens of ways that
MFIs can segment their current and potential customers. If the first attempt does not identify
a new market development opportunity, an MFI can choose a different segmentation variable
and try again.

3.6 Developing an Outreach Strategy

Once an MFI has identified a segment that it wants to target, it will have to come up with a
plan for how it will reach and attract that market. As mentioned in Section 3.1 and summa-
rized in Figure 3.4, an MFI’s outreach strategy should have four main components: 1) a defini-
tion of the products and services that will be made available to the new market; 2) a plan for
communicating the value that those products and services offer the new market; 3) a plan for
adjusting systems, processes and/or infrastructure to deliver products and setvices to the new
market; and 4) a plan for building a relationship with the new market.

Figure 3.4 Four Components of an Outreach Strategy
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Source: Authors.
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The starting point for developing an outreach strategy for a new market is an understanding
of why that market is not currently using the MFI’s services. Is it because the MFI previously
refused to serve that market or is it because the members of that segment have chosen not to
use the MFI’s services? If the segment has access to the MFI’s services but chooses not to use
them, why does it not use them? Some of the possible answers include:

Lack of awareness (consumers do not know what the MFI has to offer);

Lack of understanding (consumers do not know how to use the MFI’s services, or finan-
cial services in general);

® Inappropriate design (product features do not match consumers’ needs, for example, the
repayment schedules offered do not match their cash flow);

® Access is unaffordable (product prices or the costs incurred to access the MFI’s services
are too high);

® Access is unattractive (competitors offer better service, or the psychological costs of using
the MFI’s products outweigh the benefits)

This understanding is an important starting point because the strategies for reaching out to
customers who lack awareness are quite different from the strategies for reaching out to cus-
tomers who know the MFI and understand its products and services, but choose not to use
those services because they find access unaffordable. Once an MFI understands the source of
the “problem,” (in other words, why a relationship with that market has not developed in the
past) it can look for ways to solve the problem.

If the market that an MFI decides to target has different reasons for not using the institution’s
services, the MFI could segment that market again to create smaller groups, each of which it
could try to reach with a different outreach strategy. Alternatively, it could choose to target
one or two groups at a time, starting with the largest group, or the ones that it can reach most
quickly or cheaply.

In the Ukraine, for example, Matul et al (2006b) used segmentation first to identify the poten-
tial market for microinsurance, and then to divide the largest segment into smaller segments
using “attitude towards insurance”, “willingness to buy”, and “reasons for rejection of the
product concept” as the segmentation variables. Once sub-segments had been defined, differ-
ent strategies were designed to overcome the priority concerns of each (see Table 3.8). Since
low-income households were located mostly in Segments B, E and F, the provision of insur-

ance education was identified as the strategy most worth pursuing.

Although the Ukrainian example focuses on a single type of product, a similar approach could
be used to identify priority initiatives for an outreach strategy that is designed to increase a
market segment’s willingness and/or ability to access an MFI’s overall product portfolio. The
initiatives may focus on one or more of an outreach strategy’s four main components, each of
which is briefly discussed below.
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Table 3.8 Strategies for Sub-segments in the Market Development Zone

Segment Description Strategy for Reaching this Segment
A Seeing the value but This group is interested in Supply system reform
hesitant insurance but because of
distrust is hesitant
B Not understanding This group rejects the idea of | Insurance education
insurance insurance because they do provision

not get anything back when
nothing happens

© Excluded by product The product features are not Product delivery innovation
features adapted to this group
D Not seeing value for price Interested in insurance but Product delivery innovation

want a lower price

E Distrustful Do not trust insurers and are | Supply system reform
sceptical about whether
insurance can work in

Ukraine
F Expressing no need This group believes that they | Insurance education
do not need insurance provision

Source: Matul et al., 2006b.

Product Strategy

As noted in Chapter 1, MFIs may choose to enter a new market with a core set of products or
with their entire product offering. They may decide to develop a new product that specifically
meets the needs of the new market, or simply adapt the products that already exist. The deci-
sion about what products to offer a new market will be driven by the segment’s profile. What
are the priority needs of customers in this segment, and why have they not accessed the insti-
tution’s products to date? If lack of awareness is the barrier, then the MFI may not need to
make major changes to its product offering in order to enter the market. It can focus its out-
reach strategy on communication and promotion activities. If inappropriate product design is
the reason for which the segment has not entered into a relationship with the MFI, then
changes in the product offering will be mandatory.

Major issues about the relevance of the product portfolio to the new market segment should
have been raised as part of the process of deciding whether to enter the market. The segment
profile should have indicated if a new product would need to be developed, and the degree to
which an MFI is ready to develop that new product would have been factored into the deci-
sion about whether to invest in reaching the segment. By the time an institution gets to the
stage of defining an outreach strategy, it is simply clarifying what new product will be devel-
oped, by what team, with what budget and according to what timeline.

Communications Strategy

This part of the outreach strategy is important no matter what the reason for the MFI’s not
having served this market in the past. Somehow the institution must communicate what it has
to offer and why that offering is valuable to the particular market being targeted. The reasons
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for past exclusion will help focus the promotional campaign. For example, if a target market
has limited experience using formal financial services, then the MFI may want to include a
financial literacy component in its promotional strategy. If a market is highly competitive,
then the MFI’s sales campaigns will have to clearly explain what makes its product or service
better than that of major competitors. Strategies for adapting one’s promotional strategy to
the needs of a particular market are discussed in Chapter 23.

Delivery Strategy

The outreach strategy should describe how an MFI will deliver its product(s) to the new mar-
ket. It should also define a plan for adjusting the institution’s policies, procedures, partner-
ships, systems and infrastructure as necessary to implement that delivery. Even if an MFI is
not going to launch a new product, when it tries to take existing products to a new market it
may need to make changes in all major departments, for example:

® Human resources: Will new positions need to be created? Will new staff have to be hired
or can the responsibilities of existing staff be reorganized? Who will need training in the
new market’s characteristics and how will they be trained? Should the staff incentive
scheme be adjusted to reward outreach to the new market segment?

® Operations: Do additional service points need to be created? Is a new branch needed or
can people and/or technology be used to extend the reach of existing service points so
that the new market can easily access the MFI’s services?

® Information: What changes need to be made to the institution’s management informa-
tion system? Should these changes be made internally, or should they be outsourced?

® Finance: Does the MFI need to develop additional sources or types of capital to meet this
market’s cash flow and financing needs? Do systems need to be put in place to track the
profitability of this new market?

® Risk management: In what ways could this new market make the MFI vulnerable and
what policies or procedures might the institution want to put in place to limit its risk expo-
sure in these areas?

Regardless of whether an MFI is introducing new or existing products, it may find it helpful to
map its processes prior to expansion. It could then use those process maps as a tool for ana-
lyzing what might need to change, what risks those changes might create, and what new poli-
cies or procedures could be introduced to manage those risks. It could also use the maps as a
tool for communicating to staff which steps of an old process they need to change, or how a
new process should be carried out. The challenges of adjusting institutional infrastructure to
accommodate a more diverse product portfolio are discussed in more detail in Chapter 23.

Relationship Strategy

There is nothing automatic about establishing a relationship with a new market segment, par-
ticularly if that segment consists of a different type of customer than the MFI has served in the
past. Relationships are built over time, yet MFIs can reduce the amount of time that it takes to
build new relationships, and strengthen the bonds that are built early on, by making sure their
outreach strategy is designed to achieve the following:
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1. Get the new market’s attention. MFIs can design an initial marketing campaign that
directly responds to the reasons for customers’ lack of access in the past and articulates a
clear and compelling reason for them to enter into a relationship with the MFI in the
future. The campaign should stand out in a way that is attractive to the market, perhaps
through the use of colour, music, humorous characters, special language or even statistics.
What makes the campaign attractive will depend on the market’s characteristics. Since the
first campaign makes the first impression and it is impossible to know exactly how the
market will receive it, it is very important that MFIs test the messages and the appropriate-
ness of the delivery channels they want to use before launching their campaign to help
ensure that their communication will have the effect they desire.

2. Make it easy for customers in the new market segment to enter into a relationship
with the institution. MFIs can make account opening procedures as simple and clear as
possible, provide a delivery environment that is comfortable and welcoming, and have
mechanisms through which customers can quickly get their questions answered. In their
initial marketing campaigns, they can explain where and how customers can find more
information. They might even include a promotional offer to entice new customers to fol-
low up sooner rather than later, or they can plan ways to go to customers rather than wait-
ing for customers to come to them.

3. Deliver on initial promises. Actions always speak louder than words, so what an MFI
actually delivers in its first months of operation in the new market will demonstrate much
more than any marketing campaign. MFIs can design their outreach strategies so that they
promise only what the institution is sure it can deliver early on. They can also put control
mechanisms in place to ensure that those commitments are met and find ways to highlight
in the short-term when those commitments have been met. This will help build trust and
give customers something to talk about with others.

4. Provide excellent customer service. If something goes wrong during the early months
of the relationship with the new market, MFIs can make sure that customers have ways to
let the institution know. As part of their outreach strategy, they can put systems in place
that help ensure such problems are addressed; that action is taken to prevent them from
reoccurring; and that customers are informed about the actions that have been taken to
provide better service in the future. If the new market sees that the MFI is making a con-
certed and genuine effort to learn how to meet its needs, customers will be more willing to
wait and see what happens, and may even be willing to help the institution identify what
else it needs to do be successful in that market.

The difficulty of building a relationship with customers in a new market is one of the reasons
for which MFIs should screen their new market development options according to the degree
of competitive advantage that they bring to each. If an institution takes the time to get to
know what a particular market segment’s priorities are and it chooses to serve a new segment
because it knows it has the capacity to meet that segment’s priority need(s), then it puts itself
in a strong position to develop a successful relationship. The process of getting to know the
new customer group, asking for information and feedback, and being able to respond to that
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inputin a productive way will build not only trust and a belief that the MFI will listen, but also
confidence that the institution is capable of meeting the market’s needs. By contrast, if an
institution enters a market that it is not well-prepared to serve and it cannot respond produc-
tively to customer requests for better service or to competitive threats, then it risks losing
those customers as well as damaging its reputation.

Putting the Strategy Together

The format of an outreach strategy is no different from that of any other strategy. It should
include objectives, measurable indicators, activities, a budget, timeline and human as well as
financial resource allocations. The segmentation process will generate data (for instance, on
the size of the segment, its willingness and ability to pay for the MFT’s services, and so on) that
can inform an MFI’s assumptions about the resources required and result in more accurate
planning and cost/benefit analysis.

Once an MFT has defined its outreach strategy, it is always a good idea to pilot that strategy on
a small scale before rolling it out. Following the same logic as that explored in Chapter 2 with
respect to new product development, feedback received during the institution’s initial
attempts to reach the new market will suggest opportunities for improvement in other loca-
tions. Testing will help an MFT to refine its messages, adjust its management information sys-
tem, adapt training curricula, refine cash flow projections, and so on. If these changes can be
made while operations are still small in scale, they will cost less to implement and should make
subsequent expansion more successful.

With new product development, there can be significant pressure to reduce the amount of
time that it takes to get a product to market so that a competitor cannot copy an MFI’s idea
before it is fully launched. With new markets, however, the options are already there for com-
petitors to see. They can develop an unbanked segment anytime they like. What determines
success is not so much which institution reaches the market first (although there can be a first
mover advantage), but rather, which institution is able to develop a sustainable relationship
with that market. This means finding a way to meet the priority needs of customers in that
segment while also meeting the institution’s needs and establishing the expectation that the
services provided will continue to exist and improve over time.

With new market development, the argument for caution is even stronger than with new
product development. If an MFI gets a product wrong, it can always eliminate it and try again,
but if it enters a new market and gets the relationship wrong, it must either uproot all its infra-
structure and move to another market or it will have to try to develop something new on the
foundation of a weak relationship.

Thus, it is worth taking a systematic approach. The chapters in Part IIT of this book provide
numerous examples of outreach strategies that MFIs have developed to serve new markets
effectively. MFIs can learn from and be inspired by their experiences, both in terms of the
results that they achieved and the processes through which they were able to manage the risks
associated with new market development to achieve those results.
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1. In new market development, focus on developing a relationship rather than a partic-
ular product or service.

2. Use market segmentation to develop a product portfolio that responds to the target
market’s priority needs and preferences.

3. Profile new market segments to better understand their characteristics and avoid
making invalid assumptions based on experience with past customers.

4. Target those segments in which the MFI has greatest advantage over its competi-
tors.

5. The starting point for developing a new market outreach strategy is an understand-
ing of why that market is not currently using the MFI’s services.

Case Study: Market Segmentation at ADOPEM

ADOPEM in the Dominican Republic segmented its market on the basis of net household
income to inform the design of its savings products. It then created a profile for each of
the four segments it identified, one of which is summarized below:

Segment Description

Segment 1 is the lowest income segment, and therefore has the lowest savings capacity, but
it represents 74 per cent of ADOPEM'’s current borrower base. It also represents a RD$256
million (US$10.8 million) market that is largely unserved by any formal savings institution.

This segment saves small amounts on a daily basis and values liquidity and convenience
much more than it does the interest earned. It finds the transaction costs associated with
saving in a bank too high and values many elements of ROSCAs such as deposit collec-
tion, the commitment and the possibility of amassing a lump sum quickly. This segment
is the most loyal to ADOPEM because it has the fewest alternatives.

Best Savings Products to Offer

The most effective savings products for this segment are passbook savings and pro-
grammed savings. The segment is unlikely to be attracted to Certificates of Deposit given
the relatively high minimum deposits required.

Key Products/Service Design Features

® Convenience

® Pricing that appeals to ‘mindset’

® Saver incentives such as raffles, programmed savings
® Privacy

Attitudes

Members of this market segment generally distrust banks but also perceive MFls as an
unreliable place to save. They are optimistic and believe they can improve their situa-
tion. They are also very entrepreneurial and keen to find the highest return before invest-
ing their money. They have some loyalty to ADOPEM.
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Marketing Strategies and Tactics

To appeal to Segment 1, ADOPEM needs to: 1) demonstrate that the institution is trust-
worthy; 2) appeal to customers’ optimism and entrepreneurship; and 3) leverage existing
customer loyalty. It can meet these objectives through the following activities:

® Design Programmed Savings Products, for example, “Save to build a house in three
years” in order to appeal to customers’ entrepreneurship and optimism.

® Develop customer loyalty programs for clients who use ADOPEM for all their financial
needs.

® Promote ADOPEM as a solution to clients’ greatest challenges, in other words, health
care and education, to create a sense of security and assurance that ADOPEM is part
of the solution.

® Avoid gimmicky sales tactics such as coupons, lotteries, raffles, and so on to differen-
tiate ADOPEM from dishonest bank gimmicks.

This case study was adapted from:

> Murray (2005).
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MAKING MICROFINANCE WORK

Managing Product Diversification

Part 1l: Product Options

The next ten chapters of this book explore the different types of products
that microfinance institutions might want to include in their product
portfolio. Each chapter explores the characteristics and requirements of
one type of product using examples from MFls around the world to
illustrate variations in the way the product can be delivered. MFls that
have already defined their product development priorities will find some
chapters to be more immediately interesting than others. Yet, reading all
of the chapters in this section can be useful for several reasons.

First, it can increase awareness of the range of products that an MFI
might consider offering in the future. Many of the assumptions about what
is and is not possible in the world of microfinance have been challenged
in the last five years and product options that an MFI may have deemed
unviable in the past may now be feasible. Reading about adaptations that
others have made to products that an MFI already offers could inspire
ideas for expanding an existing product line or taking the product to a new
market.

Reviewing all the chapters in this section will also make it easier to
understand the recommendations that are made in Part || of the book,
which explores the combinations of products required by different market
segments and the challenges that must be overcome to deliver an
appropriate mix to each. Before considering these application scenarios, it
is useful to understand the basic design of each product in the mix and
the issues that must be managed to develop and deliver it successfully.

Finally, each of the product chapters discusses tools or delivery strategies
that can be applied to the content of other chapters. Chapter 4, for
example, discusses techniques for tackling the challenges associated with
voluntary savings, which are relevant to Chapter 5 on long-term savings
and micropensions. Chapter 6 compares the advantages and
disadvantages of individual and group lending methodologies, which can
be used to deliver the housing loans described in Chapter 7 as well as the
emergency and consumption loans described in Chapter 8. Chapter 9 on
insurance provides guidance on choosing between insurance, savings and
credit products for helping clients manage risk, and so on. Even a quick
glance at the content of each chapter in this section can help managers
gain broader and deeper perspective on their product options.
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4. Savings®

“When serving small depositors, the biggest product-related challenge is usually not to design a
new product that is unique to a specific market but to find an overlap between what people
want and what the microfinance institution can manage cost effectively. An MFED’s challenge
is 1o offer just a few products that meet as much of the target market’s demand as possible —
and are managerially feasible and financially viable.” ~ Hirschland (2005a)

Often called the forgotten half of microfinance, savings services are absolutely important for
a microfinance institution and its clients, not to mention for the greater community or econ-
omy. They can provide the basis for a long-term relationship between an MFI and its custom-
ers, one that facilitates better risk management and the building of assets. For MFIs, savings
can provide a relatively stable means to finance the loan portfolio — a key to growth. They can
dramatically increase an institution’s client base and improve borrowers’ capacity to repay.

Of course, MFIs incur operational, financial and administrative costs to mobilize savings.
And when they use the deposits mobilized to finance loans, they put the savings of the poor at
risk. As important a service as savings is, MFIs must prepare themselves carefully before
diversifying into this area. This chapter provides an overview of the savings services that poor
people need, the products MFIs might offer and the challenges institutions must overcome if
they are to offer viable and sustainable savings services. It addresses the following six topics:
Do poor people need savings?

What are the limitations of available savings options?

What are the characteristics of appropriate savings for the poor?

What are the product options?

Who should offer voluntary savings?

S S e

Meeting the challenges of voluntary savings for the poor

4.1 Do Poor People Need Savings?

Poor people save all the time. Savings are often the only way poor people can manage to pay
for a major life event, survive a natural disaster, or take advantage of a business opportunity.
In particular, poor people save for the following needs:

® Life-cycle events: Predictable events, such as childbirth, school fees, marriage and death,
cause poor people to require larger amounts of cash than are usually available in the
household. Some needs can be anticipated, but can cause great anxiety. In Bangladesh and
India, the dowry system makes marrying daughters an expensive undertaking; in parts of
Africa, funerals can be very costly; in many countries, recurrent festivals like Eid, Christ-
mas, or Diwali can also be expensive.

® Emergencies: Unpredictable events create a sudden and unanticipated need for a larger
sum of money than can normally be found at home. Personal emergencies include sick-

* This chapter was adapted from M. Hirschland (ed.): Savings services for the poor: An operational guide (Bloomfield, Kumarian
Press, Inc., 2005).
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ness, the death of a breadwinner, the loss of employment, and theft; non-personal emer-
gencies include war, floods, fires, and cyclones or hurricanes.

® Opportunities: Besides needs for large sums of cash, there are also opportunities that create a
demand for funds, such as investing in an existing or new business, or buying land or other
productive assets.

4.2 What Are the Limitations of Available Savings Options?

Leaving microfinance institutions aside for the moment, there are two main options available
to poor people who want to save. One is to save informally, and the other is to seek access to
the savings services provided by regulated financial institutions that serve the general public.
To better understand the challenges and opportunities facing MFIs in this area, it is necessary
to consider the limitations of both informal and formal savings.

Limitations of Informal Savings

To save, poor people use a variety of informal savings mechanisms, such as:

Investing in-kind (livestock, gold, jewellery)
Hiding cash at home (under a mattress, buried in backyard)

Keeping savings with neighbours

Participating in informal savings groups

However widely used, most informal mechanisms fail to meet the needs of poor people in a
convenient, cost-effective and secure manner. In many cases, informal savings are high risk,
illiquid, indivisible, or impose rigid or uniform terms. For example:

® Savings in-kind: Livestock can die of disease and must be sold as a whole, not in parts, to
obtain cash. The transaction imposes time and financial costs, and conversion into cash
may be complicated if markets are not easily accessible or a buyer cannot be identified.
The value of in-kind savings — be it gold, maize, land or livestock — will change over time
as the market price for the good being saved fluctuates, which creates additional risk.

® Saving at home: Cash kept under the mattress runs the risk of theft and destruction.
Because of its accessibility, saving at home is also at risk of trivial spending for less impor-
tant purchases or demands of relatives. Although cash holdings offer a liquidity advan-
tage, they do not provide a hedge against inflation.

® Informal rotating savings groups tend to be small, rotate limited amounts of money,
and are not the best financial mechanism for coping with an emergency or building up a
large sum of cash. They often require rigid amounts at set intervals and do not reflect
changes in their members’ ability to save.

Limitations of Formal Savings

Poor people lack access to safe, voluntary deposit services offered by formal institutions.
Those deposit services that are offered by formal financial institutions often impose time,
financial and other transaction costs:
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Inconvenient location and opening hours

Complicated procedures
Inappropriate transaction sizes

Minimum balance requirements

Disrespectful or intimidating treatment by the institution

4.3 What Are the Characteristics of Appropriate Savings for the Poor?

Typically, poor people want their savings to be secure, with low transaction costs, appropriate
design, and, if possible, real returns. Their priorities in order of preference are (CGAP, 2002):

1. Security: Secure savings are not in jeopardy from fraud, theft, fire, and relatives” demands.
Safety is paramount, even in the face of inflation.

2. Low transaction costs: Proximity is essential to reduce the high transaction costs of mak-
ing deposits and withdrawals. Convenient opening times and minimal paperwork are also
important.

3. Appropriate design: Individual voluntary deposit products that allow frequent deposits
of small, variable amounts and quick access to funds are best. Contractual savings are also
useful for planned expenditures such as weddings, home construction and education.

4. Interest rates: If transaction costs are low, rural saving takes place even with negative real
returns, indicating that the poor can be relatively insensitive to interest rates compared to
other savings characteristics. Nevertheless, demand for savings products does increase as
real interest rates rise.

Since micro-savers represent different market segments with different saving needs, institu-
tions should provide a mixture of deposit products that offer a range of liquidity, interest,
convenience and flexibility options. As shown in Table 4.1, highly liquid accounts that
allow flexible and perhaps frequent small deposits and withdrawals will best meet clients’
unexpected savings needs. Time-bound accounts will be more appropriate for helping peo-
ple to save for expected needs, such as school fees, weddings, etc.). A single savings product
will not be able to meet all the needs of all depositors. However, a few well-designed and
complementary savings products will meet the needs of most depositors.

Table 4.1 What do poor people want most in a savings service?

What Do Poor People Want Most in a Savings Service?

For all savings needs For unexpected savings needs
® Security ® \Voluntary deposits
® Convenience ® Unrestricted access

® Competitive returns
® Confidentiality

For expected needs

® Restricted access

® Fixed regular amounts

Source: Adapted from Churchill et al., 2002.
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4.4 What Are the Product Options?’

MFTs mobilize savings in two different ways: 1) through compulsory deposits that are a condi-
tion of membership or access to credit, and 2) through voluntary deposits that are made
entirely at the discretion of the saver.

Compulsory Savings

Also known as mandatory or forced savings, compulsory savings are funds that must be
deposited by borrowers in order to be eligible for a loan, or sometimes, by members of a
cooperative to maintain their membership status. The amount may be a percentage of the
loan being sought, or a nominal amount. Many MFIs mobilize compulsory savings because
they believe these savings:

® Provide clients with the discipline to save;
® Protect clients’ savings from less important uses;

® Function as collateral for clients who otherwise have only social collateral (the group
may use these savings to repay the loan if a member defaults); and

® Serve as an important source of loan capital; for example, before offering voluntary sav-
ings services, the Association for Social Advancement (ASA) in Bangladesh funded 40
per cent of its portfolio with mandatory savings.

Since compulsory savings are a form of collateral, most countries do not treat such savings as
deposits, provided that they are not financially intermediated (CGAP, 2010a). Thus, even
non-regulated MFIs can usually collect them.

For clients, however, compulsory savings have significant drawbacks.

® Customers have very limited access to their savings, so they cannot use the funds to man-
age their cash flows.

They may have to borrow from other, more expensive sources to meet emergency needs.
If circumstances force them to withdraw their savings, they lose access to credit.

And if members of their borrowing group default, they can lose some or all of their sav-
ings.

This risk and limited access result in clients perceiving compulsory savings as a cost of bor-
rowing rather than as a service. For the very poor, tying savings to credit often makes the sav-
ings “service” inaccessible, as they are frequently not in a position to borrow.

These disadvantages can translate into undesirable consequences for the MFI. Compulsory
savings can limit outreach, not only to the very poor, but also to any low-income person who
wants to save but not borrow. If compulsory savings requirements are calculated as a percent-
age of the loan being sought they can limit growth as well, since clients are less willing to tie up
(and risk, in the case of group lending) large amounts of savings. They may choose not to take
larger loans to avoid the increase in savings required and this creates loan plateaus that are
unrelated to clients’ debt capacity. Furthermore, the restrictions placed on clients’ access to

> This section is adapted from Churchill et al. (2002), Chapter 7.
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their savings can result in significant client dissatisfaction and desertion. For example, in 1995,
Grameen Bank members in Tangail District went on strike to demand access to their
locked-in savings. During that same year, a study found that nearly 57 per cent of the mem-
bers of BRAC (Bangladesh Rural Advancement Committee) deserted because of their desire
for access to savings during emergencies (Wright, 2000a). The advantages and disadvantages

o

of compulsory savings are summarized in Table 4.2.

Table 4.2 Advantages and Disadvantages of Compulsory Savings

Advantages Disadvantages

Client ® Discipline to save ® Cannot access savings as needed
® Protect savings from trivial uses ® Cannot save unless willing to borrow
® May exclude the very poor

® To access savings, may have to forfeit
access to credit

Institution ® | oan guarantee for clients without ® Clients desert to access savings

traditional collateral ® Clients do not take larger loans to avoid

Illiquid, reliable source of loan capital the increase in the effective interest
rate

® | ess costly than liquid savings services
® May limit outreach to the very poor

Source: Churchill et al, 2002.

Voluntary Savings

Voluntary implies that savers determine the amount and the timing of their deposits and with-
drawals. Voluntary savings services fall into three categories: demand deposits, contractual
savings, and time deposits (see Table 4.3):

a) In a demand deposit account (also known as a regular savings accounts and pass-
book savings) the amount and timing of deposits and withdrawals are not set in advance.
Two variations of passbook accounts are: 1) a completely liquid or open access account,
which allows customers to deposit and withdraw funds as frequently as they please, and 2)
a semi-liquid account, which restricts the number of transactions, such as two withdraw-
als per month. While, in aggregate, these accounts tend to be quite stable, they are costly
for an institution to manage, with high administrative expenses overshadowing low finan-
cial costs. Yet, if only one savings product can be offered, a demand deposit account is
often the one that best meets the demands of most clients.

b) With contractual savings (also known as commitment savings, targeted savings and
accumulated fixed-term accounts), the client agrees to deposit a set amount on a regular
basis for a specified period of time. After the maturity date the client can withdraw the
entire amount plus interest. Early withdrawal is either prohibited or penalised. On the sur-
face, contractual savings and compulsory savings appear similar. However, to clients, the
differences are important: contractual savings are not tied to a loan and clients can set the
amount and duration of the savings contract themselves, based on their ability and desire
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to save. Often clients can define a specific goal for which they want to save, which helps to

motivate regular deposits.

c) With a time deposit, such as a certificate of deposit (CD), a client deposits a lump sum
and promises not to touch it for a specific period of time. The institution provides a range
of possible terms from which the client can choose. Time deposits usually pay the highest
interest of any savings product since they involve the fewest transactions. They are seldom

demanded by low-income households since they require a large sum of money upfront,
but a three- or six-month time deposit could help farmers and other entrepreneurs with
lumpy cash flows set aside a portion of their annual earnings for use during a season of the

year when they have little income.

Table 4.3: Comparing Voluntary Savings Product Options

Client

perspective

Financial viability

perspective

Management capacity

perspective

Demand deposit
accounts

For emergencies and | ®

unexpected
opportunities, for
smoothing

consumption or for O

storing excess cash
Lowest interest rate

Large amount
overall, through
small average
balance

Less profitable: low
financial cost, but
high operating costs

Heavy demand for
staff, MIS and
internal controls
because of large
number of accounts
with frequent and
irregular transactions

Requires attention to

® Relatively stabl iquidi
elatively stable liquidity
management
Contractual savings For expected needs, ® |onger term funds Much more

such as school fees .

Provides discipline

Higher interest rate °

Larger amount per
account

More profitable:
lower operating
costs, somewhat

predicable than
demand deposits

Fewer administrative
requirements

Requires attention to

higher financial liquidity
costs management
® May be volatile
Time deposit products For expected needs | ® Longer term funds Very low
and for storing a management

surplus

Requires large .

deposit
Highest interest rate

Larger amount per
account

Much lower
operating costs;
profitability depends
on financial costs

May be volatile

requirements: two
transactions per
account

Requires more
attention to liquidity
management

Source: Adapted from Wisniwski, 1999 and Hirschland, 2000 as published in Churchill et al., 2002.
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Choosing a Savings Product Mix

As summarized in Table 4.1, clients need fundamentally different features in a savings prod-
uct that will be used to meet expected needs versus one that will be used to meet unexpected
needs. For this reason, MFIs that offer savings services should aim to provide a mix of liquid
and illiquid options. Many successful microfinance operations provide just two or three
generic and flexible savings products that clients can use for a range of purposes. The
well-known Bank Rakyat Indonesia (BRI) Unit system attracted 25.9 million deposit accounts
with just three products: a liquid passbook account for the public, a similar account for insti-
tutions, and an illiquid time deposit product with terms of one to twenty-four months.

Other institutions, in particular credit unions, take a life cycle approach to defining their sav-
ings mix in an effort to attract depositors of all ages. The World Council of Credit Unions
(WOCCU) recommends a mix of six products: a regular savings account, a youth account, an
institutional account (a liquid account with a high minimum balance and transaction fees), a
pension account, time deposits, and contractual products named and designed to meet
specific local demands.

Given the disadvantages of compulsory savings, MFIs may want to consider replacing their
compulsory savings with a contractual savings product, or transforming compulsory savings
into a compulsory-voluntary product that enables clients to save and withdraw savings in
excess of the required minimum (see Box 4.1).

Box 4.1 Can an Institution Mobilize Both Compulsory and Voluntary
Savings?

Many institutions, especially credit unions, mobilize large volumes of voluntary deposits
as well as mandatory ones. For example, in Guinea, the Yete-Mali cooperative’s required
collateral savings represent just five per cent of total deposits. The rest are voluntary. In
fact, many institutions allow clients to make a voluntary deposit along with —and into the
same account as — their mandatory minimum. Depositors make good use of this service.
For example, savings accounts at ASA and VYCCU, a cooperative in Nepal, allow mem-
bers to save as much as they wish. In 2002, ASA’s clients held, on average, 66 per cent
more in the deposit account than the compulsory requirement — and had withdrawn
about one-third of this excess over the course of the year. In a three-month period VYCCU
members saved, on average, 78 per cent more than required. Furthermore, these man-
datory-voluntary deposits represent just one-quarter of VYCCU's total deposits — the rest
are completely voluntary.

Of course, customers will hardly deposit voluntarily if they believe that their savings
might be taken to cover others’ defaulted loans. Furthermore, credit officers who are
accustomed to collecting required payments may be reluctant to promote voluntary sav-
ings. With appropriate policies, incentives, and training, however, offering a mix of prod-
ucts that includes both compulsory and voluntary savings can be successful.

Source: Hirschland, 2005a.
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4.5 Who Should Offer Voluntary Savings?

According to McKee (2005), institutions that want to intermediate deposits should meet four
minimum conditions: client demand, institutional capacity, governance and sufficient exter-
nal checks, represented by the four concentric circles shown in Figure 4.1.

1. The inner circle represents client demand — will the services that the institution can offer
attract a sufficient volume of deposits? The answer to this question will depend, in part, on
whether potential clients trust the institution enough to deposit their savings with it. An
MTFT should proceed only if effective demand is adequate.

Figure 4.1 Preconditions for Intermediating Savings

External Checks

Governance

Client
Demand

Source: McKee, 2005.

2. The second circle represents the supply side — does the institution have the financial
soundness, cost structure and capacity to successfully manage voluntary savings? For the
security of both depositors and provider, an institution should only offer voluntary savings
services if it is at or very close to profitability. Otherwise the risks to the depositors are
unjustifiable. It should also have stringent credit management, a realistic business plan for
ongoing viability, strong liquidity, asset liability management and internal control systems,
sufficient physical security and management and staff that can manage the new product.

3. The third circle represents effective governance. Does the institution have a Board of
Directors or other governance body that exercises reasonable oversight of the institution,
ensures sufficient discipline and serves as a check on management? At a minimum the
institution should have a governance body that is sufficiently knowledgeable, engaged and
powerful to be able and willing to step in if management is putting either savers’ deposits
or the institution’s viability at risk.

4. Beyond the inner three circles are other external checks and environmental factors that
can increase the likelihood of the institution operating as a disciplined provider of savings
services. These include well-informed creditors or donors that pay attention to the MFI’s
performance; external audits and ratings; industry performance standards and transpar-

32



Product Options ElE

ency initiatives; and accreditation, examination, and other self-regulatory mechanisms
such as those provided by credit union federations. Ideally, any provider of savings ser-
vices would be subject to capable external supervision or, at a minimum, a rigorous licens-

o

ing process. However, although supervision and licensing are desirable, their absence
should not necessarily prevent an MFI from offering savings services. The bottom line is
that if an MFI is not supervised by the government, it should protect consumers through
plain-language financial disclosures.

For an MFI, determining whether it has the capacity to manage savings operations and
whether its governance is sufficiently strong will be easier and cost less than conducting mar-
ket research to see whether there is sufficient effective demand. Therefore, institutions gener-
ally consider the second and third circles before they consider the first.

With respect to the external environment, MFIs should be very cautious about trying to
mobilize savings in countries plagued by high or highly erratic inflation, conflict, political
instability, government restrictions on interest rates, or widely available subsidized credit
because these factors may make it difficult for a sustainable institution to provide clients with
a positive real return on their savings. At the same time, not providing savings services in
these difficult environments can deprive those most in need of savings of a vehicle for diversi-
tying their risk. MFIs can determine whether they are capable of offering savings in an unfa-
vourable environment by answering the same questions they would consider in a more
favourable environment: given the circumstances, is there still effective demand? Can the
institution maintain its viability? A summary checklist of the prerequisites for intermediating
deposits is provided in Box 4.2.

Organisations that do not have the capacity or legal ability to mobilise and on-lend deposits
may provide access to services without actually intermediating deposits. For example:

® Rather than providing financial services directly, organizations might promote small
cooperatives, village banks or self-help groups (SHGs) that can provide simple financial
services to themselves. This strategy can be particularly useful in serving remote, sparsely
populated areas, as demonstrated by the experiences of the Development Project Service
Center (DEPROSC), which promotes autonomous cooperatives in hill regions of Nepal,
and the Centre International de Développement et de Recherche (CIDR), which helped
create autonomous village banks (CVECAs) in Mali.

® Organizations can also help link the groups described above to deposit-taking institutions
so that they can have a safe place to store excess savings (and access other financial ser-
vices). As of March 2008, the National Bank for Agriculture and Rural Development
(NABARD) in India had linked 70 million rural poor to commercial, rural and coopera-
tive banks through some five million SHGs. Collectively, the SHGs had outstanding sav-
ings of nearly US$760 million deposited in the banks (NABARD, 2008).

® Organizations could arrange for savings to be mobilised by collectors who are employed
by a deposit-taking institution, for example, at Atwima Kwanwoma Rural Bank in Ghana
(see case at the end of this chapter) or Hatton National Bank in Sri Lanka (Christen et al.,
2005).
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Box 4.2 Summary Checklist of Prerequisites for Intermediating
Deposits

® Legality: |s it legal? If this is unclear, are the authorities willing to waive or adjust
legal or regulatory requirements? If the institution is not supervised, is it prepared to
implement full disclosure on an ongoing basis?

® Current profitability: Has the institution reached sustainability?

® Credit management: Does it have a demonstrated history of stringent credit manage-
ment and high portfolio quality?

® Liquidity and asset liability management: Does the institution have the skills, poli-
cies, and systems needed for proper liquidity and asset liability management? Alter-
natively, do the proposed product terms nearly eliminate interest rate and liquidity
risk?

® Internal controls: Are internal controls sufficient to protect savings from fraud and
mismanagement and to assure the physical security of funds? Are they reinforced by
the MFI’s culture, policies and procedures, information systems, and training and
supervision of staff?

® Human resources: Does the MFI have (or can it add) adequate management and other
staff to design and launch successful small savings operations? Does management
have the skills to reorient existing staff or recruit and train new staff to interact with
clients in new ways, inspire confidence, and, for credit-only institutions, handle the
more complex management involved in mobilizing and intermediating deposits? Do
managers have the trust of the target clients?

® Facilities: Will the physical facilities afford adequate protection, accommodate cli-
ents, and inspire their trust? Can the information system handle the expected number
and type of transactions associated with the new service? Does the information sys-
tem, whether manual or computerized, provide information that is sufficient, accu-
rate, timely, and transparent?

® Governance: Does the institution have an effective board or other governance body
that exercises reasonable oversight, ensures sufficient discipline, and serves as a
check on management? Is it sufficiently knowledgeable, engaged and powerful to be
able and willing to step in if management is putting either savers’ deposits or the
institution’s viability at risk?

® Demand: |s there effective demand for the proposed product? Will it strike the bal-
ance among product features, security, convenience, and price better than compet-
ing products?

® Future profitability: Does it have a realistic business plan that demonstrates its ongo-
ing profitability? Is the plan explicit about what costs the new service is expected to
cover by when? Are projections based on a cost of capital that includes the adminis-
trative and financial costs of savings? Does it include sufficient reserves, capital, and
operating funds to cover initial operating losses and losses due to catastrophic events
without using client deposits? Does it have a profitable place to invest excess sav-
ings?

Source: McKee, 2005.
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® [ast, but not least, organizations could work as agents for deposit-taking institutions and
use technologies such as point-of-sale devices or cellular phones to help clients conve-
niently access savings services. Although there are no examples of this kind of partnership
to date, the opportunity is within reach given the success of retail agent networks in Brazil
and cellular phone payment services in Kenya and the Philippines (see Box 4.4).

o

4.6 Meeting the Challenges of Voluntary Savings for the Poor °

Institutions that wish to develop voluntary savings services for a low-income market face five
major challenges: a) preventing fraud; b) covering costs; ¢) managing liquidity; d) inspiring
trust; and e) reorienting staff.

a) Preventing fraud

Savings operations can be more vulnerable to fraud and errors than credit operations because
of larger amounts of cash in the institution, and the unpredictability of the size and timing of
deposits. Dual control is crucial. The person who handles the money should be different
from the person who records the transaction.

In the absence of dual control, for example, when passbook savings are collected by field
agents, passbook verification is necessary to check that the amounts written in passbooks
are the same as in the field agents’ records. Both to deter and to detect fraud, branch managers
should periodically check all transactions in each passbook and discrepancies should be sys-
tematically noted and immediately investigated. Pay should be tied to low error rates and fraud
should be immediately and severely penalized. Clients should also be trained to review their
passbooks while the collector is present or, in the case of electronic technologies, to know
what sounds or screens should appear to verify a properly processed transaction.

b) Covering costs

Mobilizing frequent, small deposits is expensive, especially in the more difficult to reach areas
where MFIs often work. According to Richardson and Hirschland (2005), there are two keys
to making savings mobilization viable in the low-income market: 1) attracting an adequate
volume of deposits; and 2) managing operating costs.

Volume is important because it enables the fixed costs of savings mobilization to be distrib-
uted across a larger number of units, which lowers the unit cost of savings that must be cov-
ered by the MFI’s revenue generating activities. Some of the strategies that MFIs use to
mobilize a larger volume of deposits include:

Searching for net savers (those who save larger amounts and typically do not hold a loan);
Developing a physical image and security systems that build confidence;

Offering savings services in safe and convenient locations (see Box 4.3);

Offering a mix of savings products that meet market demand;

® This section is adapted from Hirschland, ed. (2005) and Churchill et al. (2002).
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® Building incentives into the savings product design to encourage higher account balances,
for example, bundling the savings product with life insurance that pays out a sum that is
equal to (or a multiple of) the amount saved in the account (see Chapter 5);

® Motivating and enabling all employees to market savings products effectively (see Box 4.5).

Box 4.3 Making It Easy to Make a Deposit

The easier it is for low-income savers to make small, frequent deposits, the more possi-
ble it becomes for them to accumulate large sums. The most convenient locations of all
are the ones that clients already frequent daily, so MFls must find creative ways to bring
their savings services to these locations. Two channels that have proven effective for
many MFls are lockboxes and deposit collectors.

® [n 1998, the agricultural bank of Thailand (BAAC) pilot tested the use of vehicles to
collect savings at village markets, temples, and other frequented places and found
that the average balance in the vehicle accounts was four times the average balance
in the branch accounts after just six months (Bankakademie, 2000a).

® Bank Dagang Bali, before it collapsed due to improper lending, employed three teams
of collectors. The first served nearby areas by foot, the second served more distant cli-
ents by motorcycle, and the third served the most distant by car. The teams often col-
lected many deposits at once by visiting government institutions or factories on
payday (Hirschland, 2005b).

® Numerous commercial banks and not-for-profits in India, Ghana and Nepal use indi-
vidual collectors to offer contractual savings products at clients’ doorstep. SafeSave
in Bangladesh uses them to provide voluntary deposit and withdrawal services on a
daily basis in urban slums (Staehle, 2005).

® The Amhara Credit and Savings Institution (ACSI) is using lockboxes successfully in rural
Ethiopia to give clients, particularly women, the opportunity to set aside small amounts
of cash at home before it can be spent on other things. When clients want to access their
savings, they bring the box to ACSI’s office, where it is unlocked (Gobezie, 2010).

® At the Rural Bank of Talisayan in the Philippines, mobile agents open lockboxes
biweekly or monthly and count and record the contents in the presence of the client.
The introduction of lockboxes reduced its transactions per client dramatically — from
22 to 2 per month while the savings per client increased (Hirschland, 2005b).

Of course, the more MFIs can lower the cost of providing savings services, the more likely
they are to be able to cover those costs through their revenue-generating activities. To manage
operating costs effectively, MFIs may consider the following strategies:

® Serve groups rather than individuals, or allow some clients to deposit for others.

® Keep operations simple. Simple products and policies allow for simpler and less costly
accounting, monitoring, auditing and information dissemination, and can prevent fraud.
ASA became famous for its ability to serve millions of depositors with a high level of effi-
ciency using mostly manual systems. According to Md. Shafiqual Haque Choudhury, ASA’s
Founder & President, “The keys to ASA’s model are simple operational procedure, stan-
dardization and decentralization along with a simple written manual” (Choudhury, 2000).
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® [Expect accuracy. Following up on errors can consume large amounts of staff time.
Strong internal controls, simple, standardized policies and procedures, a culture of intoler-
ance for errors, and staff incentives that promote mistake-free work are important means

o

to control staff costs.
® Do not pay interest for accounts under a minimum amount.

® Offer “value added” features in place of some interest. A ticket for a lottery with an
attractive prize, valued household items, or a life-insurance policy such as the one men-
tioned eatrlier in this section, may attract a higher volume of deposits than an interest rate
increase of a similar value.

® Ensure an efficient management information system (to avoid recording transactions
numerous times).

® When hiring, recruit employees with the minimum education level necessary and con-
sider using part-time staff and volunteers.

® Make use of part-time satellite offices with a minimalist structure that are supervised by a
nearby branch. These offices can have limited hours or days of operation, so that one or
two full-time employees might staff several offices. Opportunity International Bank of
Malawi used forty-foot shipping containers to create modular branches that provided lim-
ited savings and lending services one-half-day per week and could be built for one-quarter
the cost of a regular branch (Christen et al., 2005).

® “Piggyback” services onto other delivery systems, such as self-managed groups that col-
lect deposits for the MFI to manage, post offices, or retail agents that facilitate electronic
deposits and withdrawals (see Box 4.4).

® Share external support services such as training, auditing and the development of market-
ing materials with other small institutions. This can be done through outsourcing, net-
working or drawing on a central facility.

® Manage liquidity to have enough cash on hand to meet expenses and the demand for
withdrawals while investing as many assets as possible to generate revenue.

c) Managing liquidity

Demand deposits pose greater challenges for liquidity management than either credit or com-
pulsory savings. After all, compulsory savings are deposited in expected amounts and times and
are rarely withdrawn. Matching loans to the inflow and outflow of voluntary savings requires
more planning and management. The simplest approach involves precise matching of the terms
of loans and savings, as practiced by the CVECAs in Mali. Passbook deposits are not lent out
and time deposits are simply reprocessed as loans with a shorter maturity (Hirschland, 2005b).

MTFTs with the capacity to manage a more complex approach will be able to offer a wider range
and terms of services to clients and may consider the following recommendations from Biety
(2005) and Branch and Klaehn (2002):

® [xpect many deposits and withdrawals, especially when demand deposits are first intro-
duced, and plan for larger demand for withdrawals at particular seasons, such as before
festivals and planting.
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® Be aware that setting interest rates that are higher than those offered by the competition
will attract savers that move with high returns. These savers are less stable and are likely to
move rapidly when market interest rates change.

® Sct a higher liquidity reserve rate for larger accounts to compensate for the higher risk of
the concentrated deposits in those large accounts.

® Use simple liquidity management tools such daily cash forecasting, cash-flow budgeting,
sources-and-uses analysis and ratio analysis to be more aggressive in ensuring adequate
rather than excessive liquidity.

® Establish sources of backup liquidity, such as a line of credit/overdraft facility with a commer-
cial bank or a liquidity pool through a second-tier organization like a credit union federation.

® Consider incentives or restrictions that reduce the number or volume of unpredictable
withdrawals, for example, by requiring advance notice for withdrawals over a certain
amount, charging a fee to withdraw large amounts without advance notice, or paying a
higher interest rate on accounts with limited withdrawals.

® Pay attention to cash management, so that the amount of cash held on-site earning no
return is minimized. For example, coordinate loan disbursements with the receipt of sav-
ings deposits and deposit excess funds in short-term, interest-earning money market or
demand deposit accounts, if only for the day.

Box 4.4 Piggybacking Savings Services on Retail Outlet Infrastructure

Financial access is fundamentally a problem of distribution. It needs systems that are
accessible from every neighbourhood and every village and that can efficiently handle a
large volume of daily, low-value savings transactions. It is hard to reconcile these two
requirements — ubiquity and low cost — if that requires building new infrastructure.
Instead, the opportunity is to leverage existing retail outlets that already exist in every vil-
lage and in every neighbourhood. These stores can be marshalled to the benefit of both
banks and their customers.

Customers can be issued bank cards (whether physical or embedded in their mobile
phones) with appropriate security features, and the local store can be equipped with a
point-of-sale device (a dedicated terminal or a mobile phone) controlled by and con-
nected to the bank via a telecommunications network. If a customer wishes to make a
deposit at a store, swiping his card puts him in direct communication with the bank. The
bank automatically withdraws the equivalent amount from the store’s bank account to
fund the deposit, and issues a receipt to the customer through the point-of-sale device.
The store keeps the cash in compensation for the amount taken out of its bank account.

This vision — of banking beyond bank branches — is now coming true. Brazil has seen
37,000 such retail ‘bank correspondents’ (stores offering deposit and withdrawal ser-
vices on behalf of banks) open up, most in the last five years, with the result that all
municipalities are now covered by the formal banking system. In Kenya, the M-PESA
mobile money service in its origins relied on a mobile operator’s broad prepaid card dis-
tribution network to double up as cash in/cash out points. Although M-PESA was
designed as a money transfer service, there is evidence that it is also being used for sav-
ings (Morawczynski, 2009).

Source: Adapted from Christen and Mas, 2009 and Mas, 2009.
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d) Inspiring trust’

People will deposit their savings with an institution only if they perceive it to be reliable, trust-
worthy and professional. Therefore, institutions that seck to develop or strengthen their sav-
ings operations must carefully and methodically develop such an image. To start, managers
can determine how their institution is currently perceived in the market versus how they
would like it to be perceived. Then they can identify actions to change current perceptions in
favour of the image they seek. To inspire trust, an MFI’s actions will have to be deliberate and
consistent across all aspects of its operations, for example:

® Delivering on promises, even if they seem insignificant or have no direct connection to a
savings product. An MFT’s failure to deliver will create the impression thatit is unreliable.
Serving customers in an efficient, friendly and responsive manner.

Providing well-defined and transparent services.

Creating a secure, attractive and professional appearance.

Hiring and promoting managers who demonstrate professionalism and are perceived by
clients to be strong, risk-conscious and trustworthy.

Making withdrawals simple and easy to access.

Developing marketing campaigns and promotional materials that communicate safety,
reliability, transparency and a long-term commitment to the community.

® Making public relations a more important component of the institution’s marketing strat-
egy (see Chapter 23).

® Providing financial counselling or financial education to increase potential clients’ under-
standing of the benefits of saving and the measures the MFI is taking to ensure the safety
of their funds.

® Inviting supervision and inspection by outsiders.

The integration of savings products into an MFI’s product portfolio can require a significant
and important change in institutional culture, particularly for microcredit institutions. Strate-
gies for managing this change are discussed below and in Chapter 23.

e) Reorienting staff

New savings services will succeed only if staff members promote them. Yet getting the sup-
port of field staff can be difficult. Field officers who are accustomed to collecting uniform
loan payments and compulsory savings may not easily accept more flexible savings products
that are harder to “sell” and require more careful record keeping.

Managers must help their employees understand why savings mobilization is as important to
their job and to their institution as credit. In addition, training, incentives and evaluation sys-
tems must be designed to ensure that field staff are both capable of explaining the benefits of
flexible savings and motivated to prioritize savings (see Box 4.5). An MFI’s leadership should
be careful not to underestimate the scale of this challenge and to look for ways to prioritise not
only savings, but also the values that support it.

7 "This section is adapted from Hossain et al. (2005).
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Box 4.5 Achieving Volume: Lessons from the BRI Unit System in Indonesia

One of the reasons for the BRI unit system’s successful mobilization of deposits was
management’s belief that staff members had to be motivated to mobilize deposits. To be
motivated to mobilize deposits, they had to be responsible for, aware of, and affected by
their performance in this area.

® So that branch staff could be held accountable for branch results, BRI began to
account for its branches as profit centres.

® So that staff were aware of their performance, the MIS provided staff with key, timely,
and transparent indicators of productivity and profitability.

® So that staff would benefit from the branch’s good performance, BRI established a
staff incentive system based on these indicators that rewarded profitability.

® So that mobilizing deposits was more profitable than borrowing funds, management
set the cost for internal loans from within BRI - known as the internal transfer price -
0.5 per cent higher than the highest interest rate for deposits. For the incentive sys-
tem to work, mobilizing deposits had to be more profitable than obtaining other funds
for lending.

With these elements in place, the more deposits a branch mobilized, the greater its
profitability and the higher the pay its staff received. These elements were reinforced
by a new culture of service and productivity that emanated from the senior levels;
comprehensive retraining of staff in the new products, systems, and service orienta-
tion; and intensive supervision — one supervisor for four units.

The final key to massive growth was to provide staff with a methodology and detailed
training for how and where to mobilize deposits. BRI developed a book of case stud-
ies to use in training its staff — examples of how to mobilize savings from a wide
range of individuals, groups, private institutions and government offices. Then, in
1987, it initiated its Systemic Approach to Savings Mobilization.

Staff were taught a system for identifying the hundred largest depositors in their service
areas. First, staff were to visit government and village officials, heads of local institutions
and government offices, better-off residents, and other local leaders and contacts. From
talking to these people, staff compiled lists of potential large savers. After the unit noted
their locations on a large map, each staff member was assigned names and dates for vis-
iting these potential clients. Staff were taught how to talk to these people, including how
to explain the uses and advantages of each savings product. They were also taught how to
record the visits and the next steps needed for each potential client. Through talking with
potential clients, managers and staff learned about heir market in general as well as
about individuals.

Source: Robinson, 2002 as published in Hirschland (ed.), 2005.

4.7 Conclusion

Poor people can and do save. However, most lack access to formal savings services that can
meet their various needs appropriately with security and convenience. MFIs have the poten-
tial to meet many of these needs through the development and delivery of a strategic range of
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savings products, either on their own or in partnership with others. Doing so can assist
low-income households to accumulate assets and to manage risk without becoming indebted.
Yet this is true only if MFIs are capable of protecting the value of the deposits that
low-income households entrust to them. An institution should take great care to ensure it is
capable of managing the challenges inherent in deposit mobilization before asking clients to
put their funds in its hands.

1. Poor people save for emergencies, life-cycle events, and to be able to take advan-
tage of opportunities.

o

2. What low-income savers typically value most in a savings product is security and
accessibility.

3. Aim for a product mix that provides liquid and illiquid savings options.

4. MFls should not intermediate savings unless they have adequate client demand,
institutional capacity, governance and external checks.

5. Organisations that cannot mobilise deposits directly can work through self-managed
groups or other financial institutions to make savings services accessible in the
communities they serve.

Case Study: Mobile Collection at Atwima Kwanwoma Rural Bank

Established in 1983, Atwima Kwanwoma is the largest of Ghana'’s rural banks. A public
bank with four branches and a head office, Atwima Kwanwoma serves the area within
twenty miles of its central office. In 1999 the bank introduced two new products - a tra-
ditional susu product and a group-guaranteed savings-and-loan product — with which it
hoped to increase its volume of deposits and improve its market position. In 2001 the
bank also started deploying mobile units to bring services to villages in its service area.
The results were dramatic. By 2002 the bank’s deposits had grown from US$39,000 to
US$3.7 million; the number of accounts had doubled to 44,423. Half of the new depos-
itors and over one-fifth of the new deposits were accounted for by the susu product.

The susu product was designed to attract savers such as traders and artisans who would
deposit a fixed amount daily or weekly — if they could do so at their “doorstep.” The prod-
uct is familiar and convenient. Unlike deposits for the bank’s other products, which
require a visit to the branch, the susu deposits are made with mobile bankers during a
daily or weekly visit to customers’ work places. Withdrawals can be made at the bank, or
literate customers can withdraw from the mobile banker by using a withdrawal check.
Clients must deposit a minimum of US$0.55 per day (or US$2.75 per week). The actual
average deposit size is about US$2.20. The product is nearly identical to products
offered by the informal susu collectors but promises more security, greater access to
credit, and no service fee. Mobile bankers deposit customers’ fixed daily or weekly
deposits in the bank at the end of each day. The customer can withdraw these savings at
the end of the month or, after three months, can use them as collateral for a loan or con-
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vert them into an interest-bearing account. The new product required many changes in
operations:

Staffing: New staff included a product and service development manager responsible for
all the new services, as susu coordinator, and fifty mobile bankers who have the esteem
of the community and twelve years of schooling (three to five years less than the bank’s
regular tellers).

Promotion: The bank promoted the product over the radio and met with local village lead-
ers to ask them to promote it as well. Staff also visited churches, displayed posters,
deposited handbills in all local post office boxes, and distributed free key holders to new
clients.

Internal controls: Early on, a lack of proper internal controls resulted in fraud by mobile
collectors. When these were fired, the bank found it difficult to locate all their custom-
ers. Therefore, management created two new positions: stand-by mobile bankers, who
periodically accompany the mobile bankers and take their place when they are ill or
resign; and monitoring clerks, whose job is to check office records against client pass-
books.

Incentive scheme: Because the mobile bankers needed a lot of motivation, the bank pays
a commission in addition to salaries to mobile bankers who mobilize more than a target
volume of deposits (and whose clients do not withdraw too frequently). Some of the
mobile bankers are paid purely by commission.

The scheme was launched without pilot testing. As it grew, unanticipated issues arose.
First, the MIS did not seem sufficient. Mobile bankers serve at least five hundred deposi-
tors and must work overtime to post all transactions in the manual system. Second, the
mobile bankers forward a lot of problems to management, possibly because some poli-
cies were not defined or communicated clearly.

Source:

» Godfried Odame-Asare, interview and email exchange with Madeline Hirschland,
April 2003 and October 2004, published in Christen et al. (2005).
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Long-term Savings and Micropensions®

“Poor people well understand the purpose and value of saving. They sense that there may be a
savings route to old-age security, and grab opportunities when they come their way. But they
are beset by many difficulties, both in their own circumstances and in the financial services
available to them, so that in practice success remains the exception rather than the rule.” ~

Women’s World Banking, as quoted in Rutherford (2008)

This chapter describes the possibilities of providing long-term savings services — those with a
duration of five years or more — to the poor. The first section explores why low-income
households and MFIs might be interested in long-term savings and considers some of the rea-
sons why such products are not readily available. Next, the chapter reviews product design
features that might meet the needs of microfinance institutions and their clients, including
products that combine savings and insurance. The final section looks at some of the key issues
in offering long-term savings products and suggests ways in which potential risks can be
managed.

This module covers the following topics:

1. Supply and demand perspectives on long-term savings
2. Long-term savings products for the poor

3. Key issues in offering long-term savings

5.1 Supply and Demand Perspectives on Long-term Savings

The limited availability of long-term savings products for the poor is due to a combination of
both supply and demand challenges.

The Demand Perspective

Often policymakers, practitioners, and even the poor themselves, believe that the poor can-
not save, or are at least unable to save meaningful sums for the long-term. In fact, a closer look
at the savings behaviour of the poor shows that indeed they do save for long-term goals, or at
least try to (see Box 5.1).

8 This chapter was adapted from Roth, J., Garand G.; Rutherford, S. 2006. “Long-term savings and insurance”, in
Churchill, C. (ed.). Protecting the poor: A microinsurance compendium, Part 2.2., pp. 94-110 (Geneva, ILO, CGAP Working
Group on Microinsurance, Munich Re Foundation).
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Box 5.1 Long-term Savings and the Poor

Rahman, a low-paid transport worker living in a Bangladeshi slum, seemed pessimistic
about his ability to save: “On the one hand there are my own parents, on the other my
wife and children. | can't manage so many things. How can | save? Here is two taka: what
shall | do with it, eh? Shall | take care of my family, or of my parents, or educate my kids,
or marry off my daughter?” Or you think | will save it for when I'm old? Which?” Yet
researchers learned that Rahman does save. He had up-to-date passbooks for two
ten-year term commitment savings accounts and his wife paid US$1 each week into a
savings account with a microfinance institution.

In South Africa, research into the market for voluntary long-term contractual savings
(VLTCS) products aimed at low-income clients revealed that the poorer the household
the higher their apparent propensity to purchase a VLTCS policy. The poorest policy
holders were saving just over 10 per cent of their household income. The purchase of
such products by poor households was also found in work conducted by Daryl Collins and
others in the Financial Diaries Project, despite the fact that the project did not specifi-
cally set out to find very poor households with VLTCS products.

In southern India, children may be enrolled soon after birth in ‘marriage funds’ managed
by institutions which are permanent but whose main function is not financial services —
institutions like churches, temples, and workers’ clubs. Their parents (including many
poor people) then pay in small regular deposits at convenient intervals — each Sunday as
they come out of church, for example. The rules are simple and uniform: savers take out
double what they put in, but only after a minimum of fifteen years of regular deposits and
only if the child has reached the legal age for marriage and is betrothed or reaches age
25 unmarried.

Source: Adapted from Roth et al., 2007 and Rutherford, 2008.

The poor often try to accumulate lump sums of money for some long-term goal. While the
notion of retirement is quite different for workers in the informal economy than the formal
economy (see Box 5.2), security in old age is one of the many reasons for which poor people
might save. Other long-term savings goals include children’s education, purchasing land, buy-
ing or expanding a house, investing in businesses, paying for children’s weddings, as well as
for religious ceremonies including funerals.

For the economically active poor, the savings problem is not usually on the demand side, but
rather on the supply side. Long-term savings products are often not available to this market
segment, or if they are available, are not designed to meet their needs.

95

o



5 Long-term Savings and Micropensions

Box 5.2 Micro-pensions?

Pensions are generally understood as a regular flow of receipts from retirement to death.
They became common in the rich world as industrialization advanced and formal
employment replaced casual or self-employment as the main source of income for most
people. But in many developing countries, formal employment is not the norm. Most
poor villagers and slum dwellers patch their livelihoods together from a mix of
self-employment, casual employment, or low-grade formal employment. To them, the
idea of “retirement” is foreign. The question they raise about their old age is “what hap-
pens when | can no longer support myself?”

The ideal answer to this question would be some form of social pension where the state
raises revenue and redistributes it to the citizens. While there is some progress being
made to expand the availability of social pensions in some developing countries, the cov-
erage remains limited, leaving plenty of space for micro-pensions, or private savings
accounts that allow the poor to manage their money for old age.

Micro-pension products will consist principally of medium- to long-term savings
schemes that produce capital for reinvestment in real, human, social or financial assets
that can create a flow of income to support the non-working elderly. In some cases the
reinvestment will be property for rental, or in the businesses or education of family mem-
bers in exchange for future income or subsistence support. But crucially, micro-pension
products will also offer the option of reinvestment in a financial asset that produces a
flow of income.

In Bangladesh, wives are customarily younger than their husbands, and women tend to live
longer than men. Women must anticipate a long widowhood, a cause of much anxiety. They
hope that their children (especially their sons) will care for them, but are often not confident
in such an outcome. If they could save up some money for old age, even sums as low as
US$300, or accumulate assets such as land, their widowhood could be more dignified.

Source: Adapted from Rutherford, 2008.

The Supply Perspective

Many of the challenges associated with the supply of savings services that were described in
Chapter 4 become magnified with long-term products. Regulators are especially concerned
when institutions attempt to hold what are often the life savings of clients. A high level of
trust is required to induce clients to part with their savings for five years or more, and trust in
financial institutions is often not high in countries that have witnessed currency collapse, bank
failure, inadequate capital markets, hyper-inflation and political instability. In such environ-
ments, it may not be feasible to offer long-term savings products.

Where the environment allows, microfinance institutions should be keen to be engaged in
long-term savings products for several reasons. First, these products provide access to a
long-term source of capital which could enable the MFI to then offer a corresponding
long-term loan product, such as mortgages. Second, long-term savings products can be an
important customer loyalty strategy. Since these products are typically illiquid for long periods
of time, the depositor is unlikely to remove the funds and therefore the MFI has an ongoing
relationship with the customer that it can use for cross-selling purposes. Lastly, these prod-
ucts can be used as security for loans, so they serve as credit enablers as well.
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When thinking about supply issues, it is useful to consider insurance and asset management

o

companies as possible suppliers. Insurance companies have long provided long-term savings
products combined with insurance. However, these products are often inefficient, as the
insurance company’s operating expenses are high and are hidden from consumers. Perhaps
this result is not inevitable, but could be resolved through collaboration with an MFI that
reduces the distribution costs and provides security and value to the client. A recent partner-
ship between Unit Trust of India Asset Management Company (UTI-AMC), Invest India
Micro Pension Services (IIMPS) and MFIs such as SEWA Bank and BASIX provides an
innovative example of what might be possible (refer to the case study at the end of this
chapter).

5.2 Long-term Savings Products for the Poor

Long-term savings products for the poor typically consist of small regular deposits over a
period of time (usually five to 15 years) and a payout, which can either come in a lump sum or
as an income stream. The product may be designed to help a depositor save up a particular
sum by a specific date in the future, or alternatively, the depositor may identify how much she
can save each week or month and then the lump sum amount is what she has accumulated at
the end of the period, plus interest.

Long-term savings products are typically ancillary products for existing customers, rather
than entry level products. According to Branch (2002), savings products exist along a contin-
uum of trade-offs between liquidity (access) and return (compensation). Passbook accounts
offer complete access, but limited or sometimes even negative returns. Long-term products
are at the other end of the spectrum, offering higher returns, but very limited or no access.
Consequently, many holders of long-term accounts also maintain a minimum amount in a lig-
uid account for immediate needs.

To preserve savings against erosion by trivial withdrawals or against consumption by rela-
tives, low-income people frequently have an illiquidity preference, at least for a portion of
their savings. However, when low-income clients assess the value of a long-term savings
product, they consider more than just liquidity. Research conducted on contractual savings
schemes indicates that members often participate because they like the compulsion to save
(Aliber, 2001). The idea of entering into a contract to save regularly has proven to be an
important motivation for choosing these products over more flexible ones (Roth et al., 2007).
Long-term savers also consider the transaction costs associated with making a deposit, along
with the opportunity costs. Where else could they put their money, what is the likely return
from those investment opportunities, and what is the associated risk?

There are several different ways of offering long-term savings products that can meet the
needs of the low-income market, while being appropriate for microfinance institutions. This
chapter covers the following: 1) long-term contractual savings, 2) savings completion insur-
ance, 3) endowments, and 4) annuities. As summarized in Table 5.1, the first product type is
pure savings; the other three combine savings and insurance.
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Table 5.1 Different Types of Long-term Savings Products

Product

1) Long-term
contractual
savings (LTCS)

Key design features

Small regular deposits
toward a target amount or
for a specific purpose

Usually paid out in a
lump sum upon
completing the contract

Advantages

Can be provided by most
licensed deposit-taking
institutions without
involvement of an insurer

Can serve as collateral
for a loan

Disadvantages

If the client dies or is
disabled before
completing the contract,
the savings goal will not
be achieved

Should only be offered by
licensed financial
intermediaries

2) Savings
completion
insurance

Same as LTCS plus an
insurance component to
protect depositor

Able to achieve savings
goal even if account
holder dies or is disabled

Involves another party
(insurer)

Involves an additional
cost

Can only be offered by
licensed financial
intermediaries

3) Endowments

Similar to the savings
completion product
except that the insurer
(not the MFI) typically
keeps the savings and
the lump sum amount is
unlikely to be guaranteed
as it depends on the
return that the insurer
receives on its
investment of the
deposits made

Can be offered by MFls
that are unable to offer
savings accounts

Can serve as collateral
for a loan

Often does not provide
good value to low-income
customers

4) Annuities

Similar to an endowment
product except that it
pays an income stream,
usually from retirement
until death, instead of a
lump sum benefit

Provides clients with
regular source of income
instead of lump sum

Very complicated
product; may not even be
available from insurance
companies

Source: Authors.

Contractual Savings Accounts

Long-term contractual savings can, of course, only be offered by institutions licensed to
accept deposits with reputations that motivate their clients to trust them. The supply of such
services is still limited, but there are some important examples of institutions offering these
products successfully. Perhaps the best known is the Grameen Bank’s deposit pension
scheme (see Box 5.2). Although the product is used by some members to save for old age
security goals, its use is not restricted to retirement needs. Collins et al. (2009) report that
many younger families use the product to build resources for major expenses that loom in the
medium-term — like the eventual need to pay for children’s schooling or weddings.
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Box 5.2 Grameen’s Deposit Pension Scheme (GPS)

As part of ‘Grameen II' — the wholesale redesign of its products that Grameen Bank
established in 2001 in a bid to recover from declining performance in the 1990s -
Grameen began to offer one of the world’s largest and fastest-growing long-term savings
products for the poor. It is based very closely on an extremely popular product that has
long been offered to wealthier Bangladeshis by the country’s commercial banks, offering
further evidence that it is shortcomings on the supply side, rather than on the demand
side, that constrain the use of such services by poor people.

Terms are five or 10 years, and equal monthly deposits are made in sums as little as
US$1. Interest on the 10-year scheme is paid at 12 per cent per annum (about 8 per
cent p.a. in real terms and rather generous compared to rates offered by commercial
banks for similar products, leading to a sudden new demand from non-poor households
to obtain Grameen membership). The matured sum may be taken in cash, or as monthly
income (not an annuity, merely the interest income on the sum at 12 per cent p.a.). Sav-
ers may also transfer the sum into one of Grameen’s attractively priced fixed deposit
schemes. There is no insurance element, and no evident demand for it to be added.

Deposits are made during the weekly meeting that all Grameen members are obliged to
attend. Grameen thus uses its own ‘agents’, and does so extremely economically, since
the agents are also responsible for servicing the loan portfolio.

When it was five years old, GPS had attracted more than 3 million accounts, and the total
portfolio held by Grameen at the end of 2005 was approximately US$83 million. As of
October 2009, the portfolio had grown to $430 million. The GPS has been one of the
main elements in converting Grameen from a microcredit provider into a true financial
intermediary: its total savings portfolio, from all savings products, is now US$1.2 billion
and exceeds its outstanding loan portfolio by 52%.

Understanding precisely why the scheme is so popular is complicated by the fact that all
borrowers with a loan of more than US$125 are required to hold a minimum-value GPS
account. Nevertheless, many accounts have balances above this minimum, and many
savers hold more than one account, suggesting that the scheme is valued for its own sake
—a finding reinforced by testimonies taken from savers for a MicroSave-funded research
project.

Source: Adapted from Roth et al., 2006 with updated statistics from www.grameen-info.org.

The Center for Agriculture and Rural Development Mutual Benefit Association (CARD
MBA) in the Philippines also offers along-term contractual savings plan, which is compulsory
for members. The scheme, known as the “provident fund,” involves members depositing five
pesos per week (US$0.09). They receive an eight per cent return per year on their savings and
are able to withdraw their deposits when they reach sixty-five (the local retirement age).
Non-members who are clients of MFIs with whom CARD MBA has a relationship are also
eligible to take part in the scheme (CGAP Savings Information Resource Center, 2000).

Relative to other long-term savings products, the main advantage of contractual savings
accounts for clients is that they can save without needing insurance. Yet that is also the dis-
advantage. If they die or are disabled during their savings-generating years, they (or their
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families) will have nothing to fall back on except the amount of savings that has accumu-
lated thus far, and accessing that amount before the end of the savings contract could result
in the payment of penalties or the forfeiture of part of the interest accrued. If clients want
insurance to complement this kind of savings scheme, they may be able to shop around.
However, when seeking individual coverage, they are not likely to find a more affordable
option than a term policy offered by the organization that takes their savings (ideally under-
written by an insurer).

Where possible, MFIs should consider allowing depositors to use the accumulated value of
their account as security for loans. According to Rutherford (2005), being able to tap savings —
even if through relatively expensive borrowing — helps to foster confidence and to avoid con-
flicts between long-term savings goals and current liquidity needs. It also helps to finance the
interest paid on the savings, of course.

Typically these products are accessible as a lump sum at maturity; or the depositor can roll-
over the accumulated sum into a time deposit and leave it in the bank. For persons who are
using the product for retirement purposes, another option that MFIs could consider is to
mimic the advantages of an annuity product by paying the interest as an income stream to the
client as long as the principal is left on deposit with the MFI. This is one of the options offered
by Grameen’s deposit pension scheme. Clients can give up the income stream and withdraw
their lump sum at any time.

Savings Completion Insurance

A second way of addressing the long-term savings needs of the low-income market is through
savings completion insurance. This product is essentially the same as contractual savings
except that it provides protection to the saver in case he or she dies or is disabled before
achieving the target amount.

TUW SKOK, the primary provider of insurance to Polish credit unions, offers such a product
to encourage credit union members to develop a regular savings programme. The member
determines the savings goal and time period, up to a maximum of 10 years. The credit union
has software that will then calculate the amount of the monthly deposit to achieve the savings
target. The software also calculates the monthly premium for insurance coverage. In the event
of accidental death of the member, TUW SKOK will pay the beneficiary the difference
between the savings target and the savings balance at the time of death. There is also a disabil-
ity component that supplements the member’s salary if he or she is unable to work for more
than 30 days (Churchill and Pepler, 2004).

This insurance product is of particular interest to the credit unions because it is closely inte-
grated into their core business and helps them achieve their own goals by making the contrac-
tual savings product more attractive. It is also easier for credit union staff to sell than
stand-alone insurance products because they can ask when setting up the account whether the
member wants the additional insurance coverage. First Microfinance Bank of Pakistan is cur-
rently testing a similar product, in collaboration with New Jubilee Insurance.
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Endowment Policies

Endowment policies, commonly sold by insurers, combine life insurance and long-term con-
tractual savings. They usually involve a regular payment paid over a term of five years or more.
If clients survive the term, they receive a lump sum and perhaps a bonus. If a policyholder dies
before the end of the term, and is up-to-date with premium payments, then his or her benefi-
ciary receives a guaranteed payout, referred to as the sum assured. Endowments can be
cashed in early (in other words, surrendered). In this case, the policyholder receives the sur-
render value, which will vary depending on how long the policy has been in effect and how
much has been paid in to it.

A particularly interesting feature of endowment policies is that they can also facilitate access to
credit, since clients can borrow against the surrender value of the policy. This combination of
savings, credit and insurance could be an effective instrument to assist low-income house-
holds in managing a variety of risks if it were designed and delivered cost effectively.

At present, endowment policies are controversial as vehicles for collecting the long-term sav-
ings of the poor. They are complex products to design and manage. They are relatively expen-
sive, in part because they have traditionally been sold to individuals and each policy must
generate enough income to pay an acceptable commission fee to the sales agent. With small
sums assured, insurance companies typically cover their costs by providing policyholders with
comparatively little value. Payouts tend to be small and penalties for late premium payment
can be large. The commission structure also tends to encourage sales practices that are not
within the spirit of microinsurance (refer to section 5.3 below). For endowment products to
benefit the low-income market, these and other obstacles will have to be overcome.

A handful of insurers are testing innovative ways of overcoming some of the obstacles. Pio-
neer Life in the Philippines (see Box 5.3) and Max New York Life in India (see Table 5.2) are
providing flexible long-term savings with insurance through partnerships and top-up cards
that allow low-income users to decide when and how much they save. SBI Life’s Grameen
Shakti product offers much less flexibility and no investment returns (see Table 5.2), but the
simplicity of its design has made it quite popular—one million lives were being covered as of
March 2010 (Bhatt, 2010). The product is marketed as a group microinsurance product that
refunds premiums at maturity. It is sold to MFIs, NGOs and self-help groups, not to individ-
uals, which helps keep costs down.

A major difference between these long-term savings products and the savings completion
insurance discussed above is that with the latter, the insurer does not hold the savings — the
credit union or MFI does. From the insurer’s perspective, savings completion is a very simple
product: just basic term life with a declining sum insured. It may be less attractive to insurers
than an endowment product because they would generally prefer to invest the funds and gen-
erate additional revenue. However, savings completion insurance may provide better value to
clients than endowments, since the design is easier to understand and clients’ savings will not
be used to pay an agent’s commission.
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Box 5.3 Using Top-Up Cards to Mobilize Long-term Savings

Pamilyang Overseas Filipino Workers’ (OFW) Savers and Wellness Club is a program
created by Catholic Bishop Conference of the Philippines through its Episcopal
Commission for the Pastoral Care of Migrants and Itinerant People (CBCP-ECMI) in
partnership with Pioneer Life, Inc. It was founded to offer fun and exciting programs
that teach OFW families how to properly manage the hard-earned money of their
loved ones abroad. The overall objective is to encourage the habit of saving, so much
so that when enough savings is built, migrant workers can plan for their return home.

To join the club, prospective members get an application form from their parish or
school coordinator, which they complete and submit together with the correspond-
ing membership fee. Children between the ages of one and sixteen can join the
Saver’s Club for a fee of P410 (approximately US$9.50) and gain access to finan-
cial literacy workshops, an insurance policy (P75,000 accidental death benefit,
P25,000 burial cash assistance and P5,000 accident medical reimbursement), dis-
counts from Pioneer Life’s retail partners (for example, Generika Drug Store, Hi-Pre-
cision Diagnostics) and a P200 start-up savings fund, which they can grow and use
to start a small business when they reach the age of 21.

Adults between the ages of 17 and 50 can pay P510 to become members of the
Wellness Club. They also gain access to financial literacy workshop and discounts,
but their insurance policy benefits are greater (P100,000 accidental death and
P50,000 burial cash assistance), as well as a P300 start-up retirement fund, which
they can access at the age of 65.

Members of both clubs can increase their savings fund by purchasing SPARX top-up
cards from any Pioneer Life agent or partner, including financial institutions like
Union Bank, Banco De Oro and Chinatrust as well as 7-Eleven convenience stores.
The cards can be loaded on site or by SMS in amounts as low as P100 for the Savers
Club and P300 for the Wellness Club. Once activated, each card offers a guaranteed
future savings value (for example, a P100 card purchased when a child is four years
old will have a value of P144 at maturity ten years later). SPARX cards never lapse
and will earn interest over the years until maturity. They can be purchased by
non-Club members also, in which case the life insurance component is equal to the
guaranteed future savings value of the card.

Source: Adapted from Pioneer Life Inc., 2008 and Pamilyang OFW Savers and Wellness Club, 2010.

Life Annuities

With life annuities, the policyholder or annuitant pays regular premiums until a specified date,
usually their retirement date. In many countries, life annuities are referred to as retirement
annuities. They do not, however, need to be linked to retirement; they can be linked to any
date accepted by the insurer. From that date, the policyholder receives payments from the
insurance company until he or she dies. Life annuities, like any other insurance product, work
on a pooling principle. An annuity population can be expected to have a distribution of life
spans around the population average, so those dying earlier will support those living longer.
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Table 5.2 Two Long-term Savings Products Available in India

Product name

Insurance company

Max Vijay

Max New York Life Insurance
Company, Ltd.

Grameen Shakti

SBI Life Insurance Company, Ltd.

Term

10 years

5 or 10 years

Premium

First payment from Rs. 1000 to
2500 (approximately US$22-55);
subsequent premiums of Rs 10
(US$0.20) to Rs. 2500 per day are
voluntary

Annual payment of Rs 301 for a
sum assured of Rs 25,000
(approximately US$6.50 for $532
of coverage); grace period of 30
days from the premium payment due
date

Sum assured

Bx premiums paid subject to a limit
of Rs 50,000 to 100,000 (limit
depends on amount of first premium
payment)

Rs.5,000 to 50,000 (in multiples of
5,000); group decides the sum it
wishes to assure

Maturity benefit

Account value at the time of
maturity = (sum of premiums paid +
investment return — account fees)

5 year term = 50% of premium

paid net of service tax guaranteed;
10 year term = 100% of premium
paid net of service tax guaranteed

Death benefit

Natural death = account value plus

Sum assured

o

sum assured; accidental death =
account value plus 2x sum assured

Surrender and partial withdrawals
possible after 3 years

Withdrawal/ surrender Surrender possible after 3 years

Source: Adapted from Max New York Life, 2010 and SBI Life, 2010.

However, for annuities to work, the insurer needs accurate data for the population’s age and
mortality tables (along with other comprehensive demographic data) and must have actuarial
expertise to predict future average life spans. This is a difficult task even in developed coun-
tries with good data. In most developing countries, the task is many times more difficult. In
microinsurance schemes, even the age of the clients can be difficult to pin down. Predicting
the future is also challenging, as small changes can have dramatic effects on long-term life
spans. For example, improvements in the provision of clean water and sanitation, or a suc-
cessful vaccination or mosquito net campaign can dramatically improve average life spans.
This makes pricing annuities very difficult.

Life annuities for the poor were tried in the Philippines by CARD. However, as shown in Box
5.3, CARD’s “pension” scheme almost led the organization into bankruptcy. This case illus-
trates the potential disaster awaiting an institution that enters the risky world of insurance
without the proper expertise.

Any saving facility with long-term guarantees should be reviewed by an actuary and be man-
aged to ensure viability. However, the lack of mortality risk expertise, investment manage-
ment skills, and quality actuarial data in many countries makes this difficult. As a result,
annuity products are generally not recommended for MFIs, although where quality data and
expertise do exist, they are worth considering (refer, for example, to the case at the end of this
chapter).
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Box 5.3 CARD’s Foray into Annuities

In 1994, CARD began offering insurance through a Members Mutual Fund (MMF)
designed to provide loan balance coverage plus burial assistance in the case of bor-
rower death. This was a fairly straightforward insurance product. In December 1996,
recognizing the need of its older members for pensions and feeling confident after
the apparent initial success of the MMF, management decided to expand the prod-
uct coverage. CARD members were offered a pension benefit for only US$0.05 more
per week. The additional five cents meant that for both insurance and a pension, the
new compulsory contribution was US$0.10 per week. This pension scheme was
implemented across the membership without testing and without actuarial input.

When the client reached 65, or became permanently disabled, the new product
offered a lifetime monthly pension between US$5.45 and US$10.90, depending on
a how long the annuitant had been a CARD member. Under this arrangement, it took
14 months of monthly premiums of US$0.40 from a member to accumulate the low-
est pension amount of US$5.45. There was no minimum participation period before
the pension was available; members just had to turn sixty-five years old, although
newer members would only receive the minimum pension.

During the 1998 audit, CARD’s external auditors advised management that the pension
situation was financially unsustainable. They had noted the liabilities building up under
the MMF. Based on the auditors’ insights, management realized that this liability was a
very serious threat. Even though the average age of a CARD member was 43.6 (37.1 in
2004), the potential volume of soon-to-be pensioners would quickly deplete CARD’s
capital. The pension fund would destroy all the progress CARD had made, and indeed
would destroy the institution itself.

CARD eventually managed to extricate itself from its liability and shut the pension
scheme down in 1999. The premiums that had been paid into the scheme were used
to capitalize a new and separate mutual benefit association (MBA) owned by CARD
members and managed by an insurance professional.

Source: Adapted from McCord and Buczkowski, 2004

5.3 Key Issues in Offering Long-term Savings and Insurance

When offering long-term savings and insurance to the poor, several issues need to be carefully
considered, including macroeconomic stability, financial sector infrastructure, mis-selling,
premium collection mechanisms, lapses and surrender values. Some of these challenges affect
endowments more significantly than the other savings products.

Macroeconomic Stability

For any financial instrument intended to retain value into the future, macroeconomic stability
is a key concern. Many people from around the world, rich and poor, have awakened one day
to realize the money they had saved was virtually worthless. The culprits: inflation and/or
devaluation. These risks are not trivial. McCord and Buczkowski (2004) relate a story of a man
who paid his premiums as required and waited until the endowment had reached full maturity.
When he arrived at the insurance company office, his payout was less than the cost of the bus
ticket he bought to come to town to collect the benefit.
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In economies with high inflation, it is particularly difficult to offer long-term savings. There are,
however, ways to manage inflationary risks. For example, the financial institution could offer for-
eign currency accounts and make international investments. Established insurance companies

o

may be better placed than more recent financial intermediaries to carry out the complex transac-
tions required to hedge effectively against inflation. Interest rates or investment returns are some-
times inflation linked, with deposits, premiums and benefits increasing based on inflation.

The financial security of low-income people is precarious. If policies with long-term invest-
ment components are to be sold to this market, the policies should be developed to provide
protection from macroeconomic instability and real value to clients. All economies are subject
to unforeseen inflation, so product design has to develop returns to policyholders to protect
them from the ravages of inflation. If MFIs cannot achieve that objective, then clients should
be encouraged to save in assets that retain their value, like livestock or gold, and to explore
short-term insurance coverage to manage risks.

Financial Sector Infrastructure

Another important requirement for long-term savings is the presence of an effective invest-
ment or capital market in the country. Long-term savings can be beneficial to all if the institu-
tion receiving the funds can invest them in a variety of instruments for varying lengths of
time. Investments in bonds, treasury bills, equities and property would be possible forms of
long-term savings to the extent that they match the desired investment time frame. It is also
important that infrastructure exist to rate investments so that MFIs and insurers can assess
the risk profile of different investment options. In some countries, these conditions do not
exist, making it difficult to properly manage long-term savings.

A lack of financial sector infrastructure has a greater effect on endowment products than on
savings completion or savings alone because the insurer relies more on the investment market
for returns. If there are limited investment opportunities, and it is difficult to assess the risk of
the few opportunities that are available, it will be particularly difficult for endowment prod-
ucts to succeed.

Selling the Product

As the term of a savings product lengthens, the difficulties associated with selling the product
grow. Long-term savings products are rarely sold passively, in other words, through a client
coming to an MFI and requesting the product. More typically, a salesperson must develop a
relationship with the client and use selling techniques similar to those of insurance, for
instance, asking questions like “What will happen to you when you grow old?” or “How will
you be able to pay your children’s school fees?” The salesperson needs to reassure the poten-
tial client that the institution is stable and safe because, unlike with short-term savings prod-
ucts, the client has no immediate way to test the sellet’s claims (Roth et al, 2007).

Long-term savings products, particularly endowments and annuities, are complex and can be
difficult to explain even when an institution wants to do so clearly. Sales staff must be capable
not only of communicating product features, but also of helping clients understand the rela-
tionship between risk and return, the difference between lump sum and annuity payouts and
the effects of compounding interest rates. They have to be able to identify and overcome
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sources of client resistance to long-term saving (WWB, 2003). Staff members need to be well
prepared and well supported to meet this challenge (see Box 5.4).

Since long-term savings products tend to be “sold, not bought™ there is significant potential
for those who are selling the products to mislead clients (see Box 5.5). They may do so deliber-
ately in order to make a sale, or through the inadvertent withholding of information that
makes it impossible for customers to fully understand what they are buying. Three-quarters of
the long-term savings clients surveyed by Roth et al. (2007) in South Africa were unhappy
with their savings product and one of the main reasons for their unhappiness was a lack of
awareness about key terms and conditions, particularly the early termination penalties. They
believed that they would get back at least what they had put in, even if they stopped saving
before their contract matured. This issue is much more problematic for endowment policies
than savings schemes because the latter are less complex and more transparent. In addition,
the staff “selling” savings products are unlikely to earn an individual commission based on
savings volumes, so they do not have the incentive to misrepresent the product or press pet-
sons who are not interested to buy it.

One needs to bear in mind that while it may be in the agent’s interest to mis-sell policies
(depending on the structure of the sales incentive), it may also be in the interest of the insurer,
especially if the policy lapses. Some insurers rely on lapses in latter years to avoid paying bene-
fits. Endowment plans designed to rely on lapses can be beneficial to the few clients who have
the ability to maintain premiums, but they are of poor value for the majority of clients. Fortu-
nately, with consumer pressure in some countries, a few insurance companies have been
forced by regulators to pay out hundreds of millions of dollars to misled consumers. This has
not only been costly, but has proved a public relations fiasco for insurers.

Savings and Premium Collection Methods

A key issue with all products is minimizing the costs of collecting deposits; otherwise the sav-
ings of the poor will merely be paying the operating costs of the provider. One way to reduce
costs is to reduce the frequency of payments, but for the low-income market it is reasonable to
assume that periodic payments (weekly, monthly or quarterly) are probably more appropriate
for their cash flow than annual payments.

Box 5.4 Selling Long-Term Savings

To support its micropension product, SEWA Bank has undertaken a special financial
education campaign that uses a variety of methods and tools to spread the message of
micropension as an “Old-age Saviour”. Classroom trainings, film shows followed by dis-
cussion, large group meetings for experience sharing particularly between younger and
older clients, question and answer sessions, essay writing competitions, and financial
camps where individual counselling is provided are some of the techniques used. SEWA
believes the campaign is critical to its success, not just for communicating the impor-
tance of saving regularly and the power of compounding, or for increasing clients’ under-
standing about investment in the open market, but also for changing women'’s attitudes
towards planning for old age.

Source: Adapted from Vyas (2008)
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Box 5.5 Mis-selling in South Africa

The Black Sash is a South African human rights organization which runs community
advice bureaus that assist with a range of consumer protection issues. Many of the cases
taken up by the Black Sash involve the agents of insurance companies who sell a pleth-
ora of insurance policies, including endowments, to rural consumers.

A fairly typical case involved a domestic worker in a local government agency. Until her
retirement in March 1993, she earned US$162 each month. She paid US$37 per month
for insurance policies from four major insurance companies. After her retirement, all she
received from her numerous policies was US$58. She went to the Black Sash for assistance.

In this case, after a long struggle involving many months of correspondence with insur-
ance companies, she eventually received US$169 in total (from surrendering policies).
One policy was surrendered when she retired, four years before the policy became due.
She was “assisted” by the personnel officer of the government agency she worked for,
who failed to inform her that if she waited until the policy became due she would have
received much more.

Source: Adapted from Roth, 1995

With long-term savings, there are three general models in use for premium collection: elec-
tronic deductions, micro-agents, and linking the product to another financial transaction.

Electronic Deductions: In countries where low-income persons have bank accounts, the
premium payment may take place electronically, with follow-up occurring only if the deduc-
tion fails. This is how endowment policies are sold to the poor in South Africa, where poor
households often have one member with a formal sector job and bank account. Under pres-
ent conditions, this model would be inappropriate for many low-income countries, although
as new technologies emerge, new opportunities may arise, for example, premium deductions
through mobile phone banking. In the Philippines, deposits can now be made via mobile
phones for a charge of one peso (US$0.02) per transaction, which is considerably lower than
the transportation cost to a financial institution (Chemonics, 2000).

Micro-agents: In India, Tata-AlG first began working with an MFT to sell its insurance poli-
cies. The relationship did not work because the short-term nature of the MFI’s loan conflicted
with the long-term nature of the endowment policies. It was difficult to collect premiums
from clients who took out an endowment policy but only a single loan. While it is relatively
easy to deduct a premium from the disbursed loan, if the client stops borrowing, then a new
mechanism for premium collection is required. Tata-AIG therefore turned to individual
agents, primarily low-income women living in the communities it wished to serve. These
women form Community Rural Insurance Groups that operate like insurance agencies (Roth
and Athreye, 2005). Delta Life, a Bangladeshi insurer, also relies primarily on poor house-
wives to be its army of agents collecting premiums door-to-door. Such an approach may work
in the Indian subcontinent where population densities are high and many people with suffi-
cient levels of education are prepared to work for a low wage. It is unclear whether this model
could apply to countries with lower population densities and low levels of formal education.

As mentioned previously, a few insurers are experimenting with scratch cards as a tool for
facilitating savings account top-ups and premium payments. In theory, these cards can be sold
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by any type of retailer and customers can buy them as gifts or for themselves, registering the
purchase into their own account by SMS, internet or telephone. In practice, identifying the
right type of agent to sell the cards is proving difficult for insurers. Max Vijay is testing a wide
variety of distribution partnerships, some of which have already been discontinued due to
poor results (Wall Street Journal, 2010). More time is needed to explore what type of agents
and what kind of terms might make this collection method viable.

Linked payments: In the examples from CARD, Grameen and TUW SKOK, the costs of
savings collection are minimized by linking with another financial transaction. CARD and
Grameen clients make their savings payments in the same weekly group meetings, generally
located very close to their home, where they make loan repayments. At TUW SKOK, when
the member makes her or his monthly deposit, a small amount is automatically deducted and
at the end of the month accumulated with all the other premiums that the credit union needs
to pay to the insurer.

Lapses and the Problem of Surrender Values

Another problem, which is very specific to endowment products, is lapsed policies. With sav-
ings products, if depositors miss a payment or stop depositing, they may earn a lower interest
rate, but they will not lose their savings. If a policyholder stops paying the premium on an
endowment policy, however, it will lapse and only the surrender value - often only a small part
of the savings - is returned to the client. This leaves the client with fewer assets than he or she
started with and erodes trust in both long-term savings and the institution that provided the
service. Given the irregular incomes of low-income households, lapsed policies are a very sig-
nificant problem for products that combine savings and insurance.

The limited surrender value in the early years is related to the upfront remuneration of the agent
along with other costs of initiating a policy, such as screening, data entry and contract prepara-
tion. Agents tend to receive their commission in the first few years of the sale. In a lapse situa-
tion, these costs are deducted from the savings component and the remainder is returned to the
client. In the first few years of the policy, there is usually no surrender value at all.

There are various ways to deal with the issue of lapses. Delta Life allows a thirty-day grace
period for late payments, after which time the insurance component is suspended. Policy-
holders can refresh the policy within 12 months if they pay a late fee and undergo an under-
writing review. Policies can even be revived after two years with a late fee plus medical report
showing acceptable health. If Tata-AIG’s policyholders are late with their premiums, the
insurer deducts the premium from the amount accumulated in the surrender value. Policy-
holders can also request a loan from the insurer in order to be able to pay the premium within
the grace period, as long as the policy is at least three years old and previous premiums have
been paid. Max Vijay requires a larger initial premium payment, which helps to ensure that the
cost of opening and maintaining the account will be covered and the account will not lapse if
additional premium payments are not regularly made. Of course, potential customers may
have difficulty accumulating sufficient funds to make the first payment and they will not gen-
erate much return unless they make subsequent premium payments.
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More innovation is required to deal with the problem of lapses. Perhaps an area to be
explored would be the creation of incentives for regular payment, for example, a bonus if all
premiums are paid within five days of becoming due and a reduction in benefit if payments
are not made, rather than a simple termination of cover. The crucial issue is that the surrender
values must be fair, and clients must be aware of the policy conditions including the surrender
value. Fairness in this instance would mean that the savings and insurance portions of the pre-
miums are understood by the policyholder, and that income or expense adjustments are
clearly understood prior to the purchase of the policy.

5.4 Conclusions

The provision of long-term savings is an exciting new opportunity to expand the frontier of
microfinance. The demand is there. The challenge is to find the right product design, delivery
mechanism and institutional arrangement to address that demand in a cost-effective way that
provides value.

To expand the availability of long-term savings and insurance products, insurers, bankers,
asset management companies, donors and development agencies can play a significant role in
improving the design of products for the poor, helping regulators to oversee them, and
strengthening consumer protection mechanisms to ensure that the products are fairly
designed and honestly sold.

None of the currently available products are flawless. Indeed, additional innovation is
required to provide better long-term products to the low-income market. Such innovations
would need to be evaluated on their own merits. Are they safe, protected from inflation and
well regulated? Do they provide real value to clients?

1. The poor can and do save for long-term goals.

2. All long-term savings products are difficult to offer in unstable economic environ-
ments.

3. Long-term savings products tend to be sold, not bought.

4. Insurance companies could play a role in overcoming many of the difficulties asso-
ciated with long-term savings, either on their own or in partnership with an MFI.

5. When bundling long-term savings with insurance, design the product to avoid lapses
and to ensure that policy conditions are clearly understood prior to purchase.
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Case Study: Micro Pension Services in India

Invest India Micro Pension Services (IIMPS) was established in 2006 by leading devel-
opment and pension sector experts to enable low-income informal sector workers to
build up savings for retirement in a competitive and well-regulated environment. [IMPS
delivers pension and insurance products to low-income workers in collaboration with
microfinance institutions, cooperatives, self-help groups, worker unions, multilateral
and bilateral aid agencies, government departments and finance firms. It has developed
a technology platform called Micro Pension™ that allows these organizations to channel
retirement savings, short-term savings and insurance premiums of low-income individu-
als to regulated asset management and insurance companies.

[IMPS has as investors and board representatives two of the first big players in
micro-pensions: UTI-AMC, one of the largest asset management companies in India, and
SEWA Bank, a bank run by the Ahmedabad-based Self Employed Women's Association.
SEWA Bank began working with UTI-AMC in April of 2006 to offer its clients access to
UTl’'s Retirement Benefit Pension Fund. Women between the ages of 18 and 55 who
have a savings account with SEWA Bank can enrol in the scheme by authorizing the bank
to deduct Rs. 50 to 500 (US$1 to US$10) per month from their savings account for a
10, 15 or 20-year period. SEWA Bank sends these contributions to UTI-AMC, which
invests them in UTI Mutual Fund, a balanced fund consisting of 60% debt (minimum)
and 40% equity (maximum). In exchange for acting as UTI’s distributor, SEWA Bank
receives 3% of the amount collected as commission.

UTI-AMC opens an individual retirement account for each subscriber, who receives a
quarterly report of her investment. There is no fee to enter the scheme and no guaranteed
return.” A member can withdraw at any time, but must pay an exit load, which varies from
1% to 6.5%, if she wants to leave the policy before it matures (see Table 5.3 below).
SEWA Bank markets the product as one from which members should not withdraw until
they reach 58 years of age, so that it can serve as a real pension scheme. At the age of
58, members can withdraw a lump sum amount or convert that sum into an annuity.
Within one year SEWA Bank enrolled 40,000 women in this scheme, including vegeta-
ble vendors, domestic maids, hand cart pullers, construction workers, bidi rollers,
embroidery workers, rag and waste paper pickers, who contributed Rs.25,000,000
(US$625,000).

Table 5.3 Exit Charges for UTIl’s Retirement Benefit Pension Fund

Period Exit Load

Less than 1 year 6.5%
1-2 years 4.5%
2-3 years 3%
More than 3 years up to the age of 58 years 1%
After 58 years of age Nil

Source: UTI Bulletin, cited in Uthira and Manohar (2009).

9 UTPDs Retirement Benefits Scheme, of which the micropension initiative is a part, has delivered 12.5% returns over the

years since it started in 1994. SEWA Bank used to offer a long-term savings product, Bhavi Suraksha Yojana, with a
guaranteed return of 12%, but had to re-launch that product in 2002 with a guaranteed return of 7% due to falling interest
rates (Chaturvedi et al., 2005).

110



Product Options ElE

=

In April, 2009 IIMPS and UTI-AMC formalised a new strategic alliance with the BASIX
Group. Under this partnership, IIMPS will use its Micro-Pension Model to deliver the
UTI-Retirement Benefit Pension Fund to BASIX customers, targeting 700,000 working
poor in 2009-10. UTI-AMC and IIMPS are also trying to work with State Governments to
facilitate co-contributory social security schemes for low-income informal sector work-
ers. MFls and cooperatives are being recruited to help target such schemes through
proxy means tests based on their local knowledge of members’ actual incomes. They may
also be able to provide financial education in support of the schemes and collect mem-
bers’ social security contributions, which would be matched by the State Government
and then invested by UTI-AMC.

The IIMPS technology platform and implementation capacity are portable and can be
adopted in other countries that seek to offer contributory social security and pension
schemes to low-income informal sector workers.

This case study was adapted from:

» Vyas (2008), www.sewabank.org and http://www.iimp.in.
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Microenterprise Loans

“Successfully designed credit products that meet the needs of microentreprenenrs are a necessity
Sfor any MFL. It is important that the people who provide and evalnate lending services
understand the different elements of lending products and the way in which these elements

affect both borrowers and the viability of the MFI.” ~ Ledgerwood (1998)

Microenterprise loans are often the first product that MFIs offer when they open their doors.
For most institutions, they also make up the vast majority of the loan portfolio. They can be
offered by almost any institutional type: regulated and non-regulated financial intermediaries,
public and private projects, individual and institutional moneylenders, and others.
Microenterprise loan products facilitate income generation for clients as well as for MFIs and,
thus, play a critical role in enabling institutions to achieve both commercial and social objec-
tives.

This chapter begins with a brief background on the history and general characteristics of
microenterprise loans. It then discusses five primary methodologies for delivering them and
explores the conditions under which certain methodologies might be more appropriate for
serving a particular market than others. The chapter concludes with a discussion of
microenterprise loan product design and the tradeoffs that must be managed for success. The
outline of the module is as follows:

Background on microenterprise loans
Major microlending methodologies
Choosing a lending methodology

Designing a microenterprise loan product

AN A

Moving from one methodology to another

6.1 Background on Microenterprise Loans

The original purpose of microfinance was to help the poor to work their way out of poverty
by providing small loans that could be used for microenterprises or for income-generating
purposes. This development strategy assumed that credit was a missing link.
Microentrepreneurs could put affordable investment capital to good use, creating or sustain-
ing jobs for themselves and perhaps for others as well. This approach was possible because
the high marginal returns on microenterprises could increase household income and still
allow borrowers to repay their loan plus interest, as shown in Figure 6.1.
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Figure 6.1 Logic of Income-generating Loans
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Microenterprise lending became a popular development approach in the 1980s and “90s
because it could be sustainable, in other words, the income earned on the loans could cover
the costs of delivering those services, including the cost of capital. To do so, microlending
methodologies had to overcome four significant design challenges:

® Collateral: One reason why poor households typically could not get a loan from the for-
mal financial system was their lack of assets that could be pledged as security for the loan.
Microlending methodologies therefore had to develop other techniques for controlling
credit risk, such as non-traditional collateral, peer pressure, social capital, incremental
lending and compulsory savings.

® Information asymmetries: To make good credit decisions, financial institutions also
need to know about the borrower’s character and whether the intended purpose of the
loan is likely to generate sufficient returns to service the debt. However, poor households
often lack a credit history and business records, so it is difficult for financial institutions to
get the information they need to make good decisions. Microcredit methodologies over-
come this problem primarily by using: 1) borrower groups or guarantors to assess the
character and capacity of applicants; and 2) stepped lending, to gradually increase the
loan size over time, and learn about the borrower and the enterprise in the process.

® Minimising costs: Since low-income households cannot usually make good use of par-
ticularly large loans, microlending methodologies had to develop efficient and streamlined
means of delivering small loans. Some of the answers included simple procedures that
could be implemented by low-cost staff members, the delegation of certain delivery activi-
ties to borrower groups, basic infrastructure in branch offices, high productivity through
large client-to-staff ratios, immediate follow up on delinquent loans, and credit scoring.

® Reaching huge volumes: The drive to reach large volumes of customers had a dual pur-
pose. From a development perspective, there was a motivation to help as many people as
possible; from a commercial perspective, volumes were necessary to achieve economies
of scale that made sustainability possible. Innovations to reach large volumes of poor per-
sons included group lending methodologies, standardised policies and procedures, and
more customer-responsive product design.
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By finding effective ways to overcome these obstacles, microcredit programs challenged con-
ventional wisdom about financing the poor. They showed that poor people, especially
women, could maintain excellent repayment rates, including portfolio quality that often
exceeded that of the formal financial sector. Microfinance institutions demonstrated that
microenterprises were a legitimate market niche.

The evidence regarding the effectiveness of microcredit in increasing incomes and creating
jobs has been mixed. Thousands of client stories shared over the last four decades demon-
strate that microcredit has helped many low-income households to increase or atleast stabilise
their incomes, but at this point in time, there is no conclusive evidence from a rigorous scien-
tific perspective about the overall impact of microcredit (Rosenberg, 2010).

Certainly, not all households benefit from income-generating loans; in fact, some households
end up worse off — a consequence that MFIs must take care to avoid. If a client receives a
microenterprise loan, but does not invest it in her business, then the logic for success pre-
sented in Figure 6.1 will not hold. Similarly, if she invests it in her business, but does not earn a
sufficient return to meet her debt and household obligations, she may actually de-capitalize
her business in order to service her loan, resulting in less future income rather than more.
Finally, not all households wish to be perpetually in debt, so even if they successfully repay
one loan, they will not necessarily take another. These are just some of the factors that need to
be taken into consideration when designing microenterprise loans, and when thinking about
the other types of products that an MFI might want to include in its product portfolio to sup-
port clients’ ability to use microenterprise loans effectively.

6.2 Major Microenterprise Lending Methodologies *°

Microenterprise lending has taken different forms in different contexts. The differences often
have a regional bias. For example, in South Asia, microloans are usually aimed at rural women
who engage in agriculture, animal husbandry or other income-generating activities on a
part-time basis. Whereas in Latin America, microloans are largely for microenterprises in
urban areas, including petty traders, small manufacturers and other informal businesses,
which may employ up to five to ten people. Some microloans are intended to help people to
start businesses, while others are only for existing enterprises. In certain places, microloans
even target cooperative or community enterprises.

Microlending methodologies can be classified into five major schools or approaches: a) soli-
darity group, b) Grameen, c) self help group, d) village banking and e) individual
microlending. Although there are numerous variations for each methodology, some of which
incorporate elements of other methodologies, this section summarises key aspects of the
most common versions.

10" This section was adapted from: Churchill (1999), Harper (2002) and Churchill et al. (2002).
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Solidarity Group Lending

This approach to microenterprise lending, popularised by ACCION International, began in
the large urban markets and shantytowns of Latin American cities that were bustling with
informal economic activities (see Figure 6.2). In solidarity group lending, a loan officer or pro-
moter goes out into the markets to encourage microentrepreneurs to form borrower groups
of three to ten people who already know each other, trust each other, and are willing to guar-
antee each other’s loans. By lending to a small group of friends or business associates, solidar-
ity group lenders overcome information asymmetry problems — group members implicitly
assume some of the delivery costs since they conduct due diligence assessments of each oth-
ers’ enterprises.

Figure 6.2 Solidarity Group Lending
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Solidarity group lenders use joint liability of the group, and the accompanying peer pressure,
to control credit risk. They also usually target enterprises that have been in business for six to
twelve months and have a regular cash flow; the microenterprise is often the household’s pri-
mary source of income. Lenders typically employ a stepped loan approach, starting with very
small loan sizes and then gradually increasing the amounts, presumably to mirror the growth
of the business. This process allows borrowers to develop a credit history while minimising
the exposure of the lender. Initial loans are usually available within two to six weeks. Loan
terms tend to be quite short, four to six months for initial loans and then lengthening some-
what with larger loans to repeat borrowers.

Loans are generally repaid at the MFI’s branch office or into the MFI’s account at a collabo-
rating bank, with one member bringing the repayment for the whole group, although in some
environments loan officers visit groups. Repayments are frequent — weekly for initial loans
and monthly for more mature borrowers. Lenders may not allow groups to make partial pay-
ments as a way of ensuring that members assist each other. There are usually no savings
requirements in solidarity group lending.

The solidarity group approach appears to reach men and women in roughly equal proportions
unless the lender has a particular bias or preference.
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Grameen’s Group of Groups

The Grameen methodology began in Bangladesh and has since been replicated, or adapted, in
numerous countries around the world with varying degrees of success. Typically a
self-selected group of five women — almost all Grameen borrowers are women — are linked
with four or five other groups from their village to form a centre (see Figure 6.3). All meetings
take place in the village, in someone’s yard or in a community centre. The centre structure
enhances the efficiency of the field worker by allowing her or him to collect savings and repay-
ments from 25 to 30 people during a one-hour meeting; and the MFI does not have to have
physical infrastructure in the community.

Figure 6.3 Grameen Centre
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Before receiving a loan, groups undergo two to four months of weekly meetings for training
and indoctrination during which they also begin making small compulsory deposits.
Income-generating loans are typically used to launch a new rural economic activity, such as
cow fattening or paddy husking, which tends to be just one of the household’s several income
strategies. Although a profit from the investment might not be realised for six or nine months,
borrowers are generally able to make the small weekly repayments during the twelve-month
loan term from other income, such as daily or occasional wage labour as agricultural workers.

Grameen lenders usually provide loans to individual group members on a staggered basis, ini-
tially to two of the five members. After two months of repayments, two other members are
eligible for loans, and then the group leader two months later. While members are not legally
liable for the debts of their fellow group members, members are not allowed to access a subse-
quent loan if anyone in the group is delinquent.

In the Grameen approach, the compulsory savings is kept by the MFI and serves three main
purposes. First, it allows a prospective borrower group to demonstrate that it is disciplined,
that the members can provide a prescribed amount of money each week. Groups that cannot
manage the savings requirement do not receive loans. Second, compulsory savings serves as
cash collateral for the loan. In some cases, borrowers are not allowed to access their savings
unless they leave the programme. If a borrower defaults on her loan, the savings is liquidated
and the balance is written off. Third, for some organisations, accumulated savings represents
an important source of loan capital.
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Self-help Group Approach

Originating in neighbouring India, the self-help group (SHG) approach is quite different
from Grameen. The SHG approach is also known as the bank-linkage model because it typi-
cally involves two institutions, an NGO promoter and a bank (see Figure 6.4). This relation-
ship has been encouraged by the Indian government, through the National Bank of
Agriculture and Rural Development INABARD) and other government programmes, which
pay NGOs a fee to form and train groups of rural women, and to assist them to qualify for a
bank loan. After forging the link to the bank, if funding permits, the NGO may remain
involved, assisting the members to manage their affairs, and possibly promoting federations
of SHGs, or it may withdraw and work with other groups.

The members have their accounts with the SHG, not the bank; the bank does not have any
direct dealings with individual members. To qualify for a bank loan, a self-help group of
twenty or so members follows certain steps, including:

® The SHG members decide to make regular savings contributions, which are managed by
the group.

® Members can then borrow individually from the SHG, for purposes, on terms and at
interest rates decided by the group.

® The SHG opens a group savings account and deposits funds that are not loaned out to
group members to qualify for a loan from the bank.

® The SHG maintains meticulous records of the group’s attendance, savings and internal
lending activities. The discipline shown in these records, and the corresponding balances
in the group’s savings account, can after six months make the SHG eligible for a bank
loan, which it uses to supplement its own funds for on-lending to its members.

Figure 6.4 Self-help Group
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Internal loans are typically small and used primarily for consumption purposes. Income-gen-
erating investments are more likely to occur after the SHG gets a loan from the bank. Loans
are used for a wide range of farm and off-farm income-generating activities.

The SHG performs the same functions as those required by the Grameen system, but on their
own behalf, since the SHG is effectively a micro-bank carrying out all the intermediation tasks
associated with savings mobilisation and lending. Banks may demand to know who the mem-
bers are and impose certain conditions as to the uses of the loans that they make to the SHG,
but the SHG is an autonomous financial institution in its own right.

NABARD also encourages the banks to lend to SHGs by refinancing the loans at the subsi-
dised rate of six-and-a-half per cent. Loans to SHGs are excluded from the maximum interest
ceiling of 12 per cent which still applies to other loans under Rs. 20,000, but banks have gener-
ally not taken advantage of this freedom, and most still lend to SHGs at about 12 per cent. The
resulting five-and-a-half per cent spread is felt to be enough to cover the transaction costs so
long as the SHG promotion, training and development task has been carried out by an NGO,
at no cost to the bank.

The on-time repayment rates on SHG loans are usually well over 95 per cent. This is so much
higher than the normal performance of loans granted under government ‘schemes’ to poorer
people that the banks are generally satisfied with this form of intermediation, even if the
spread is less than that which they usually obtain.

Since India has a fairly extensive banking infrastructure, this methodology is reasonably effec-
tive in reaching out into sparsely populated rural areas. Even if the bank is not particularly
close, groups can still function effectively and create a bank-linkage as long as they do not
have to keep their group funds in a bank account and can negotiate infrequent repayments to
lower the transaction costs of interacting with the bank. Other groups do not link with a bank
at all, but rather gradually build up their own capital.

Village Banking

Although similar to the SHG approach, the lending methodology commonly known as village
banking was developed independently by FINCA in Latin America in the mid 1980s. In its
original design, shown in Figure 6.5, village banks of 30 to 50 women had the same responsi-
bilities for financial intermediation as Indian self-help groups — collecting regular savings
from group members and lending it to each other (or investing it elsewhere). Well-performing
village banks could then borrow money from an external organisation (usually an interna-
tional NGO), and on-lend to group members. To keep credit management simple for the vil-
lage bank, loan conditions were highly standardised:

four-month terms with 16 equal weekly repayments;

US$50 initial loan with subsequent loans equalling the last loan plus accumulated savings;

Mandatory savings (20 per cent of the loan amount) per loan cycle paid in weekly instal-
ments; and

® [ull repayment by the entire group a prerequisite for additional funds.
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Figure 6.5 Village Banking Model
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The initial expectation was that the village bank’s internal account would grow over time and
accumulate sufficient funds to capitalise its loan portfolio and become autonomous. This
graduation objective was soon dropped because it was not really in anyone’s interest. Village
banks generally preferred having access to external credit, rather than relying solely on their
savings. For the international NGO, which played both the promoter and provider role —
unlike in the Indian context where the promotion was paid for by the government — gradua-
tion meant losing mature banks that generated the greatest revenues.

The village banking methodology has been adopted by MFIs around the world and they have
adapted it in different ways in an effort to make it more client responsive and sustainable.
Some institutions have eliminated the internal account, others have accelerated the pace with
which clients can access larger loans, many have relaxed restrictions on the loan term, repay-
ment frequency or savings requirements. As a result, what now characterizes the village bank-
ing methodology is its delivery of services to relatively large groups of clients who have some
level of control over decision-making (see Box 6.1). The methodology is often used to serve
poorer and more rural market segments and frequently includes the provision of
non-financial services.
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Box 6.1 Methodology Peer Groups at the MIX

The Microfinance Information eXchange (MIX) classifies MFls into four methodology
peer groups: 1) individual; 2) solidarity; 3) village banking; and 4) mixed. The principal
criterion used to classify a methodology as village banking is control over decision mak-
ing. If there is group control over the lending out of internal funds or requests for external
funds, then the methodology is classified as village banking. Thus, MFIs that use a
self-help group methodology are placed in this category. Other methodologies that
involve groups in the lending process but do not give them control over decision making
are classified as solidarity, regardless of the size of group through which loans are made.
Products that have no group involvement are classified as individual. Institutions that
use multiple methodologies with no one methodology dominating the portfolio are classi-
fied into the mixed category. MFls that wish to compare their performance with that of
other institutions that use a similar methodology can refer to the methodology rows of the
peer group benchmarking tables published semi-annually by the MIX (www.themix.org).

Source: Email correspondence with Blaine Stephens, COO and Director of Analysis, MIX, 2010.

Individual Microlending

Individual microlending, the only methodology that does not rely on groups to overcome the
challenges of designing microenterprise loans for the poor, adapts conventional banking to
the unique characteristics of informal businesses. This approach gathers information to assess
risk, not through documents, but through inspection of the business and household, and
through recommendations of respected persons. Table 6.1 illustrates the combination of
assessment tools used by four individual lending MFIs.

Like banking, individual microlending assesses character, collateral and capacity in making a
credit decision, but places a different emphasis. The primary factor is the individual’s charac-
ter, followed by the capacity of the business and household to service the loan. The character
of a prospective borrower is assessed through interviews with neighbours, customers, suppli-
ers and community leaders. Loan assessments determine the cash flow of the entire family
economic unit based on the assumption that low-income households often have several
sources of income as part of their survival and risk reduction strategy. The cash flow analysis
does not usually take into consideration the impact of the borrowed funds on the earning
potential of the household.

Individual microlenders will take collateral when possible, but the security options are more
expansive than with conventional banking. Individual microlenders often request co-signers
to guarantee the loans, and may accept jewellery, productive assets from the business, and
even household furniture and appliances as collateral. These forms of non-traditional col-
lateral serve primarily to demonstrate the borrower’s commitment and are rarely used as a
secondary repayment source.
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Table 6.1 Tools Used by Individual Microlenders to Assess New Borrowers

Credit Assessment ABA ADEMI BRI CMACs
Credit officer visits yes Up to 3-4 visits, | once Usually once
business sometimes

unannounced
Visit to client’s home no yes yes Usually once
Analysis of business and Not detailed: Gradually Important factor | Extremely
household cash flow assessment of refined with in determining detailed for first
productivity and | data loan size loan and
age of business | accumulated updates with
over time each additional
loan
Check on outstanding debts | no Yes, and review | yes yes

from other sources

credit history
based on utility
bill payments

Calculate repayment

Study potential

Include

Instalment 75%

Clients must be

capacity profitability of potential profits | of monthly net able to
activity from use of loan | income of the demonstrate
business before | repayment
the loan capacity before
use of loan
Character references Friends and Neighbours, At least two Neighbours,
neighbours employees, neighbours or employees,
local bar and influential local bar and
shops, community shops, suppliers
suppliers; members
recommendatio
ns from current
clients
Knowledge of community Build inside Build inside Village head Not consciously;
information information confirms that as occurs from
about existing about existing the applicant other activities
clients and clients and lives in the
applicants applicants village and has
a business
Bank account information When When When When
applicable applicable applicable applicable
Verification of collateral As Deed or copy of | Copy of Original proof of
pledged psychological ownership for land/house title | ownership held
pressure client file or tax receipts in client file
during loan
period
Verification of capacity and | N/A Assess payment | N/A Asses payment
co-signer capacity capacity
including assets including assess
and income and income

121

Source: Churchill, 1999.

o



6 Microenterprise Loans

6.3 Choosing a Methodology

Whether an MFI is thinking about introducing a microenterprise loan product for the first
time, or is thinking of introducing an additional microenterprise loan product to complement
its existing product offering, the decision about which methodology to use will be determined
by three main factors: 1) the MFI’s outreach objectives; 2) the needs of its target market; and
3) the characteristics of the environment in which the product will be delivered.

An institution that aims to serve remote areas that do not yet have access to formal financial ser-
vices is unlikely to make the same methodology choices as an institution that wants to help exist-
ing customers in urban areas to grow. The poverty level, gender, and education level of potential
borrowers will influence an MFI’s decision, as will the cash flow of the income-generating activ-
ities to be financed. Population density, the cohesiveness of the communities where the MFI
wishes to work and the infrastructure available in those areas will also have an impact.

Thus, to choose a methodology, an MFI must first be clear about who it is choosing the meth-
odology for —who does it want to serve and where. Once it makes this decision, the next step
is to determine whether a group or individual approach would be most appropriate.

Group vs. Individual Lending

The group approach enables an MFI to pursue social as well as economic objectives. Some
MTFTs use the group meeting to educate borrowers about such topics as nutrition, child immu-
nization, family planning and HIV/AIDS. Others encourage the group to become a building
block of a broader network that allows entrepreneurs to cooperate on business issues, such as
bulk buying or hiring security guards for the marketplace, and on social issues such as digging
wells or pit latrines. Group methodologies also have an implicit empowerment objective as
members develop leadership, facilitation and negotiation skills. For SHGs and the original vil-
lage banking model, members also learn how to manage the group’s accounts.

If given the choice, some low-income borrowers would prefer a group loan. They express
concern about what would happen if they had an individual loan and could not make a repay-
ment. Borrowers also appreciate and benefit from the social and economic support system
inherent in group methodologies. Women in particular seem to appreciate the networking
opportunity provided by the group approach.

But borrower groups are certainly not for everyone. People who are more entrepreneurial or
who have larger businesses often feel constrained in a group since the loan sizes or repayment
conditions are frequently applicable to the group as a whole and designed to meet the needs of
the lowest common denominator (or the standardised system of the MFI). These individuals
may also become victimised by free riders in a group setting, which has caused some MFIs to
lose their best borrowers.

The volatility of portfolio quality is a greater concern for group methodologies. Collateral, even
non-traditional collateral, can have a stronger influence on repayment performance than group
guarantees, particularly as loan sizes become larger and the cost of making a payment on another
member’s behalf may outweigh the benefits. Volatility also results from the connection between
group members, which allows the repayment behaviour of one person to influence the behaviour
of others more quickly than with individual borrowers. Delinquency problems within a group may
not be visible to an MFI until they become serious enough to affect the group as a whole.
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Group methodologies are more appropriate for new businesses or microenterprises that can-
not predict their cash flow, and for persons who have no collateral. The group approach tends
to be more effective in close-knit communities that have many fairly homogeneous busi-
nesses. In communities where persons do not trust each other, or where business persons do

o

not know many others with similar-sized businesses, group lending is less likely to succeed.

The per loan costs for individual lending are much higher than those for group lending.
Rather than delegating responsibilities to a borrower group, the MFI assumes the expenses of
assessing the character of the applicant and the cash flow of the business and household. Plus,
field staff deal with one client at a time, during the loan application process as well as during
disbursement and Consequently, individual
approaches cannot profitably offer loan sizes that are as small as those offered by group lend-
ers, and therefore cannot reach as poor a market. As summarised in Table 6.2, group and indi-

repayment transactions. microlending

vidual methodologies are complementary approaches to serving different markets.

Table 6.2 Pros and Cons of Group and Individual Methodologies

Advantages of Group Lending Advantages of Individual Lending
® Economies of scale — more clients served by a fixed Able to reach diverse markets
operating investment Effective to support growing

E ® Economies of scope — ability to deliver multiple businesses
'5 services through group mechanism Less volatile portfolio quality
E ® Achieve social and economic objectives Able to learn about individual clients’
2 | e Reduce information asymmetry character and capacity
® |mprove loan collection
® (Costs and risks transferred to clients
® Reduce moral hazard risks through group monitoring
® Building block to broader social and business Product design can be more flexible
= network and adapted to individual needs
W | e Collateral not required Most clients would prefer not to
J —
O | o Assistance with repayments guarantee the loans of others — no free
rider problem
® Social benefits including empowerment
Disadvantages of Group Lending Disadvantages of Individual Lending
® |ess effective in heterogeneous markets Not as effective in reaching women,
z e Difficult to enforce contracts very poor borrowers, start-ups
£ | ® May contribute to desertion Costly delivery_ model — no efficiencies
2 . o . e through bundling
E | ® Reduced learning of individual client’s credit histories o
5 . Assume all of the credit risk
Z | ® Dependence on group leadership o )
= ) ) ) Purely an economic intervention
® Covariant risk and contagion )
. i May not be cost effective means for
® Group formation and maintenance can be costly, serving rural or remote communities
time-consuming
® Potential for corruption by group leadership Requires collateral
E ® Limited flexibility of the loan product No built-in support network to help
E ® Lack of privacy during difficult times
© | e Potential free riders
® Costs and risk are transferred to clients
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Selecting a Group Lending Model

If an MFI is launching its first microenterprise loan product and it decides that it wants to use
a group-based methodology, then the differences between group methodologies become
important. Some of the factors that can help guide the selection of a model are listed below.

1) Autonomy. Is it a priority for the MFI to support the creation of autonomous or self-man-
aging groups? If so, the SHG or village banking methodologies will be most appropriate.

2) Group formation. Does the MFI want to take responsibility for promoting the concept of
group lending and forming or finding groups through which to lend? If not, then the SHG
model will be the one to consider. Identifying and developing a relationship with an appro-
priate local partner will be critical to success.

3) Location. Will borrower groups visit the MFT or is the MFI going to bring its services to
the borrower group? If the MFI will go to the groups, a large group methodology is likely
to be more cost-effective, although technology or high population density could enable
solidarity groups to work as well.

4) Diversity. How heterogeneous is the target market? The more diverse customers’ needs
are, the more difficult it will be to serve them effectively using a large group methodology.

5) Business development. The more enterprise experience clients have and the larger their
businesses are, the more likely it is that solidarity lending will be feasible. Larger groups
spread both risk and the cost of providing financial services over a larger number of bor-
rowers, which can make it possible to provide smaller loans to poorer borrowers or those
just starting a business.

06) Social cohesion. How difficult will it be for clients to find or create a group? If there is a
strong tradition of community organization or many existing groups through which to
work, a large group methodology may be more convenient for clients and the MFL. If,
however, there is little trust in a community or population densities are low, institutions
may find it easier to work through solidarity groups.

Diversification Options

Since group and individual methodologies complement each other so well, MFIs that already
offer one are likely to find their greatest diversification opportunity in introducing the other.
Many institutions that began by offering group loans have introduced individual loans in
order to retain customers who have outgrown their group. Other MFIs, such as Equity Bank
in Kenya and several of the BPRs in Indonesia, started with individual lending and have diver-
sified into group lending in an effort to reach new market segments.

It is less common for MFIs that already offer a group-based microenterprise loan product to
introduce another group-based microenterprise loan product using a different methodology,
but institutions do occasionally find this strategic. CrediAmigo in Brazil offered solidarity
group and individual microenterprise loans but launched a village banking product in 2005 to
serve rural clients. By September 2007, it had reached more than 33,000 customers in 11 states
using the new methodology (Fonseca, 2008). In India, Bhartiya Samruddhi Finance Limited
(BSFL), which is part of the BASIX Group, offers loans to individuals, SHGs, joint liability
groups, mutually aided cooperative thrift and societies (MACTS) and revolving savings and
credit associations (ROSCAs).
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Of course, a third option is for an institution to introduce another microenterprise loan prod-
uct using the same methodology already in use to target a particular market segment. XacBank
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in Mongolia, for example, offers household loans, salary loans, apartment loans, student
loans, small business start up loans, growth loans, development loans, harvest loans, herds-
man loans, deposit-backed loans and overdraft loans, all through an individual lending meth-
odology. Although this type of diversification is likely to be the easiest, it may not generate
sufficient benefits to make the costs of doing so worthwhile. As discussed in Chapter 23,
every product that an MFI adds to its portfolio increases the complexity of its operations.
Thus, institutions may find it more strategic to increase the flexibility of existing products to
meet the needs of new market segments rather than to introduce entirely new products (see,
for example, the case of Prodem at the at the end of this chapter.)

6.4 Designing a Microenterprise Loan Product

No matter which methodology an MFI chooses, it will need to balance three competing objec-
tives in its loan design: a) minimising credit risk; b) maximising accessibility and worth for cli-
ents; and ¢) minimising transaction costs. Each of these objectives is important, but there are
tradeoffs amongst them. Most microlending methodologies emphasize credit risk controls to
compensate for the fact that their loans are unsecured. This tends to keep portfolio-at-risk low,
but it also results in higher transaction costs and accessibility barriers that limit outreach.

Certainly MFIs need to minimize risk, but if they can find a better balance between their risk
controls, their costs, and the value provided to clients, they can increase their volume and
profitability. One way to find a better balance is to challenge assumptions about the contribu-
tion of each risk control. As MFIs define the features of their loan product, they should con-
sider not only which controls they could put in place, but which controls would be most cost
effective. Some of the issues worth taking into account are described below.

® Eligibility: Who is eligible to access a loan? Anyone in the community? Only people with
a certain amount of business experience? Only women? Persons with incomes below a
certain level? The broader an organisation’s eligibility criteria, the larger its potential mar-
ket within a specific geographic area. The narrower the criteria, the more control an MFI
has over the risk it is exposing itself to.

® Interest rate and fees: Do all loans have the same interest rate, or does the MFI differen-
tiate the rate for different segments of the market (for example, offering a discount for
low-risk, repeat borrowers)? Will there be financial incentives or penalties for timely or
late repayment? Will there be an application fee or any other additional charges associated
with the loan? Will these charges be easily understood by clients?

® Loan amount and duration: Small loan amounts for short terms help keep the reins
tight on credit risk, but they increase transaction costs for screening and disbursement as
loans come up for renewal more frequently. Ultimately, the loan term should be linked to
the loan purpose and the household’s or business’ cash flow: how long do they need to use
the money?

® Repayment frequency: Similar to loan term, frequent repayments enhance credit risk
control, but create higher transaction costs. In fact, most microlending costs are associ-
ated with repayments. What would be the effect on credit risk if instalments were paid
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fortnightly or monthly instead of weekly? Can the slightly higher credit risk be justified by
the dramatically lower transaction costs?

® Payment schedule: Most MFIs opt for equal instalment amounts to simplify
recordkeeping, but clients tend to have irregular incomes and expenses — some months
they can afford to pay more, other months they cannot afford to pay anything. For organi-
sations that have more advanced information systems, flexible repayment schedules will
enhance the product’s worth and likely lower credit risk. In addition, for low-risk custom-
ers, a line of credit would allow them to decide when and how much they repay.

® Collateral and collateral substitutes: The most common types of collateral and collat-
eral substitutes in microlending include: a) group guarantees, b) co-signers or personal
guarantors, and ¢) non-traditional collateral such as business equipment, household appli-
ances or livestock. Will one or more types of collateral be required? Certainly, the amount
of collateral required will increase as the loan size increases, but will there be any flexibility
in the type of collateral clients provide? For microloans, it is helpful to keep in mind that
the market value of the collateral tends to be less important in leveraging timely repayment
than its worth to the borrower. If group guarantees are used, how will the MFI ensure that
members of a self-formed group have a strong bond?

Of course, these features are not the only elements of product design that need defining.
MFTIs must also decide how they will market their product, receive applications, screen those
applications, disburse funds, collect repayments, and mange delinquency should it occur. As
an institution defines each of these processes, it can look for ways to minimise risk, transac-
tion costs and accessibility barriers.

Take, for example, the screening process. Assessing an applicant’s creditworthiness can be
quite expensive, but it is also quite important, especially if the lender’s fallback repayment
method is not particularly strong. An MFI could delegate part of the assessment process to a
borrower group, but it would need to consider what kind of training borrowers might require
to perform this function effectively. Would clients find the reduction in financial costs and
increased access to loans more valuable than the increase in transaction costs (in other words,
the time they would have to spend in group training and meetings)? Would the training cause
long delays in accessing loans? Could it help borrowers better understand how to assess their
own borrowing capacity and avoid over-indebtedness? What checks could the institution put
in place to verify the quality of group assessments?

For individual loans, the MFI’s assessment of each client is more rigorous and time consum-
ing and, thus, more expensive. How long will that assessment remain valid? Could one assess-
ment be relevant for two or three consecutive loans? Could the client be offered access to a
credit line for a particular period of time instead of one lump sum disbursement? Could sub-
sequent assessments be made less onerous for the MFI and client on the basis of repayment
performance or through improved record-keeping during the period of the initial loan? Credit
committees are a critical part of the individual loan assessment process, but adjusting the
number and seniority of participants sitting on the committee according to the size or riski-
ness the loans being appraised can help manage the cost, risk and worth tradeoffs.

Decisions about many of the other processes that an MFI needs to consider — such as the
methods for disbursing and repaying loans — are usually made based on concerns regarding
fraud and security risks, and are partly dictated by the financial sector infrastructure. For
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example, do MFIs want field staff disbursing loans in cash, or can they issue cheques without
creating significant disbursement delays and accessibility barriers? Does the group need to
meet all together to make their loan repayments, or can a group representative collect individ-
ual repayments and remit them to the MFI?

Microlending methodologies are rapidly evolving as MFIs develop more experience and are
willing to experiment in an effort to find a better balance between risk, cost and accessibility.
Activity-based costing and process mapping are being used by more and more institutions to
identify the steps in their lending process that are most expensive and to gauge the impact that
product design changes might have on transaction costs. Equity Bank’s turnaround has been
linked to market research that was done in 2001, which revealed access barriers created by its
pricing policies. By revising its pricing strategy, increasing its transparency and responding to
other issues raised by customers, Equity was able to vastly increase its outreach without sacri-
ficing profitability. Within one year, it doubled the number of active borrowers to more than
18,000 (Coetzee et al., 2002). Today, it has more than 540,000 active borrowers.

A small but increasing number of MFIs are looking at ways to use the lending process to manage
a much broader array of risks than just credit risk. This is tricky, as procedures that could be put
in place to protect MFIs or clients from social and environmental risks could easily increase
transaction costs and limit access to financial services. However, institutions like FMO (the
entrepreneurial development bank of the Netherlands), Triodos Facet and Triple Value Strategy
Consulting are working together to create tools to make this more feasible (see Box 6.2).

Box 6.2 Designing a Loan Product for the Triple Bottom Line

In the view of FMO, the social and economic benefits for which microfinance is widely
praised can decrease if environmental and social (E&S) risks are neglected. Thus, it
requires that all of its borrowers (including MFIs) implement an Environmental and
Social Management System (ESMS) that screens and monitors clients on E&S issues
and encourages action when necessary. Some of the main issues faced by MFls include
sanitation and safety in the work place, pollution, use of chemicals and pesticides,
destruction of forest, child labour, and the financing of illegal activities.

To facilitate and support MFIs’ implementation of a viable ESMS, FMO has developed a
toolkit with practical guidelines for loan officers and other MFI staff to use when working
with clients on environmental and social issues.

® The Office Guide explains how ESMS can be put in place in alignment with the MFI's
regular credit evaluation, approval, monitoring and reporting processes.

® The Field Guide provides MFI loan officers with practical guidance for assessing and
addressing E&S themes with clients. It includes fact sheets for 24 of the sectors that
MFIs work in, which give practical examples of issues that might be raised, an expla-
nation of the benefits to clients of doing so, and recommendations for possible pre-
vention and mitigation measures that might be discussed with clients and possibly
included in the loan contract.

® The Training Guide provides material to help MFIs build capacity among staff to
establish and implement an ESMS system.

The Toolkit can be found at: http://www.fmo.nl/smartsite.dws?id=531
Source: Adapted from FMO, 2010.
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Technology is also opening up tremendous opportunities to decrease risk and transaction costs
while increasing client worth. SafeSave in Bangladesh, for example, has used handheld comput-
ers (PDAs) to provide dual controls without having two staff in the field at the same time. It also
reduced its account error rate to less than 0.1 per cent, which was a ten-time improvement over
its performance with paper-based systems (Stachle, 2005). In Peru, Mibanco used credit scoring
to lower its weighted average response time from 8 days to 4.6 days for new clients and to 2.3
days for repeat clients without increasing portfolio-at-risk (Caire et al., 2000).

In Mexico, FINCA is using customized prepaid cards to give clients access to their loans on
an as-needed basis 24 hours a day (Mufioz et al., 2009). And in Brazil, nearly 30,000 banking
correspondent outlets use point-of-sale (POS) devices and bar code scanners to provide
financial services in every municipality in the country, even though many are reachable only by
boat or plane (Ivatury, 2005). As illustrated in Box 6.3, branchless banking is dramatically
reducing the cost of delivering financial services to poor people.

Box 6.3 Using Branchless Banking to Overcome Transaction Costs

Branchless banking can offer basic banking services to customers at a cost of at least 50
per cent less than what it would cost to serve them through traditional channels. The big-
gest cost saving is on transactions that can be done completely electronically, through
mobile banking. In the Philippines, a typical transaction through a bank branch costs the
bank US$2.50; this would cost only US$0.50 if it were automated by using a mobile
phone. The cost reduction from using agents rather than banks for remote cash transac-
tions is equally dramatic. Banco de Credito in Peru estimates that a cash transaction at a
branch costs about US$0.85, while the same transaction at an agent would cost
US$0.32. Tameer Bank in Pakistan estimates that, in the Orangi slum of Karachi, the
setup cost of a bank branch would be 30 times more than the setup cost per agent, which
is about US$1,400. Monthly running costs average about US$28,000 for a branch,
compared with US$300 for an agent, but also, a much larger share of monthly running
costs is variable for an agent than for a branch.

Source: Ivatury and Mas, 2008.

6.5 Moving from One Methodology to Another

For MFIs that decide to diversify by introducing a microenterprise loan product that uses a
methodology that is different from the one(s) currently used, it is important to recognize that
an effective product design will include more than a simple definition of the new product’s
features. The design needs to consider how the new product will integrate with existing
products and systems.

As illustrated in Table 6.2, the lending process for group and individual microenterprise loans
differs substantially. Small and large group methodologies have more in common, but funda-
mental differences remain, particularly in the acquisition, appraisal and repayment processes.
MFTs that wish to move from one methodology to another will need a plan for introducing
and managing the changes that are required to transition staff and systems from an old way of
doing things to the new. Some of the issues that will need to be dealt with include:

® How to ensure that employees are both able and motivated to make the changes required?
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® Will clients access old and new products differently? Will they be able to access both at the
same time? Under what conditions will existing customers be able to “graduate” from one
product to another, and how will the MFI help them make this transition?

® Will existing infrastructure have to be adapted or will new infrastructure be created? How
will people, data and other assets be transferred from one system or location to another?

® Can the risks created by the new product be managed through existing staff and proce-

dures?

® How will the MFI avoid the cannibalization of one microenterprise loan product by

another?

These issues are discussed in Chapter 23, but they are raised here to caution MFIs against
underestimating the level of effort and care that diversification will require even within an

existing product line.

Table 6.3 Comparing Group and Individual Lending Processes

Individual Group

Acquisition ® Variety of techniques used to market ® Members find new clients
the product: personal sales, e NGO promoter may assist
advertising, sales promotions, direct - _
marketing and public relations ° MhFl ad\llertlsmgl thrr?ulgh appropriate
o MFI decides who is eligible channels can aiso help
® Group (mostly) decides who is eligible
Appraisal ® MFI decides who should borrow and ® Members decide who should borrow
how much and how much
® Credit committees enhance quality ® MFI can request that groups follow a
® Credit bureaus and collateral registries, particular assessment process
if available, can support the process ® MFI may provide training in
assessment or mutual responsibility
® MFI may look for group discipline
before lending
Disbursement | e (Clients usually come to MFI ® QOccurs within weekly, bi-weekly or
® | oan size and tenure is personalized monthly meetings
® Timing of disbursement is personalized ® Can be more frequent if internal
account exists
® Group may go to MFI or loan officer
may go to group
® |oan sizes are often similar for all
group members
® [oan tenure is often fixed
[ )

Disbursements may be staggered
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Individual Group

Repayment ® Clients usually come to MFI ® Qccurs within weekly, bi-weekly or
® Repayment amount and frequency is monthly meetings
personalized ® Group (or representative) may go to
* MFI can track the individual’s I 7 W e o e
repayment ® Members of a group repay on same
schedule
® Schedule usually consists of equal
payments
® MFI usually tracks only the group’s
repayment
Renewal ® Clients usually come to MFI ® Renewal takes place in regular group
® Timing is driven by client meetings
® Dynamic efficiencies make repeat ® Stepped lending approach is common
loans cheaper and faster ® Renewal typically is not allowed if
anyone in group is delinquent
® |nstability can result if not everyone
wants to renew
Delinquency ® | oan officer monitoring and follow up ® Group monitors individual repayment;
Management MFI monitors group

Escalation process is backed by
collateral and/or personal guarantee

Members first pressure each other to
pay, then pay for each other if
necessary and seek reimbursement
later

MFI exerts pressure on entire group

MFI is exposed to contagion risk

Source: Authors.

1. To choose a lending methodology, an MFI must first be clear about who it is choos-
ing the methodology for — who does it want to serve and where.

2. Group and individual lending methodologies should be seen as complementary
approaches to serving different market segments.

3. When designing a microenterprise loan product, strike a balance among three com-
peting objectives: minimizing credit risk, minimizing transaction costs, and maxi-
mizing client worth.

4. Do not underestimate the changes that may be required to diversify within an exist-
ing product line.
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Case Study: Adjusting Product Design for a New Market in Bolivia

When Prodem, a non-bank financial institution in Bolivia, moved into rural areas, it
began lending with the same solidarity group methodology it had used in urban areas. It
offered a joint-liability loan repayable in regular, equal instalments. It evaluated loan
requests by examining the household cash flow of potential borrowers to ensure that they
had the ability to repay the loan being requested. By focusing on household cash flow,
Prodem introduced the first innovative element of its rural lending methodology. Rather
than enter rural areas with a focus on agricultural lending, it entered with a focus on
lending to microentrepreneurs, including farmers. |t considered both farm and off-farm
income sources when examining the cash flow of a potential borrower.

This was an interesting, but problematic innovation. Since 90 per cent of Bolivia’s rural
population worked in the informal sector, and since much of their work was agricul-
ture-based, monthly cash flows varied greatly with the timing and quality of harvests.
Borrowers needed a loan product that was not only authorized on the basis of cash flow,
but was also repaid on the basis of cash flow. The product Prodem initially marketed did
not allow this flexibility.

After spending several months collecting information on its clients’ activities and cash
flows, getting to know local crop cycles and the experiences of neighbourhood money-
lenders, staff at Prodem’s Caranavi branch proposed to national management a loan
product with repayment terms that would allow borrowers to service their loans in a man-
ner that was appropriate for their cash flow. Instead of making equal monthly payments,
groups could customize the size of each month’s payment to concentrate payments of
principal in those months when the group generated greater income. Payments would
still be made monthly, but the amount and composition of each month’s payment would
vary. In some months, interest only would be paid and in others, capital with interest.

After a year of experimentation with the new product, Caranavi’s active loan portfolio
grew 36 per cent compared with the 29 per cent average portfolio growth of all other
rural branches that were operating by the beginning of 1994. It achieved this level of
growth while maintaining a 30-day portfolio at risk below 0.3 per cent.

Despite the successful implementation of the new product, Prodem’s rural clients con-
tinued to press for more flexibility and staff sought ways to accommodate that request.
They recognized that the new payment plan had a fundamental weakness: it assumed
that the members of each solidarity group were involved in the same productive activi-
ties. It did not allow for differences in cash flow needs. As such, it made it difficult to
negotiate a payment plan that was equally sensible and convenient for all members of
the group. Unless the group was extremely homogenous, some members had difficulty
making the large payments required in certain months because their household’s cash
flow did not match the group’s cash flow. At the same time, those groups that were highly
homogeneous presented Prodem with a different kind of risk — that of total default.
Should the common crop be destroyed by bad weather or disease, everyone in the group
would suffer and no one would remain in a strong enough position to help the others out.

Prodem saw room to improve the methodology and designed yet another, more personal-
ized payment plan. As demonstrated in the table below, this payment plan allowed each
member of a group to design a personal repayment schedule that matched his or her
household’s cash flow. Members still made regular payments as a group, but the size of
the payment varied from month to month, as did the size of each individual’s portion of
the payment. There were only two restrictions. Each payment had to include a portion of
capital and interest, and no one payment could equal more than 40 per cent of the origi-
nal loan amount.
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The personalized payment plan was introduced in 1996, first at Prodem’s most estab-
lished rural agencies, and later nationwide. The product proved effective because it pro-
vided greater flexibility for clients while simultaneously lowering risk for the institution
(see Table 6.4).

Table 6.4 Sample Schedule for a 3-Person Group Using the Personalized Payment
Plan

Group Member Payments

Group Rafael Miguel Jorge
Repayment coffee farmer / tire sales coffee farmer / carpentry coffee farmer

Date Loan = US$ 474 Loan = US$ 474 Loan = US$ 474
Aug 21 9 18 27 19 18 37 19 18 37
July 18 S 17 26 19 17 36 19 17 36
Oct 16 19 17 36 G5 16 111 19 16 35
Nov 13 9 16 25 19 13 32 19 16 E5
Dec 12 95 16 111 19 12 31 19 15 34
Jan 8 95 12 107 9 11 20 19 14 33
Feb 5 95 9 104 9 11 16 19 13 32
March 5 S5 5 100 66 11 77 19 13 32
April 3 19 2 21 66 8 74 95 12 107
May 3 19 1 20 76 6 82 95 8 103
May 28 10 1 11 76 4 80 132 6 138
TOTAL 474 114 588 474 127 596 474 148 622

Source: Lee, 2000.

This case study was adapted from:

P Frankiewicz (2001) and Lee (2000).

132



Product Options %
Ao &

Recommended Reading

» Berenbach, S.; Guzman, D. 1992. The solidarity group experience worldwide (Washington, DC,
ACCION International), at: http://resources.centerforfinancialinclusion.org/.

» Churchill, C. 1999. Client-focused lending: The art of individual microlending. (Washington, DC,
Calmeadow), Available at: http://resoutces.centerforfinancialinclusion.org/.

» Churchill, C., Hirschland, M.; Painter, J. 2002. New directions in poverty finance: 1 illage
Banking Revisited, Chapter 7 (Washington, DC, The SEEP Network), at:
http:/ /www.seepnetwork.org/Resources/637_file_New_Directions_in_Poverty_Finan

ce.pdf.

» Delien, H.; Leland, O. 2000. Introducing individnal lending, WWB how-to guide (New York,
NY, Women’s World Banking), at:
http:/ /www.microfinancegateway.org/gm/document-1.9.29474/33826_file_Individual
_20Lending 20How_to_20Guide.pdf.

» Harper, M. 2002. Grameen bank groups and self-help groups: what are the differences? (Filigrave,
ITDG Publishing), at:
http://www.microfinancegateway.org/gm/document-1.9.27267/3249.pdf.

» Ledgerwood, J. 1998. Microfinance handbook: An institutional and financial perspective,
Sustainable banking for the poor (Washington, DC, World Bank), at:
http:/ /www.microfinancegateway.org/p/site/m/ /template.rc/1.9.30882.

» Rosenberg, R. 2010. Does microcredit really help poor people?, CGAP Focus Note No.59
(Washington, DC, CGAP), at:
http://www.microfinancegateway.org/gm/document-1.1.4333/03.pdf.

» Westley, G. 2004. A Zale of four village banking programs: Best practices in Latin America
(Washington, DC, IADB), at:
http://www.microfinancegateway.org/em/document-1.9.27393/22782_VB_BPP_FIN
Al..doc.

133



7 Housing Loans

Housing Loans

“The problem with housing is not building it. We all know how to build houses. 1t’s not
demand. There are plenty of peaple who want houses. The problem: is allowing the people who
want the houses the financing capacity to buy them.” ~ Miller, Quoted in Phillips (2007)

Along with food and clothing, shelter is one of the most basic human needs. Seventy-five
per cent of countries in the world consider adequate housing to be so important that they have
ensured it in their national constitutions or legislation (Hokans, 2008). And yet, UN Habitat
has reported that nearly one billion people currently live in slums. This represents one-third of
the world’s total urban population and 78 per cent of the urban population in the least devel-
oped countries. It predicts that an additional 3 billion people — approximately 40 per cent of
the global population — will need housing by the year 2030 (UN-Habitat, 2003).

Given such trends in global demographics, financial products that can enable individuals and
communities to improve existing housing or build new homes are likely to be in significant
demand and represent an interesting opportunity for microfinance institutions. This chapter
explores the nature of that opportunity and the challenges that MFIs must confront if they
wish to diversify into housing finance. It addresses five main themes:

Why offer housing loans?

What makes housing loans different from other loan products?

Key design decisions

Risks and challenges

AN AN

Assessing potential demand

7.1 Why Offer Housing Loans?

Although savings products can be used to finance housing, these products can also be diffi-
cult for microfinance institutions to introduce (see Chapters 4 and 5). In addition, they can be
relatively unattractive solutions for low-income households because of the time it takes to
accumulate sufficient funds and, in many cases, the cost of accessing a savings service.

Housing loans, on the other hand, can be relatively easy for microfinance institutions to introduce
using staff, structures and methodologies that they may already have in place for microenterprise
lending. Cross-selling is possible without having to incur significant additional operating costs.
The larger average size and longer term of housing loans lowers administrative costs per unit lent,
and repayment performance is often better than with other types of loan products.

Housing loans can make an MFI’s overall portfolio more stable by moderating the seasonal
fluctuations inherent in enterprise lending. They can improve client satisfaction by providing
customers with another option for meeting their financial service needs. Housing loans can
also give MFIs access to a huge new market. The potential demand for housing microfinance
that was suggested in the introduction has been confirmed by MFI experience to date. In
Peru, for example, Mibanco made 3,000 housing loans and was covering both the operational
and capital costs of its new product within a year of its introduction (Brown and Garcia,
2002). Additional estimates of demand for housing loans are provided in Box 7.1.
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Box 7.1 Estimating Potential Demand for Housing Loans

® |n Morocco, two surveys found that 88 per cent of households have or are planning a
productive activity in the home and more than 83 per cent of households want to take
a loan to finance home improvement — but 93 per cent of households did not have
access to formal finance and had to resort to other means (UN-Habitat, 2005).

® |n Peru, 82 per cent of the eight million people living in greater Lima are classified as
poor. At least half of poor households and 60 per cent of the poorest households
express a strong desire to expand or improve their home within the next 12 months
(UN-Habitat, 2005).

® |n Mexico, interviews with 1,000 households in three Mexican cities found that the
effective demand for housing microfinance (US$122 million) exceeded that for
microenterprise finance by six times (US$20 million) (Ferguson, 2004).

® |[n India, nearly half of SEWA Bank's total loans disbursed are housing and infrastruc-
ture loans (Biswas, 2003).

® Within ACCION’s Latin America network, the total number of clients with outstanding
housing microfinance loans grew from 15,000 to about 38,000 between December
2002 and December 2005, and the portfolio jumped from US$38 million to US$117
million in the same three-year period. By December 2005, ACCION affiliates that
offer housing loans reported 18.7 per cent of their total loan portfolios in housing
products (Mesarina and Stickney, 2007).

For low-income clients, housing loans are attractive because they speed up the building pro-
cess. They can supplement the funds that clients are able to accumulate through other
sources, making it possible to purchase at one time the necessary quantity of materials to com-
plete a particular phase of construction. This is particularly important for materials that can-
not be easily stored or are vulnerable to theft, such as cement or roofing material. Depending
on their design, housing loans may also give clients access to electrical, plumbing or other
expertise that they may not be able to find in their own social network.

In addition to these benefits, housing loans provide both MFIs and low-income households
an opportunity to invest in asset-building, which is important for several reasons:!!

® Housing is typically the greatest source of wealth creation available to the poor. It
usually appreciates in value over time. It can be rented out for extra income. It can be used
as collateral for a loan to start or expand a small business or to cope with an unexpected
event so that the need for cash does not result in the sale of productive assets.

® An investment in the home can also be an investment in the business.
Microentrepreneurs often use their homes to generate income. The home might be a place
to produce goods, store inventory, or conduct sales transactions. Thus, improving the
roof of a home could prevent inventory from getting wet; adding a room could allow the
business to expand; and installing sewer or water infrastructure could improve sanitation
and working conditions.

! This list was adapted from Brusky (2004) and Jamii Bora (2006).
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® Shelter helps ensure personal safety and health. Poor housing condition is one of the
major causes of disease and premature death among the poor. By contrast, improvements in
housing can have a direct and positive impact on the health, security and self-esteem of
homeowners and their families. Elderly parents who own a house can offer shelter to their
income-earning children in return for food and other care. When housing is destroyed by a
natural or man-made disaster, housing loans can help rebuild communities (see Chapter 20).

® Housing is the biggest expense in the household budget. Most urban poor are ten-
ants, and even slum dwellers can pay considerable amounts in rent every month for their
small shacks. If they could build their own house, they could pay the same amount of
money per month in loan repayment and after a few years own their home. This will be a
considerable saving in their household budget and free up resources for investment in
their businesses and their children’s education.

Because of the potential for economic, social and environmental impact, housing loans will be
a particularly interesting product for MFIs that are pursuing a triple-bottom line. They can
also be a valuable tool for encouraging customer retention, not only because of the progres-
sive nature of housing microfinance, which is likely to keep customers coming back to finance
various phases of construction, but also because of the psychological attachment that clients
typically have to their homes. MFIs that are willing and able to support clients’ efforts to
improve their homes may find themselves rewarded with greater customer loyalty.

7.2 How Do Housing Loans Differ from Other Loan Products? *

Housing loans differ from microenterprise loans in that they finance customers’ habitat needs
rather than business needs. Such needs may include:

repairs to walls, roofing or foundations;

expansion (for example, adding rooms or floors);

land purchase;

property legalization;

basic infrastructure, such as sewer, water or electricity hookups;

new house construction; or

the purchase of an entirely new home.

Traditionally, housing finance has focused on the last two needs listed above and has con-
sisted primarily of mortgage lending, in which loans are secured by a lien on the house or
land that is being developed. This type of finance has not been very useful to low-income
households because of their lack of credit history and legally documented land titles as well as
their inability to borrow enough money at real interest rates to finance a completed home,
unless repayments are stretched over long periods of time. Even when institutions have found
ways of providing such long-term financing through partnerships, poor borrowers have had
difficulty sustaining repayments over such long periods.

12 This section is adapted from Daphnis (2004a).
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The financial services that are increasingly referred to as “housing microfinance” tend to
focus on other habitat needs, specifically for home improvement and progressive construc-
tion. According to Ferguson (2004), studies show that low-income families highly prefer
improving their existing home to purchasing a new home elsewhere so that they can maintain
relationships with friends, family and neighbors. If they build, they tend to build in small,
incremental steps, so they need financing that fits the pace of that approach.

o

Institutions that provide housing microfinance use methodologies that are adapted from
microenterprise lending:

® [oans are for relatively small amounts and are based on clients’ willingness and ability to
repay.

® Repayment periods are relatively short (especially compared to mortgage lending) and are
on par with mid- to high-end microfinance individual loans.

® [.oan pricing is expected to cover the real, long-run costs (both operational and financial)
of providing the service.

Loans are not heavily collateralized, if at all, and collateral substitutes are often used.
Loans tend to finance habitat needs incrementally.

Loans can be linked to prior participation in savings or more traditional microenterprise
loan services.

Table 7.1 summarizes these similarities, but it also highlights four important differences that
distinguish housing loans from microenterprise loans. First, housing loans are designed to
finance habitat needs, not business needs. Because of this focus, their evaluation procedures
and auxiliary services can be quite distinct. Second, average loan sizes are typically larger and
terms are generally longer than the average working capital loan. Third, because of the larger
loan sizes and longer terms, interest rates tend to be slightly lower. For example, a 2005 survey
of ACCION International’s Latin American partners revealed that interest rates for housing
loans ranged from 24 to 35 per cent, while the average microenterprise loan was priced at 48
per cent (Mesarina and Stickney, 2007). Finally, housing loans tend to be made to individuals,
rather than groups. Holding a group collectively liable for all members’ repayments of large
sums of money over along period of time creates higher risks that are less likely to be accepted
by lenders or borrowers.
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Table 7.1 Comparing Microenterprise, Mortgage and Housing
Microfinance Loans

Housing
Microfinance Loans

Microenterprise

Mortgage-backed

Characteristics
Loans

Loans

Target market

Microentrepreneurs

Low-income
microentrepreneurs and
salaried workers

Middle to high-income
clients, salaried, formal
sector workers with a
stable income

Loan term Usually 2-12 months Usually 2-24 months Long-term (more than 5
for home years)
improvements, and 2-5
years for land purchase
or construction
Loan amounts Small, generally range Varies, but generally 2-4 | Large

from US$50-US$1,000

times larger than average
working capital loans
(US$100-US$5,000)

Interest rate

Between 25% and 90%

Same as working
capital loans or slightly
lower

Typically lower than
business loans

Delivery method

Group or individual

Almost always provided
to individuals

Individual

Loan use

Working capital

Home improvement

Progressive building

New house construction
House purchase

Type of guarantee

Mostly unsecured:
co-signers, savings,
pledged assets,
psychological

Mostly unsecured:
co-signers, savings,
pledged assets (not
necessarily land title),
psychological

Formal mortgage
(ownership of dwelling
or land) collateralized
by the property

Associated
non-financial services

Possible access to
business development
services

Possible access to
technical assistance for
land acquisition, land
registration and
construction (including
self-help building
techniques)

Uncommon

Source: Adapted from Mesarina and Stickney, 2007 and Brusky, 2004.

Since low-income households often conduct some portion of their entrepreneurial activities
from their home, there can be overlap between microenterprise and housing loan products.
Indeed, clients can and will seek to access microenterprise loans for housing and housing

loans for microentrepreneurial activities depending on which type of loan product offers

them the best terms. In Mexico, for example, FinComun offers a successful housing

microfinance loan product, yet it estimates that 10 to 15 per cent of its business loans are still
used for housing improvements related to business operations (UN-Habitat, 2008).

Clients will also seck to use housing loans for purposes unrelated to business or housing, espe-
cially if housing loans are cheaper than other loan products. When construction assistance is not
part of a housing loan’s design, the product becomes, in effect, a consumer loan whose declared
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purpose is housing but whose actual purpose may never be known. MFIs need to take this into
account when deciding whether and what kind of housing product to develop (see Box 7.2).

Box 7.2 How Many Loans Does an MFI Need?

The overlap between housing microfinance loans and other types of loans calls into ques-
tion the value that will be added by introducing a housing loan product into a portfolio
that already contains other loan products. Would it not be more efficient to offer one or
two flexible loan products whose size and term can be adjusted to match the stated loan
purpose and the borrower’s household or business cash flow? BRI’s Unit Desa system
has successfully offered just one loan product for decades, and ADEMI in the Dominican
Republic meets housing microfinance needs through a generic consumer loan product.
Of course, the success of both institutions has been dependent on their having the staff
and systems necessary to manage such flexibility.

Other institutions opt to launch a separate housing loan product despite the additional
complexity that this brings (see Chapter 23) because they find multiple, standard prod-
ucts easier to manage than one flexible product. In highly competitive markets, it can be
easier to market several slightly different products to different market segments than one
general product. In addition, since housing is a basic need that provides security and
health benefits, it is likely to be a more acceptable and less risky product than one that
finances all types of consumption, but this is only true if it does, indeed, only finance
housing and if the assessment of a borrower’s capacity to repay is accurate enough that
the MFI can avoid over-indebting its clients.

A separate housing loan product will usually make sense for MFlIs that want to lend
beyond the zone of primary product overlap, in other words, to offer longer-term loans for
relatively large amounts to individuals rather than groups. This kind of product will have
features, eligibility requirements, assessment methods, delivery processes and risks that
differ substantially from those of typical microenterprise loan products and warrants
being managed separately.

Source: Authors.

7.3 Key Design Decisions

There are three main design decisions that must be made when developing a housing loan: 1)
should the product be linked to other products or should it be delivered independently; 2)
should the loan finance new home construction or only home improvement; and 3) should
construction advice be provided as part of the loan product? Each of these issues is discussed
below.

To Link or Not To Link?

There are two main types of housing microfinance loans: 1) linked products; and 2)
stand-alone products. Stand-alone housing loans are delivered alongside but independ-
ently of any other products that an institution might offer. Thus, a new client can apply for
this kind of loan without ever having used the institution’s services before. With linked hous-
ing loans, only clients that have an established relationship with the institution are eligible to
apply. Access to the product is linked to previous usage of some other product.
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Each type of loan has its advantages. Stand-alone products are better at helping MFIs to
diversify their client base. They are generally seen to be more appropriate for institutions that
already use an individual lending methodology and have the systems in place to evaluate bor-
rower repayment capacity. Stand-alone products are fairly common in Latin America, but are
also in use elsewhere, for example, by the Kuyasa Fund in South Africa and by CHF Interna-
tional in the Middle East.

Linked products help institutions to manage their credit risk and costs by using the informa-
tion provided through clients’ previous performance to help determine willingness and ability
to pay. They seem to be more appropriate for institutions that embrace group lending as their
primary methodology. The Grameen Bank (Bangladesh) and SEWA Bank (India) are two of
the best known MFIs that link housing microfinance to other products. At SEWA Bank,
access is linked to a client’s savings performance while at Grameen, access is linked to at least
two year’s membership as a borrower and saver. Linked housing loans can serve as a perfor-
mance incentive and retention strategy, since clients usually value access to larger, longer-term
term loans and will pay on time and remain with the institution in order to gain (or retain) this
access. Linked products can also be useful for MFIs that must limit the number of housing
loans they make because of capital or other constraints.

New or Improved?

As discussed above, housing microfinance loans are typically designed to finance home
improvement and progressive construction. The majority of the poor do not have clear title to
the land they occupy and would not be able to service a loan that would be large enough for
new home purchase or construction. Even when the applicant and the property are able to
qualify for mortgage financing, the high upfront lump sum costs associated with meeting
down payments and title deed registration costs can present significant barriers to accessing a
housing loan (Porteous, 2000).

Nevertheless, some MFIs are financing new home purchase and construction through mort-
gage loans. ACCION affiliates, for example, report that 38 per cent of their housing loan
portfolio consists of new construction or mortgage loans (Mesarina and Stickney, 2007).
Hokans (2008) reports on some of the creative strategies being used by MFIs to overcome the
barriers to mortgage-backed lending. In Morocco, for instance, Al Amana and Zakoura offer
short-term microloans to qualifying borrowers to finance down payments for the eventual
purchase of subsidized housing units with long-term finance being provided by Banque
Marocaine du Commerce Exterieur (BMCE). In El Salvador, title processing and mortgage
registration fees are being capitalized and rolled into the loan amounts approved. In India and
Kenya, partnerships are making new home construction for slum dwellers possible (see
Box 7.3).
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Two innovative examples of the potential of planning and participation for new home
construction can be found in India and Kenya. The Society for the Promotion of Area
Resource Centres (SPARC) is a large membership-based NGO located in the one of the
largest slums in Mumbai, India. It launched a community mobilization and planning
campaign that led to the resettlement of 50,000 slum dwellers in their own units, con-
structed by social developers. Although the whole project took over three years to com-
plete, and involved significant efforts to bring the local government, banking sector, and
donors together, SPARC was able to fully finance new homes for displaced slum dwell-
ers. By selling land rights in a hot real estate market, it was able to repay a commercial
bank loan that was supported by a guarantee from USAID.

Jamii Bora Trust is an NGO that provides financial services to approximately 240,000
slum dwellers in Kenya. It procured 293 acres of land south of Nairobi and obtained
planning permission to develop a community, known as Kaputei, which will eventually
house 2,000 families. Jamii Bora collaborated with engineers from the University of Nai-
robi to develop systems for wastewater recycling and solar power that give the town a sus-
tainable water and power supply. Building materials are being produced on site in a
factory that provides employment to Jamii Bora members and a commercial centre will
eventually provide shops, a health centre, post office, primary school, and other facili-
ties. Within Kaputei, neighbourhoods of 250 families each will have their own centre,
planned and maintained by families themselves, with a park, playground for children
and community hall. Jamii Bora clients who have been members for at least three years
and have successfully managed three business loans are eligible to buy a home in
Kaputei, which Jamii Bora will finance through a 10-15 year loan with instalments that
are on par with rents paid in the slums (approximately US$20-35 per month). Capital is
raised locally through a loan guarantee provided by social investor Unitus. As of May
2009, 300 families had moved into their new homes in Kaputei.

Source: Adpated from Hokans, 2008; Reavis, 2008; and www.jamiibora.org.

The decision about whether to finance new home construction or purchase will largely be
driven by the needs and resources of an MFI’s target market. Market research can help inform
an MFD’s decision, but simply asking clients whether they would like to finance new or
improved housing will not provide accurate enough information to inform product design.
Clients will often express a preference for large, long-term loans but not be able to afford
them (see Section 7.5 below).

Construction Assistance

One of the most substantial debates with respect to the design of housing loans revolves
around the issue of technical assistance. Should construction advice or supervision be pro-
vided as part of the housing loan? Proponents argue that construction assistance can
strengthen the quality of housing improvements, thus leading to greater client satisfaction and
better repayment. At Grameen Bank, for example, homes built according to the Bank’s stan-
dard specifications fared much better during the flood of 1987 than those that were not
(Escobar and Merrill, 2004).
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Construction assistance can also help borrowers determine how much of what kind of materi-
als they need, where to find those materials at a reasonable cost, and how large of a loan they
need to request in order to complete a particular housing improvement. It can assist borrow-
ers with permits and other legal or safety requirements. Perhaps most importantly for MFIs,
construction assistance may encourage repeat business (see Box 7.4). In an impact study on
lenders in South Africa, for example, borrowers who received handouts that explained how to
avoid common building problems reported that the information received was highly useful
and they were more likely to go back to that MFI for another housing loan (Hokans, 2008).

Box 7.4 Construction Assistance and Client Retention

Those in favour of construction assistance argue that it can affect client retention in sev-
eral important ways. First, there is the connection between satisfaction and loyalty. If
construction assistance can help a customer make her home improvements with higher
quality or at a lower cost, she is more likely to value that assistance and her relationship
with the MFI that provided it and return for more in the future.

Second, construction assistance can help a client map out her desired home improvements
over several incremental steps, creating a long-term goal with a clear plan of how to achieve
it. Once a client has a plan that shows how a series of housing investments will achieve her
long-term vision, she is likely to have greater incentive to repay her current loan and borrow
again. With each step she takes towards her long-term vision, she is also likely to tell others
about her positive experience, possibly generating new business for the MFI.

Finally, housing microfinance produces physical structures that people often identify with
the financing institution. Thus, the quality of the housing improvements financed by the MFI
can have marketing and institutional image implications that microenterprise lending does
not. Many MFls believe that when a client’s neighbours see her improved living conditions,
they will be more likely to take loans to improve their own homes. Naturally, a highly visible,
poorly constructed home would have the opposite effect. To the extent that construction
assistance can ensure a minimum level of quality, it can also protect an MFI’s brand.

Source: Adapted from Tilock, 2004.

Those who do not support the integration of construction assistance into housing loan design
argue that such assistance is costly, unnecessary and outside of an MFI’s scope and expertise.
Clients, they say, have their own trusted sources of advice within their community and are
more likely to live with their own decisions than someone else’s. If clients do not like the out-
come of a housing investment that involved construction assistance from an MFI, they may
blame the poor results on the MFI and refuse to pay their loan.

Fundacion Habitat y Vivienda (FUNHAVI) in Mexico and Asociacion para el Desarrollo de
Microempresas, Inc. (ADEMI) in the Dominican Republic demonstrate that both
approaches to construction assistance can be successful. The two MFIs are similar in many
ways, yet FUNHAVI sees the non-financial services that it provides to clients as a core com-
ponent of its mission while ADEMI has publically stated that such assistance is contrary to its
operating philosophy. Both MFIs report repayment rates approaching 100 per cent (Daphnis,
2004a). Analysis of these experiences and others (see Box 7.5) have led most in the
microfinance industry to conclude that construction assistance may be useful, but it is not a
necessary component of housing microfinance.
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Box 7.5 Mixed Results on Housing Loans and Construction Assistance

ACCION and Integral, an MFI in El Salvador, contracted an independent professor of archi-
tecture from the University of the Andes in Colombia to conduct a survey on housing qual-
ity in El Salvador. The survey’s objective was to document the impact that housing loans
had in improving client housing, in terms of quality of life, reduction of vulnerability (par-
ticularly to earthquakes), and client satisfaction. A nation-wide sample of 56 recent home
improvements covered three categories: improvements financed by Integral with construc-
tion assistance; improvements financed by Integral without construction assistance, and
improvements not financed by Integral. A key conclusion from the survey was that there
was no significant difference in construction quality among the three categories. In other
words, construction assistance provided by Integral did not make houses more liveable or
reduce their vulnerability to natural disasters. Home improvements financed met mini-
mum standards for earthquake resistance, whether or not clients had received construc-
tion advice from Integral. However, the budget portion of the technical evaluation did help
clients by predicting the actual costs of home improvements, allowing borrowers to control
their construction budgets and complete their projects with loan funds.

In housing loan pilot tests with Women’s Union of Kien Giang (WU-KG) and Capital Fund
for the Employment of the Poor (CEP), Habitat for Humanity Vietham compared the sat-
isfaction of clients who had not received a technical assistance package with those that
did. Although additional study is needed, focus group discussions revealed that clients
who did not receive technical assistance showed a clear willingness to pay for it in the
future, having encountered problems that could have been foreseen and perhaps pre-
vented by technical assistance, either before, during or after loan disbursement. Some of
the problems mentioned include: 1) miscalculation of the cost or amount of materials
needed, which resulted in under-borrowing (and subsequently, borrowing elsewhere at a
high rate of interest or compromising the quality of construction to finish the project); 2)
being overcharged for materials and labor; 3) damage to materials (for example, cement
left in rain or damaged by flooding); and 4) cracks in foundations or tile work due to poor
quality materials or labor. Clients found that the loans cost them a lot more in the long
run, both financially and emotionally, when they did not have sound advice.

Source: Adapted from Shumann, 2004 and Kruize, 2007.

If neither approach is clearly better than the other, how can MFIs decide which one to take?
Some of the factors that will influence the decision include:

1.

Attitude towards pre- and post-loan due diligence. If an MFI already performs
pre-loan due diligence on its microenterprise loans (for example, to assess whether a cli-
ent’s desired loan amountis appropriate to and can be used for the purpose declared on the
loan application), it may want to extend this practice to housing microfinance. Similarly, if
it follows up after a microenterprise loan is disbursed to ensure that it is used for the
intended purpose, it may wish to provide construction oversight (Daphnis, 2004a).

. Mission. If an MFT has a strong social mission to improve living conditions for the poor,

it may find construction assistance helpful in ensuring that its social objectives are met.
MFTs that work with the poorest often find that construction assistance is necessary to
overcome deficiencies in human or social capital.

. Marketing strategy. If an MFI operates in a competitive environment, construction

assistance may help differentiate its housing loan product from others.
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4. Partnership potential. If an MFI can identify other organizations that could provide con-
struction assistance, it can offer clients these services as fee-based options that can be
added onto a basic loan product without the MFI needing to have in-house expertise to
deliver such services itself.

Market research during the product development process can help MFIs determine the right
approach. The key question to ask is whether borrowers would be willing to pay for construc-
tion assistance, and if so, how much they are willing to pay for what kind of assistance. As sum-
marized in Box 7.6, there are many different types of construction assistance. The greatest
challenge is finding an offering that clients will value sufficiently to be willing to pay for its cost.

Box 7.6 Types of Construction Assistance

Construction assistance tends to fall within two main categories: pre-loan assistance and
post-loan assistance. Pre-loan assistance is provided before a loan is made and is part of
the loan assessment process. Post-loan assistance is provided after a loan is approved
and tends to focus on compliance and construction quality.

Pre-Loan Assistance

® (Construction design. This involves visiting the house to be improved, taking measure-
ments, and sketching out the existing structure and proposed improvements. The
design can be used as a basis for the construction budget and should ensure that the
proposed improvement is technically sound. It could involve working with clients to
help determine and map out their needs and aspirations for their home.

® Budget development. This can range from assessing a budget provided by the client
to ensure that the proposed cost estimates are reasonable, feasible, and in line with
the client’s repayment capacity to developing the actual construction budget includ-
ing pricing the different inputs.

® C(lient education. This can include guidance on what materials to use and where to
purchase them, how to negotiate with contractors and manage the construction pro-
cess, as well as training in self-help construction.

Post-Loan Assistance

® C(Construction follow-up. This assistance is generally used to verify loan use, inspect
work quality, and provide advice to the client or contractor. It can also be used to rep-
resent the client’s interests with contractors and material providers. It is typically pro-
vided through site visits during construction and may be tied to loan disbursements,
so that the loan is disbursed in instalments on the basis of predetermined progress
and quality criteria.

® C(Construction materials. Part or all of a loan may be disbursed in the form of building
materials, or through vouchers or other pre-paid arrangements. By procuring con-
struction materials itself or providing access to such materials through partnerships
with suppliers, MFIs can help prevent loan diversion and provide access to lower-cost,
quality materials through economies of scale.

Source: Adapted from Tilcock, 2004.
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7.4 Risks and Challenges

Institutions that want to offer a housing loan product should be prepared to meet a number of
challenges. The first four, access to longer-term capital, insecure land ownership, eligibility
criteria and collateral requirements, are faced by most providers. The last two challenges,
lower life expectancy and subsidy management may be faced depending on the environment
within which an MFI is operating.

Access to medium- and long-term capital. MFIs that want to offer medium- or long-term
housing loans should fund them with liabilities of a similar duration in order to avoid interest
rate and liquidity risks (see Box 10.6 in the chapter on leasing). Unfortunately, this kind of
funding is usually difficult for MFIs to access. Some institutions solve the problem by captur-
ing savings, but many MFIs are not legally allowed to mobilize savings, and those that are
allowed are often unable to mobilize enough savings to be able to meet the demand for hous-
ing loans. Some MFIs, such as SPARC, Jamii Bora, Al Amana and Zakoura have used credit
guarantees and commercial bank lines of credit to access longer-term finance. Others have
used their own equity and have financed only as many housing loans as the available funds
would allow them to finance.

Commercial banks have relatively easy access to medium- and long-term capital and have thus
been able to reach the greatest scale with their housing microfinance products. Mibanco, for
example, had a housing loan portfolio of US$30 million (15 per cent of its total loan portfolio)
at the end of 2007 and expects that to increase to 25 per cent by 2012 (Martin, 2008). Yet
many commercial banks that are interested in the low-income market find it a challenging one
to reach. They are entering housing microfinance by “outsourcing” a part of their portfolio to
a service company or partner organization. In Ghana, HFC Bank and CHF International,
with assistance from USAID and UN Habitat’s Slum Upgrading Facility, created a non-finan-
cial service company, Boafo, that services housing loans which are kept on the balance sheet
of the bank. HFC acts as a joint venture managing partner and minority shareholder. In India,
ICICI Bank has partnered with CapStone Trust to deliver housing microfinance through a
similar model (Hokans, 2008). Such partnership arrangements offer MFIs opportunities for
access to longer-term capital while giving banks access to the low-income market.

Collateralized debt obligations like the ones being arranged by Housing Microfinance LLC,
Microfinance Loan Obligations S.A., and Symbiotics have provided medium-term financing
for a small but important number of MFIs providing housing microfinance (Hokans, 2008
and Symbiotics, 2007). These may be a more significant source of financing in the future,
especially since they can include cross-currency swaps that allow the underlying term loans to
be denominated in local currencies, which helps MFIs manage exchange rate risk.

Insecure land ownership. In most developing countries, poor families do not possess for-
mal proof of land ownership. Thus, if regulations stipulate that housing loans may not be
extended without formal property titles, MFIs may not be legally able to develop a housing
loan. They could, however, develop a multipurpose consumer loan and tailor the loan amount
and the repayment period as appropriate for housing, which is what ADEMI has done in the
Domincan Republic (Daphnis, 2004b). If regulations do not require formal property titles,
MFTs have more flexibility and can assess an applicant’s land security status instead of owner-
ship (see Box 7.7). Proof of land ownership is not critical for housing microfinance, as MFIs
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often use non-traditional collateral to secure housing loans, but land security is essential.
Without evidence of a solid relationship between the borrower and the property being
developed, housing microfinance becomes quite risky.

Box 7.7 Land Security

A client enjoys land security when the following conditions exist: 1) she has the use of a
property at the time the loan application is made; 2) the MFI determines that the client
will not be forced to vacate the property during the time it takes to repay the loan; and 3)
that determination is supported by usual and customary local practices. In other words,
in the absence of legal proof of ownership, the MFI should satisfy itself that potential cli-
ents would not be forcibly evicted while the loan is still active. The underlying assump-
tion is that repayment performance will be enhanced if the client has a vested long-term
interest in the property being financed.

Criteria for land security should vary from country to country —and perhaps within a given
country, from MFI to MFI, based on the MFI's attitude toward risk. Some of these criteria
include:

® A written agreement between the buyer and seller of the land;

® A |ong-term rental agreement between the home owner and government for use of
public lands;

® The number of years during which a family has inhabited a property without paying
rent and without due notice from the rightful owner; or

® Payment by the home owner of taxes to the government.
Source: CHF International, 2001 and Daphnis, 2004b.

Eligibility Requirements. Since housing loans finance habitat needs and not income-gener-
ating activities, the process and criteria used to evaluate whether a customer is eligible to
receive a housing loan may be quite different from that used to assess eligibility for
microenterprise loans. In housing microfinance, eligibility is primarily based on current
income and debt levels, land security, and proposed loan use (CHF International, 2001).
Thus, MFIs must have the staff and systems in place to be able to measure business and
household cash flows. Understanding the proposed loan use is particularly important so that
the amount of funds required to complete the project can be reliably estimated. As discussed
above, if an appropriately-sized loan is not approved and the housing improvement cannot be
completed, there will be disincentives for repayment. Loans will need to be secured, although
not usually by a formal land title. A key finding from reviews of country experiences to date is
that cost recovery rates on unsecured loans with flexible or multiple guarantees are as good as
or even better than mortgaged loans (Vance, 2004).

Large housing loans granted as parallel loans to clients who were already repaying working
capital loans have been cited as the key causes of loan portfolio quality problems at both
Finansol/Corposol in Colombia and Grameen Bank in Bangladesh (Christen, 2004). To
avoid this outcome, MFIs that offer housing microfinance usually set a limit on the loan
amount borrowed so that instalments are no more than 20 to 35 per cent of either net or gross
monthly income (Daphnis, 2004b). CHF International, for example, recommends that
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income and that the total debt burden (including housing loan repayment) should not exceed
40 per cent of the monthly household income (CHF International, 2001).

Choosing the Right Combination of Collateral and Collateral Substitutes.!> There is a
close relationship between loan size and the type and quality of collateral that should be
requested to secure a housing loan. The main factors in determining the choice of collateral
are:

® the transaction costs involved in verifying ownership of assets and valuating them;
® the case of enforcement and foreclosure procedures; and

® the likely sale price.

The larger the loan, the more likely is the need for some form of collateral that retains its value
over time. Current microfinance practice indicates that it makes sense to secure a mortgage
for aloan of over US$5,000. However, due to high transaction costs, there is a general prefer-
ence for securing loans with a mix of guarantees. For the reasons discussed in Box 7.8, even
when a title is taken, it is used more to put psychological pressure on the borrower to honor
her debt than as a means for recuperating capital in the event of default.

Co-signers provide the most common form of guarantee in housing microfinance, but com-
pulsory savings is also popular as it demonstrates both an ability and willingness to pay. The
CEMEX case at the end of this chapter provides one well-known example of this strategy.
Another common strategy is to put a lien on household assets. A few MFIs use pension fund
contributions, life insurance policies or future wages as collateral. Along the U.S.-Mexican
border, for example, FUNHAVI has developed relationships with a number of manufactur-
ing assembly plants (maquildoras) to lend to their employees with loan payments being
deducted directly from the borrowers’ salary (Ferguson, 2004).

Box 7.8 Why Land Titles May Not Be Useful Collateral

For housing microfinance, the use of property as collateral can be problematic for several
reasons. If land tenure is uncertain or foreclosure laws are not well developed, it may be
difficult for the MFI to foreclose on the property should a client default on her loan. Even
when local laws allow the MFI to take over the property of a delinquent client, other barri-
ers may prevent the MFI from finding a new owner for that property. A formal real estate
market may not exist, thus, not allowing for accurate valuation of the property; potential
buyers may not have the financial resources to purchase the property at the agreed-upon
value. Assuming these barriers can be overcome, the MFI must decide whether it wants
to be involved in the business of taking over and selling real estate — a new line of busi-
ness for MFls and a difficult one for socially-oriented institutions that do not want to
leave borrowers homeless, especially if the value of the loan outstanding is but a fraction
of the value of property being seized.

Source: Adapted from Daphnis, 2004b.

13 “This discussion of collateral and collateral substitutes is adapted from Vance (2004).
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Life expectancy. In countries or communities with a relatively short life expectancy, it is
more difficult to provide medium- to long-term housing loans. In Zambia, for example, one
of the consequences of the AIDS epidemic is an average life expectancy of just 38 years.
Housing lenders there require homeowners to purchase life insurance, which is included in
the monthly mortgage payments (Phillips, 2007).

Managing subsidies. To reach poorer market segments, subsidies for construction assis-
tance or infrastructure improvements may be necessary. Indeed, there are good reasons for
governments to subsidize low-income housing. Housing microfinance can complement
those subsidies (see Box 13.2 in the chapter on grants), but it is generally recommended that
financial services be kept distinct from the subsidy element. In a slum improvement program,
for example, loans to individual slum-dwellers should be managed separately from state subsi-
dies for infrastructure and sanitation (Brusky, 2004).

7.5 Assessing Potential Demand

It was argued at the beginning of this chapter that there is demand at a global level for housing
microfinance. This is encouraging, but it is hardly sufficient information for MFIs to deter-
mine whether there is sufficient demand for housing microfinance within their particular tar-
get market to warrant development of a housing loan product. This final section provides
MFTs with some guidance on the issues that should be considered when assessing demand for
this product.

As shown in Figure 7.1, potential demand is a function of three factors: need, willingness to
borrow and affordability. Need refers to the range of housing improvements that potential
clients might want to make. Willingness to borrow refers to the target market’s interest in tak-
ing a loan to finance those needs. It is heavily influenced by the terms of the loan being
offered and is often expressed as a percentage (for example, 75 per cent of clients surveyed say
that they would take on a three-year home improvement loan carrying a 35 per cent interest
rate). Affordability is determined by the cost of the home improvement, the potential clients’
repayment capacity, and the loan terms (for instance, repayment period, frequency and loca-
tion, collateral requirements, fees and interest rate).

Once an MFT has selected its target market, it can use focus groups, surveys, site visits and
case studies to collect the information it needs to assess these three factors. Some of the tools
that may be useful in this process include:

® Housing Stock Assessment. This assessment determines, independently of borrowers’
preferences, which habitat improvements appear to be needed and how often these
“needs” occur. For example, 40 per cent of houses surveyed may need new roofs, 10 per
cent may require improved or new latrines, and 75 per cent may need sanitary floors. The
assessment requires a technically competent person to visit the targeted communities and
systematically inspect the existing housing stock.

14 "This section is adapted from CHF International (2001) and Daphnis (2004b).
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Figure 7.1 Estimating Potential Demand for Housing Microfinance
Services
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Source: CHF International, 2001.

® DPotential Client Baseline Survey. The goal of this survey is to obtain baseline data on
the targeted population. It should identify income and expenditure levels, current and past
use of alternative formal and informal financial services, savings, debt obligation levels,
and perceived housing needs.

® Cost Estimation. A simple worksheet can be used to estimate the costs of completing
the different home improvement activities identified in the housing stock assessment and
target client baseline survey. It may be informative to interview individuals with local con-
struction experience to determine the costs of materials and labor for the proposed
improvement projects.

Interpreting this data will not necessarily be a straightforward process. People do not always
accurately disclose information on their income, expenses and savings, particularly if they are
aware of the purpose of the survey. They may understate their income and overstate their
expenses. In addition, their perceptions of how much they need to borrow may not corre-
spond with how much they think they can afford for a monthly payment (see Box 7.9). Thus,
information should be verified by comparing data gathered from multiple sources. For exam-
ple, disposable income could be estimated through a combination of direct client feedback, an
assessment of expenses and savings, and interviews with people familiar with the population
group surveyed, such as the MFI’s loan officers, the promoter for a community-based
organization, or a local builder.
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Box 7.9 Estimating Demand at PLAN International

PLAN International’s housing finance surveys showed that economically active but very
poor PLAN families in nine countries around the world tended to consistently overstate
housing needs and understate income. Only when PLAN asked clients about specific
amounts for affordable monthly payments and narrowed the types of housing interven-
tion to home improvements did it generate information that proved useful in the ultimate
design of the housing loan. In those instances, PLAN had decided before conducting the
surveys that it would offer some type of home improvement loans with a short repayment
period, as opposed to the long-term, high-value loans its clients invariably wanted but
could not realistically afford.

Source: Daphnis, 2004b.

Another useful process for analyzing the data gathered is sensitivity analysis of affordability. This
analysis examines the relationships between capacity to pay, loan terms and the cost of a housing
improvement, as illustrated in the example provided in Table 7.2. The cost of each housing
improvement is taken from the cost estimation worksheet completed during market research.

Table 7.2 Sensitivity Analysis of Affordability

Monthly Monthly Monthly
Cost of payment Minimum payment Minimum payment Minimum
Interest . . ; - . .
Improvement in 18 income in 24 income in 36 income

months months months

Roof 200 30% $13.93 | $63.34 | $11.18 | $50.83 | $8.49 | $38.59
Latrine 120 30% $8.36 | $38.00 | $6.71 | $30.50 | $5.09 | $23.16
Sanitary floor 150 30% | $10.45 | $47.50 | $8.39 | $38.12 | $6.37 | $28.94
Room Addition 400 30% $27.87 [$126.67 | $22.37 [$101.66| $16.98 | $77.18
New Core Home 850 30% $59.22 [$269.18| $47.63 |$216.03| #36.08 |$164.02
Wit Some Constrction Assistonce
Roof 200 34% $14.34 | $65.17 | $11.60 | $52.72 | $8.93 | $40.61
Latrine 120 34% $8.60 | $39.10 | $6.96 | $31.63 | $5.36 | $24.37
Sanitary floor 150 34% | $10.75 | $48.88 | $8.70 | $39.54 | $6.70 | $30.46
Room Addition 400 34% $28.68 [$130.34| $23.20 [$105.44| $17.87 | $81.22
New Core Home 850 34% $60.93 [$276.98| $49.29 |$224.06| $37.97 |$172.60
Wit Fll Consucton Assstaree
Roof 200 38% $14.75 | $67.03 | $12.02 | $54.65 | $9.39 | $42.68
Latrine 120 38% $8.85 | $40.22 | $7.21 | $32.79 | $5.63 | $25.61
Sanitary floor 150 38% | $11.06 | $50.28 | $9.02 | $40.99 | $7.04 | $32.01
Room Addition 400 38% $29.49 [$134.07| $24.05 [$109.30| $18.78 | $85.36
New Core Home 850 38% $62.68 | 284.89 | $51.10 |$232.25| $39.91 |$181.40

Source: Daphnis, 2004b.
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The loan terms are set by the MFI as a function of the risks that it associates with the target
market, its estimate of what it will cost to deliver the product and the type of capital that it has
available to fund the product, among other factors. In the example provided, the MFI wanted
to explore potential demand for a product that would have a term of 18, 24 or 36 months and
an interest rate of between 30 and 38 per cent, depending on the degree of construction assis-
tance provided. Finally, capacity to pay is represented by the minimum monthly income
required to service a loan with a particular set of loan terms.

o

Comparing the information summarized in Table 7.2 with income distribution tables for the
target population and data on the willingness of the population to borrow under each set of
loan terms, the MFI can estimate the potential demand for various loan sizes. It can also seg-
ment its targeted population by income and summarize the results from Table 7.2 in a sepa-
rate chart that shows what improvements can affordably be carried out by each market
segment. This information can inform the MFI’s feasibility assessment as well as its marketing
of the housing loan product should the MFI decide to proceed with the product’s
development.

7.6 Conclusion

As discussed in Chapter 2, market demand is not the only factor that should be taken into
account when deciding whether to develop a housing loan product. MFI managers will want
to consider whether their institutions have the capacity to operate a housing loan product, and
if not, whether they have the resources to build that capacity. They will also want to consider
whether housing loans fit with their institution’s mission and vision, and if so, what kind of
loan design would fit best. Decisions about whether to link the loan product to other financial
services, what kind of construction assistance to offer, if any, and whether to seck partner-
ships in delivering the product will have far-reaching implications for the level of demand,
costs and competition. Most likely, a market opportunity exists, but it will not look the same
to all MFIs. Each institution must decide uniquely and carefully what it wants to achieve with
the product and through what strategy it will manage the risks inherent in it.

1. Housing is typically the greatest source of wealth creation available to the poor.

2. Low-income households tend to build in small, incremental steps, so they need
financing that matches the pace of that approach.

3. Proof of land ownership is not critical for housing microfinance, but land security is
essential.

4. The larger the loan, the more likely is the need for collateral that retains its value
over time.

5. Clients will seek to access housing loans for non-habitat activities if the product
offers them better terms than other loan products.
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Case Study: Housing Loans at CEMEX in Mexico

CEMEX is the largest cement manufacturer in Mexico and third largest in the world. The
informal construction sector accounts for almost 40 per cent of cement consumption in
Mexico and represents a potential annual market of US$500-600 million. Moreover, the
segment has shown stability even during the economic crisis of the mid 1990°s. The goal
of CEMEX’s Patrimonio Hoy program was to develop a delivery chain that would respond
to low-income households. In order to tap this market, CEMEX had to adapt its existing
business model based primarily on selling its cement via large distributors to a scheme
that offers savings and credit combined with technical assistance, and engages directly
with thousands of low-income customers.

The target communities are those with family incomes of US$10-15 a day. CEMEX’s
market studies showed that obtaining credit is one of the main barriers for the poor. They
also found that women traditionally save in clubs called tandas. Hence, Patrimonio Hoy
is based on adaptations to the traditional saving clubs. Three-person savings groups are
formed; housewives in the communities are enrolled as promoters of the program, and
are responsible for sales sessions and the collection of membership fees. The only
requirement for membership is a commitment to save a fixed amount for a definite
period, usually 70 weeks.

Upon enrolment each member saves for five weeks, whereupon CEMEX provides the first
instalment of credit through the delivery of materials, equivalent to 10 weeks worth of
collections. Savings and credit are at the core of the model. Prices of materials are at
market rates and remained fixed during the 70 week cycle. By making small regular pay-
ments, the poor benefit from the competitive pricing. For CEMEX and the distributors,
this represents a continual revenue flow. Supplies are guaranteed and warehousing ser-
vices are included, which adds significant value for low-income customers since it
avoids deterioration of stored materials. Deliveries are made in stages providing several
cycles of extended credit for the duration of the building process. Each customer
receives personalized technical advice from an architect in the planning of the incre-
mental construction. All costs, including technical assistance, are covered by the weekly
membership fee.

The package of services (credit, design layout, warehousing, and transportation of build-
ing materials) has resulted in benefits for the customer by reducing the time to add a
room from 48 to 16 months, as well as a reduction in costs by more than two-thirds. For
CEMEX, the program operates at a profit and additional revenue has come from sales to
non-Patriomonio Hoy customers via exclusivity agreements with distributors that partici-
pate in the program. Currently there are 86 service centres in 42 cities in Mexico. By
early 2008, US$82 million had been loaned in credit, and 185,000 families reached.
CEMEX’s projections are to expand the services in the next five years via 1,600 offices
and to two million families.

Despite the program’s success, Hokans (2008) reports that CEMEX may move in the
future towards individual credit lines offered by consumer lenders in order to bring costs
down. One model for possible replication is that of Lendcor, a South African company
that offers cell phones equipped with WIZZIT, a mobile banking platform, to pensioners
and microentrepreneurs that want to buy building materials and cement. Using a similar
model, CEMEX customers could apply for a loan to purchase materials at one of
CEMEX’s building stores and then pay their loan instalments via their cell phone or ATM
card.
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8 Emergency and Consumption Loans

Emergency and Consumption Loans”

“Economic poverty is not just a matter of low incomes, but also of irregular and
uncertain incomes.” ~ Rosenberg (2010)

Microcredit is known for its valuable contribution to poverty alleviation and to a lesser extent
job creation. Small loans for income generation allow poor households to initiate economic
activities or expand existing microenterprises. Yet enterprise loans only fulfil half of credit’s
poverty alleviating potential. When considering the needs of the poorest households, equally
if not more important are loans that allow them to smooth income and consumption.

This chapter attempts to answer the following questions:

What is an emergency loan?

Why do most MFIs not offer emergency loans?
Why should MFIs offer emergency loans?
When is credit the right choice?

How to design an emergency loan?

AN N

8.1 What Is an Emergency Loan?

Low-income households are vulnerable to a range of risks and economic stresses, such as
those highlighted in Figure 8.1. The term emergency loan conjures up images of typhoons,
earthquakes and post-war reconstruction. That is not the intended meaning of the term in this
chapter. While MFIs should have contingency plans for dealing with disasters (see Chapter 18),
this chapter focuses on loans that allow low-income persons to cope with idiosyncratic
risks, risks that are associated with a specific individual, such as illness, a death in the family,
and other urgent needs for cash. The primary purpose of these loans is to help households to
smooth a temporary cash flow constraint so that consumption becomes less dependent on
income during the short-term.

Figure 8.1 Economic Vulnerabilities

Idiosyncratic Risks Covariant Risks

® Wedding ® Death ® Floods

® Cerimonies ® |llness ® Drought

® Child birth ® Accidents ® Other disasters
® Education ® |oss of assets

® Raying rent, utilities ® Business failure

® Unemployment

Source: Authors.

15 This chapter was adapted from Churchill, C., “Emergency loans: the other side of microcredit”, in ADB Finance for the
Poor, Vol. 4, No. 3 (Manila, Asian Development Bank, 2003).
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In that context, the main characteristics of an emergency loan are: a small amount of money,
immediately available, and repaid in a relatively short period of time. In practice, such an
emergency loan has the same characteristics as a consumer loan (see Box 8.1) and could in
fact be used for a variety of purposes. Or, to put it another way, loans that are not specifically
intended for emergencies could be used to address them.

Box 8.1 A Brief Look at Consumer Loans

Consumer credit has no defined financing purpose. Loans are approved based on the
existence of collateral, typically the borrower’s salary or in some cases an object pur-
chased on credit. Loan analysis is simple, fast and can be handled at low operational
cost.

Consumer lending is a rapidly-growing business and consumer credit institutions are
increasingly targeting low-income clients and the microfinance market. The results, at
times, have been disastrous. In Bolivia, for example, consumer credit companies pushed
into the country’s microcredit market in the 1990s, which until then had been served by
an established microfinance sector. To compensate for a lack of local market know-how,
and in lieu of carrying out their own credit analysis or demanding collateral, the con-
sumer credit companies settled for the knowledge that an applying borrower was already
a client of an MFI. The lax credit handling and eventually excessive offering of loans
resulted in the serious over-indebtedness of poor clients. When macroeconomic condi-
tions deteriorated, the inflated system collapsed. Clients became insolvent, consumer
credit institutions went out of business and MFls, though most could sustain their opera-
tions, had to accept substantial credit losses.

This has not been the consumer credit experience everywhere, however. What is called
microcredit in South Africa is primarily consumer credit coming out of the formalization
and expansion of informal consumer lending, rather than the development of income-
generating activities through enterprise-based lending. It is widespread and is having an
important albeit incomplete impact on low-income households’ access to financial ser-
vices. In Mexico, Banco Azteca, a wholly-owned subsidiary of Latin America’s largest
specialty retailer (Grupo Elektra), took over the issuance of instalment loans tied to
Electra merchandise purchases in 2002 and then started offering US$500 consumer
loans not tied to merchandise in 2003. By the end of 2007, it had 15 million customers
and an average loan outstanding of US$257. Its growth and profits have been phenome-
nal. Clearly, it is providing a service that low-income households value, but the bank has
been heavily criticised for annual percentage rates above 85 per cent and stories of cli-
ent over indebtedness (Epstein and Smith, 2007).

According to Mugwang'a and Cracknell (2005), a growing number of microfinance
programmes are choosing to provide consumer loans to low-income salaried workers,
who use their employment status to borrow on behalf of poor relatives and to cover for
family emergencies. The product is perceived to be a low-risk, high-return opportunity,
but caution is warranted (refer, for example, to the case of Equity Bank that was pre-
sented in Box 1.2). Such loans usually represent a move to a new market segment and a
shift away from direct relationships with clients to direct relationships with employers.
The systems required to manage risk within this new kind of relationship are fundamen-
tally different than those used to manage risk with a microenterprise loan product.

Source: Adapted from responsAbility, 2008.
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8.2 Why Do Most MFIs Not Offer Emergency Loans?

Most MFIs consider loans that are not meant for income-generation purposes as non-pro-
ductive. MFIs are often reticent about offering these loans for a variety of reasons. The most
common concern is the perceived credit risk associated with loans that do not generate
income. This logic assumes that households cannot afford to repay a loan unless it is used to
stimulate additional revenue. This belief is unfounded.

Many poor households borrow instead from friends, families and moneylenders — perhaps
under disagreeable loan terms — and find some way to repay. In Indonesia, clients of BRI
reported that about half of their loans were being used for non-entrepreneurial activities
(Karlan and Morduch, 2010) while in India, a study of SEWA Bank clients reported that only
23 per cent of borrowings were used for business investment (Chen and Snodgrass, 2001).
Yet repayment rates at BRI and SEWA were high at the time this research was conducted.
Although some MFIs argue that their repayment problems are caused by clients using loans
for non-productive purposes, an alternative explanation is that these problems stem from a
mismatch between the design of a product and its use, and from the fact that credit decisions
are typically based on repayment history rather than repayment capacity.

Some MFTIs recognise that clients need emergency loans, but the organisation’s delivery sys-
tems are not structured to provide them. To offer quick, hassle-free loans, credit decisions
must be made close to the clients, which requires loan approval authority in the field. Rural
MTFTs find it difficult and expensive to use their existing delivery channels to provide such a
service. Typically emergency loans would also be for individuals, which may not synchronise
well with all group methodologies. Furthermore, to control credit risk, some MFIs do not
allow clients to have more than one loan outstanding at a time.

In some countries, policymakers prevent MFIs from non-productive lending. There is a
widely held perception that consumer loans are bad, that they contribute to over-indebted-
ness by encouraging people to spend beyond their means. Since consumer and emergency
loans share some characteristics, the latter is victimised by the bias against the former. While
over-indebtedness is a legitimate challenge, it should not prevent people from accessing an
essential poverty-alleviating financial service.

8.3 Why MFlIs Should Offer Emergency Loans?

The partiality for productive loans, and prejudice against consumption loans, suggests that
some policymakers and practitioners are only seeing half of the microcredit picture. Indeed,
the provision of emergency loans could be extremely beneficial for clients and MFIs alike.

From the client’s perspective, the vulnerability of low-income households is not eliminated by
access to income-generating loans. While a microenterprise loan may help the poor reduce
their vulnerability by boosting income and assets, it is not an effective means to manage risks.
Loan sizes, terms and eligibility requirements (for example, group guarantees, weeks of
pre-loan meetings, compulsory savings) make microenterprise loans unsuitable to address a
household’s short-term need for cash.
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Poor households that have access to microenterprise loans remain vulnerable to numerous
economic stresses. Some risks contribute to unexpected increases in household expenses,
such as rebuilding a damaged house, paying for burial costs, or travelling to visit a sick relative.
Other risks, such as temporary unemployment, death of livestock or theft of productive
assets, reduce a household’s expected income. Some risks increase expenses and reduce
income, such as the illness or death of a breadwinner. Emergency loans are therefore valuable
complements to microenterprise loans, providing safety nets to low-income households to
resist the downward pressures of economic stresses, as depicted in Figure 8.2.

From the MFT’s perspective, varied loan products can enlarge an organisation’s market. Not
all poor persons are self-employed or want income-generating loans, so the provision of
non-productive loans can broaden an MFI’s impact by allowing it to serve low-income com-
munities as a whole. If the organisation serves a broader market, then an emergency loan
product also diversifies an MFD’s credit risk. The cross-selling of emergency loans to existing
clients allows the organisation to increase the outstanding balance per client which — assum-
ing that risks are sufficiently controlled — increases per client profitability since there are no
additional acquisition costs. By quickly helping clients during times of need, the MFI is also
likely to strengthen customer loyalty.

Figure 8.2 Microenterprise Credit and Emergency Loans:
Two Sides of the Same Coin

1 @

Emergency Loans
Microenterprise to Lessen the
Loans to Boost Impact of Risks
Household Income

Source: Churchill, 2003.

Although many MFIs are interested in developing savings and insurance services to help cli-
ents to manage household and business risks, an emergency loan is probably an easier service
to develop, particularly for nongovernmental organisations (NGOs). Microcredit NGOs are
typically prohibited from mobilising deposits and should only offer insurance as an agent for
an insurance company. Plus, the provision of emergency loans is similar to the core compe-
tency of microcredit NGOs — delivering microenterprise loans — and therefore will not
require fundamental changes to their systems or human resource needs.

Microfinance institutions that develop delivery mechanisms for emergency loans may learn
something about flexibility that could positively affect the design of their other loan products.
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If such improvements were to occur, it would raise a pertinent question: is it necessary to have
multiple loan products or would it be better to have one flexible loan that could be used for
many purposes?

8.4 When Is Credit the Right Choice?

Along with savings and insurance, emergency loans are one of three types of risk-managing
financial services that enable low-income households to cope with economic stresses. Gener-
ally, savings is the most versatile and least expensive. Ideally, savings is the preferred option
for expected expenses, such as school fees and religious ceremonies. Insurance is most rele-
vant for larger expenses stemming from risks that are less likely to occur. An emergency loan
may be appropriate to cover unexpected economic stresses in the event that someone has not
built up sufficient savings reserves or prefers not to deplete them, and for risks that are not
covered or not sufficiently covered by insurance.

As shown in Figure 8.3, low-income households operate at the margins. In some months,
income exceeds expenses, but in other months the household runs a deficit. In this particular
example, even though during the 12 month period total income slightly exceeds total
expenses, from December through April the household is spending more money per month
than it earns. If the household has not saved its surplus, or if that savings is not liquid (e.g.,
savings in livestock or jewellery), then an emergency loan can help the household to smooth
consumption until May.

Figure 8.3 Income Smoothing
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In this scenario, an emergency loan would reduce the need for distress-selling — the selling
of assets to access quick cash, usually at a below-market rate — by allowing people to borrow
against future earnings. Credit is only a possible solution, however, if prospective borrowers
can convince lenders that they will have: a) future earnings to repay the loan; and b) sufficient
security to guarantee the loan.
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The choice between relying on savings versus borrowing depends partly on whether the eco-

o

nomic stress decreases income or increases expenses in the medium term, as shown in Figure
8.4. Drought, for example, decreases income in the same way that a microentrepreneur would
experience poor market conditions. In this situation, the preferred response would be to
reduce consumption and/or draw down on savings. Credit is an undesirable coping strategy
because the expected reduction of income in the coming months means that it will be difficult
to service the loan. An MFI should avoid extending a loan in these circumstances; it could
worsen the borrower’s situation since inevitable late payments would damage the household’s
ability to borrow in the future.

When deciding between savings and credit, it is also important to consider whether the eco-
nomic stress has created a temporary or permanent cash flow problem. A long-term problem,
such as the death of a breadwinner, cannot easily be smoothed over by a small, short-term loan.

Figure 8.4 Coping with Economic Stresses

Risk Effect Coping Strategy

Reduce consumption

/ Reduces income Draw down on savings
Economic Stress \
& Increases expenses Emergency loan

Source: Churchill, 2003.

Alternatively, if the shock generates an expense, but does not adversely affect one’s gross
income, then an emergency loan could be a reasonable solution. For example, replacing a roof
is an unexpected expense that does not affect income. So rather than draw down on savings,
which should be reserved for a time when a peril suppresses household income, an emergency
loan for the additional expense might be appropriate.

A slight twist to this logic emerges when accessing savings means cashing in on productive
assets. If someone’s primary savings strategy is to reinvest in his or her microenterprise, then
drawing down on savings would decrease revenue generation. In this situation, a loan might
serve the household better than de-capitalising the business.

8.5 How to Design an Emergency Loan

Three issues of particular concern in designing emergency loans — interest rate, credit risk and
delivery methods — are discussed below.

Interest Rate

Interest rate is the most straightforward of the three. There may be an inclination for organi-
sations to offer emergency loans at a lower price than other credit products since clients who
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request these loans are experiencing a financial hardship. That inclination should be avoided
because discounted loans will stimulate a huge demand for ersatz, or artificial, emergencies.
In fact, it is possible to argue that the risks and transaction costs associated with small,
short-term loans justify a higher interest rate than an income-generating loan. In addition, if
the MFI strongly prefers that loans are indeed used for real emergencies rather than for con-
sumer purposes, then a higher interest rate might contribute to that objective.

Controlling Credit Risk

An emergency loan product needs to respond to crises without over indebting clients, and
without worsening the MFI’s portfolio quality. There are several different approaches that an
MFT might take toward controlling the credit risk of an emergency loan.

The most common method for MFIs is to rely on the client’s credit history as a collateral
substitute. Borrowers who have repaid several loans without a late payment are eligible for a
parallel loan no questions asked, as long as the loan amount is below a pre-approved thresh-
old. For example, Financiera Calpia in El Salvador has a customer rating system based on
repayment history (see Box 8.2). Clients with the best ratings are eligible for small, short-term
loans that can be accessed concurrently with microenterprise loans. Along the same lines, in
the Philippines, CARD Bank’s multipurpose loan is a parallel loan available to existing clients
with a good track record.

Box 8.2 Preferred Services at Calpia, El Salvador

Financiera Calpia, an MFI in El Salvador, has a customer rating system that enables its best
customers to access preferred services. The rating system combines quantitative and quali-
tative indicators on a scale of 1 to 5. The quantitative measure is based on the average num-
ber of days late per repayment; customers who average less than three days late receive an
excellent rating (1) and those between three and five receive a good rating (2). Using the
same scale, the loan officer also gives the customer a rating based on his or her cooperative-
ness. Consequently, if a customer missed a payment because of a good reason like a death
in the family, the loan officer rating can make sure that she is not unduly penalized.

Customers who receive a 1 or 2 rating for several standard microenterprise loans become
eligible to access a second-tier of preferred loan products, including seasonal loans and
automatic credit. Seasonal loans are short-term working capital loans intended for peri-
ods of peak business demand, although they could also be used for emergency purposes.
These loans are accessed concurrently with microenterprise loans for customers whose
previous loan was repaid with a 1 rating and who have never exceeded a 2 on any loan.

Calpid’s automatic credit is similar to a line of credit, except that each time customers
draw down on their credit limit, they sign a separate loan contract. To access automatic
credit, the customer must have repaid three standard loans with a 1 rating or maintained
a 1 rating for 12 months. Once they are eligible for automatic credit, customers receive a
“Preferred Customer” identification card and the loan officer conducts a detailed analy-
sis of the business to set the credit limit. The interest rate on the automatic credit is also
lower than on the standard loan product to reward those customers and encourage their
loyalty.

Adapted from Churchill, 1999.
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The logic of this credit risk control is that the service is so valuable that clients would strive to
maintain their good standing and retain eligibility for future emergency (and microenterprise)
loans. The most important advantage of the credit history approach, besides the ease of
administration, is that it creates a strong customer loyalty incentive: it rewards the MFI’s best
clients by providing them with access to a preferred service.

o

In using this approach, MFIs need to be careful to use credit history to determine eligibility,
but not the loan amount. Automatically determining loan sizes based on the amounts repaid
to date runs the risk of over-indebting households. The loan amount should be based on
repayment capacity. Since a capacity assessment could delay the delivery of an emergency
loan, some organisations conduct periodic assessments to determine how much clients would
be eligible for, and then allow them to draw down amounts below that ceiling when and if they
need it.

The primary downside of the credit history approach is that it has a limited scope. Because
only persons with outstanding microenterprise loans are eligible, credit history “collateral” is
not effective in serving the low-income community at large.

Guarantors or co-signers can also be used to control credit risk. Since vulnerable persons
already rely heavily on the economic support of family and friends, a guarantor arrangement
can formalise family or social obligations without upsetting the cash flow of the assistance
provider. Guarantors could be provided within the context of a borrower group, whereby the
group approves and guarantees a member’s loan, or it could be organized on an individual
basis outside of the group system. An individual arrangement makes it possible for MFIs to
address the broader community’s need for emergency loans instead of just serving existing
borrowers.

The main challenge to controlling credit risk through guarantors is whether the legal system
can easily and cost-effectively enforce the contract. Another limitation is whether people who
need emergency loans can find co-signers who would meet the MFI’s criteria. In addition, the
process of verifying that indeed the guarantor met the eligibility criteria might make it difficult
to make credit decisions in a timely manner, unless prospective guarantors were pre-approved
before a loan is actually needed.

Credit risk for an emergency loan can also be managed through non-traditional collateral,
such as a pawn lending arrangement with jewellery or other small, valuable items (see
Box 8.3). For this type of security to work, the MFI needs the expertise to assess the value of
the collateral and a safe means of storing it until the loan is repaid. A pawn-lending facility also
requires a retail outlet or a method for selling unclaimed items. If these conditions could be
met, then a pawn loan could be extremely versatile. Assuming that a pawnbroker is locally
available, transaction costs are quite minimal for lender and borrower alike. Possible disad-
vantages are: do low-income households have assets to pawn, and is pawning a culturally
acceptable means of accessing funds?
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Box 8.3 A Fresh Look at Pawnshops

Pawnshops are an important source of microcredit in many developing countries. Never-
theless, many practitioners, policymakers, and funding agencies seem to be prejudiced
against them. They consider pawning to be a “desperate measure” and an activity that
needs to be curtailed. Persons interested in finance for low-income households should
take a fresh look at pawning.

Where pawning is accessible, low-income persons use pawnshops to obtain cash for
emergency cash needs, as well as to expand their businesses and finance consumption.
In Thailand, for example, low-income households use pawnshops to obtain cash to pay
school fees. Pawnshops in Shanghai receive frequent visits from a large number of small
enterprise operators in need of relatively short-term and small volume loans in the city.

Pawning has several attractive features for the pawnshop or the financial institution and
the borrower:

® A pawning transaction is simple: the borrower pledges an asset for a specified sum of
money (a percentage of the appraised value of the asset) and retains the right to
redeem it within a specific time by returning the original sum plus interest. If the item
is not redeemed by the agreed time, the borrower loses the asset. This is the end of
the transaction and hence there is no “ever-increasing debt” in pawning. For the
pawning service provider, the main costs include labour, cost of capital, building,
security, and insurance.

® Pawning substantially reduces the lender’'s risk compared with other types of
microcredit. Also, the lender’s transaction costs are minimal because there is no need
to collect and analyze information about the client’s cash flow and creditworthiness,
although the lender has to ascertain that the pledged asset has not been stolen. A
pawn loan can be processed very quickly. Thus, the lender can make a large number
of small transactions in a short period. There is no need for frequent contact with cli-
ents because each loan involves only two transactions (disbursement and recovery).

® Borrowers are not subjected to high transaction costs. A borrower makes only one trip
to secure a loan and one to make the repayment. Disbursement is quick. Pawnshops,
therefore, can be a reliable source of credit for emergencies. The need for distress
selling of assets can also be minimized if pawning facilities are available. Clients can
get a lower interest rate from pawnshops than from most informal commercial money-
lenders. Another advantage is that clients are not involved in complex “social reci-
procity arrangements” because the transaction is straightforward.

Adapted from Fernando, 2003.

Delivery Methods

Perhaps even more challenging than controlling credit risk is designing an effective delivery
method. By definition, emergency loans need to be made immediately available at a location
that is close to the client. Perhaps the ideal arrangement from the borrowers’ perspective
would be daily door-to-door service, such as that provided by SafeSave in Bangladesh, or a
large branch network that would ensure facilities were close at hand. Unfortunately, these
overhead costs can only be justified where there is a market concentration, in cities and towns.
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To reach out to rural areas, one possibility is through part-time branches that are only
staffed a couple of days a week — but what happens if someone desperately needs money dur-
ing an off day? Another possibility is a system of mobile outlets that spend an hour in 6 or 8
villages a day, although they may represent a security risk.

o

To overcome this delivery challenge, the original design of the village banking methodology
called for groups to maintain an internal account, which would be capitalised through man-
datory savings. Village banks could then lend out that money as they saw fit. These funds were
often used for emergency loans, to help members who had urgent needs for small amounts of
money. A similar arrangement occurs in the self-help group methodology common in India.

Another approach worth exploring is to establish mutually beneficial partnerships with
local shopkeepers. They already have financial transactions with poor people and may
already be acting as moneylenders. Shopkeepers may be experiencing some difficulties in
getting repaid and they may not have sufficient cash to keep up with demand. An MFI, on
the other hand, wants to help low-income persons better manage their irregular cash flows,
but doing so creates credit risks and transaction costs. If they work together, the MFI might
be able to develop systems to improve the shopkeepers’ lending efforts, such as pricing,
screening and monitoring, which would also improve the shopkeepet’s business by reduc-
ing loan losses and increasing sales. Shopkeepers would effectively work as agents for the
MFI. The microfinance institution would provide loan capital, training, documentation,
and assistance in delinquency management, but the two partners would share the risk. This
arrangement might be a boon to the MFI as well because the shopkeepers’ familiarity with
their customers could reduce information asymmetries, and their proximity to the clients
would improve customer value and minimise transaction costs, all with hardly any addi-
tional overhead expenses.

1. Emergency loans are a valuable complement to microenterprise loans because they
provide a safety net that reduces the impact of risk events.

2. Consumption loans are not bad as long as the household can repay them.

3. If an economic shock simultaneously increases a client’s expenses and reduces
income, emergency loans will rarely be appropriate.

4. Resist the temptation to offer emergency loans at a lower price than other credit
products.

5. Access to emergency loans can provide a strong customer loyalty incentive.
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9 Microinsurance'

“Risk and vulnerability to risk are fundamental canses of underdevelopment.”
~ Mosley (2009)

Insurance is a financial service that helps people manage risks, but it is not the only financial
service that can do this. After defining insurance, this module describes risk-managing finan-
cial services and explains the conditions under which insurance is preferred over savings and
credit. In addition, this module provides some examples of microinsurance products offered
by MFIs, describes different structures for delivering insurance, and offers practical recom-
mendations to MFIs that are interested in providing insurance. The structure of this chapter is
as follows:

What is insurance?

Savings, credit or insurance?

MFTIs and their motivation

Institutional arrangements

Microinsurance products

Where to begin?

A R

Conclusions and recommendations

9.1 What Is Insurance?

Insurance is commonly a misused term. People often say insurance when they are referring to
savings or credit products that fulfil a risk-managing function. For insurance to be insurance,
it needs to involve a risk-pooling mechanism. This mechanism combines the resources of
the many to compensate for the losses of the few. In effect, policyholders pay premiums for
the average loss suffered by the group rather than for the actual cost incurred when a risk
event occurs. Risk-pooling benefits the few who suffered the loss, while the any basically
receive “peace of mind” in exchange for their premium payments.

Because of this risk pooling, the value of an insurance benefit is related to the cost of the loss,
not to the value of the premium payments that have been made. If the payout amount is
directly related to the value of the “pay-in,” then the client is receiving a savings service, not
insurance.

Insurance is a new business for microfinance institutions and not merely another product.
The insurance business has a more complicated risk structure that requires different manage-
ment skills than those commonly found in MFIs. Therefore, they should tread carefully, rec-
ognizing that insurance is significantly outside their area of expertise.

16 rrhis chapter is adapted from Churchill and Roth (2006) and Churchill et al. (2002). The specific experiences of microfinance
institutions are primarily drawn from ten case studies that are part of the “Good and Bad Practices in Microinsurance” case
study series: ASA and Shepherd (Roth et al., 2005); BRAC (Ahmed et al., 2005); CARD (McCord and Buczkowski, 2004);
Columna (Herrera and Miranda, 2004); Opportunity International (Leftley, 2005); TATA-AIG (Roth and Athreye, 2005);
TUW-SKOK (Churchill and Pepler, 2004); TYM (Tran and Yun, 2004); Vimo SEWA (Garand, 2005); and Yeshasvini
(Radermacher et al., 2005). Complete citations for these case studies are provided in the bibliography.
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9.2 Savings, Credit or Insurance?

Risk management has always been an objective of microcredit customers. Most MFIs admit
that clients occasionally use business loans to pay for medical expenses or funerals, or to
smooth household cash flow. Even if they do not have an immediate emergency, some cus-
tomers invest only a portion of the loan in their businesses, and they save the rest so that they
will have a cushion to fall back on if they experience repayment problems. In these examples,
clients use a product designed for one purpose to fulfill a different objective because that is
the only financial service that is available.

As MFIs begin providing products that more accurately fit the purpose for which clients use
them, they need to think more about risk management. Three classes of risk-managing finan-
cial products are: (1) liquid savings accounts; (2) emergency loans; and (3) microinsurance,
which includes coverage for death, illness, disability, and property loss.

Although all three can help reduce vulnerability, when is insurance a more appropriate
response than savings or credit? Figure 9.1 depicts areas that insurance products can best
address based on the following two variables:
1. The degree of uncertainty about whether, when, and how often a loss will occur; and
2. The cost of the potential loss.

Insurance is not an effective response in three areas. First, for losses that are very certain to
occur, the risk-pooling mechanism cannot work.!” Second, insurance is also not appropriate
for small losses because administrative and transaction costs would make the product too
expensive. Third, insurance is not always effective in addressing covariant risk, when many
people in the risk pool are affected at the same time.

Figure 9.1 Credit, Savings, or Insurance?

Degree of Uncertainly Highly

Certain » Uncertain .
Small Flexible
—  Savings and
Credit

— Insurance

Relative
Loss/Cost Flexible Savings
— e Partial protection
v variant
Very
Large

Brown and Churchill, 1999.

! Although it is certain we all will die, uncertainty arises because we do not know when.
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On the basis of this assessment, normal life cycle events (births, weddings, education) are
better addressed through various savings products. Even unplanned but relatively inexpen-
sive losses can be served through liquid savings accounts. But the poor cannot always save for
a rainy day. For them, emergency loans could address sudden and unforeseen needs.

o

Savings and credit are much more flexible than insurance. A life insurance policy, for example,
will not help someone who is robbed or whose house burns down. Most losses experienced by
low-income households are small. To help reduce their vulnerability, liquid savings and emer-
gency loans are the most appropriate responses to deal with the bulk of their risks. Before ven-
turing into the confusing world of insurance, a MFI would provide its customers with greater
value if it first developed these other risk-managing financial services. Once an organization
helps its clients to reduce their exposure to most of their risks, then it can consider how to
reduce vulnerability to the fewer, but more expensive, risks that can be covered by insurance.

It is important to note that the poor are often unfamiliar with insurance, or uncomfortable
with it. Indeed, insurance may not be their preferred means of managing risks for personal or
cultural reasons. Low-income households may see insurance as a luxury that only people with
excess income can afford. If a low-income household must choose between putting food on
the table and paying for protection against a future calamity that they do not know will occur,
they are likely to spend their money on food. Furthermore, if the risk does not occur, they will
believe that they have spent their limited resources unnecessarily, and all they have to show
for it is peace of mind. One cannot eat peace of mind.

The relationship between a financial institution and its customers is quite different for sav-
ings, credit and insurance. With credit, the MFI puts its money at risk. Despite intentions to
reach large volumes of people, microfinance institutions need to carefully select creditworthy
applicants. Credit should not be oversold because if the supplier aggressively drives outreach,
it will invariably reach an increasingly risky market. For savings, the risk roles are reversed.
Depositors need to trust that the institution will be financially solvent and safeguard their
assets. Savers can fairly easily test whether their money is accessible and secure by
withdrawing their funds.

The risk relationship with insurance is more complex. As with credit, there is a screening ele-
ment to ensure that the client pool does not include an over-representation of high-risk indi-
viduals. But like savings, there is a critical need for prospective policyholders to trust the
institution. Unlike depositors, however, policyholders cannot easily test whether the insurer
will fulfil its obligations — with life insurance, the policyholder has to die before the insurer has
to respond.

9.3 MFls and Their Microinsurance Motivation

Microfinance institutions are indeed a major delivery channel for microinsurance, but before
getting into detailed recommendations, it is important to start with a basic question: should an
MFT get involved in offering insurance? When microfinance institutions are interested in
insurance, their main motivation is often to reduce their credit risk in the event that borrowers
or their family members experience death, illness or other losses. If insurance can help protect
the households in such circumstances, it will indirectly safeguard the MFI’s portfolio.
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Another motivation behind the interest in insurance is to improve the welfare of their clients.
MFTs typically have dual missions to alleviate poverty or promote economic development
while generating a profit (or covering their costs). The social mission of improving the welfare
of poor households can be enhanced through the protection provided by insurance.

There are also a number of legitimately commercial reasons why MFIs might be interested in
providing insurance, such as:

® Customer loyalty: Many MFIs realize that they need to offer a variety of products to
enhance retention, so that even when clients do not want a loan, they may still appreciate a
savings account, a wire transfer service or...insurance protection.

® DProduct profitability: A diverse product menu allows cross-selling opportunities and
spreads the acquisition costs for a client across multiple products, enhancing product
profitability.

® Diversifying income streams: Microinsurance provides an additional source of income
cither from profit if the scheme is provided in-house (and well-managed), or from fees if
done in partnership with an insurer. The latter situation is particularly interesting to MFIs,
which welcome opportunities to earn income without taking risks.

Of course, there are also disadvantages to offering insurance. It is a different business from
savings or credit, requiring different expertise. Even offering insurance products in partner-
ship with an insurer can be time-consuming and demanding. A number of organizations, like
ProCredit banks in Fastern Europe, have no interest in offering insurance, directly or indi-
rectly, so they are not distracted from their core services. Other MFIs may be willing to pur-
chase credit life coverage to protect their loan portfolios, but are less interested in providing
additional benefits to their customers because of the additional work required.

If an MFI believes that there are more pros than cons, and decides that it wants to branch out
into the brave new world of insurance, there are two key questions it needs to consider when
offering microinsurance:

1. Through what institutional arrangement should it offer insurance?

2. What types of cover should it offer?

9.4 Institutional Arrangements

If an MFI wants to offer insurance to its clients, there are four main ways to do so: a) in part-
nership with an insurance company, b) by creating its own insurance brokerage, c) by
self-insuring or d) by creating its own insurance company.

Partner-agent model

Under what circumstances is one option preferable to the others? Certainly, if no insurance
company is available or willing to offer protection through the MFI, then it could go on its
own. However, the possibility of not being able to find an interested insurance partner is
becoming increasingly less likely as more insurers seek opportunities to reach new markets.
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MFTIs are also becoming more convincing, arming themselves with arguments and experi-
ences to persuade insurers that this is indeed a valuable market opportunity for them.

o

In general, if an MFI cannot entice an insurer into a partnership, it is probably not effectively
communicating what it has to offer. Many insurers are attracted to the prospect of accessing a
large number of new clients through a cheap distribution network. MFIs should recognize
that insurers and bankers may have very different attitudes toward the masses of low-income
people. For bankers, whose money is at risk when they lend, the poor are a risky market.
Insurers, however, tend to be interested in ways of reaching an expansive market cost-effec-
tively. For insurers, volumes speak volumes.

To make the partner-agent model work effectively for MFIs, the following recommendations
emerge from the experiences of MFIs around the world:

® Tell them what you want: To get good products and processes from insurers at a decent
price, MFIs need to know what they want and they have to sit in the driver’s seat in the
negotiations. The larger they are, the more demanding they can be. ASA, an MFI in Ban-
gladesh, and Opportunity International affiliates in the Philippines have designed their
own product specifications and then sent requests to insurers to bid on their proposed
product.

® Know your stuff: MFIs need to speak with authority, using language that insurers under-
stand backed up with compelling data. One advantage of an MFI is that it can often create
useful actuarial data from its own experience of working with clients, to which the insurer
otherwise would not have access.

® Choose a trustworthy insurer: It is often preferable to partner with a well known insur-
ance company because it helps create trust and confidence in insurance. Without trust, cli-
ents may be unwilling to pay premiums today against the promise of a possible future
benefit. In India, Tata-AIG has a significant advantage in the low-income market because
of the high name recognition of the Tata brand.

® Do not be afraid to switch partners: MFIs do not have to be wedded to one insurance
partner forever. If the insurer is not performing, the MFI can look for a new partner.
Although this should not be taken to an extreme; frequently changing insurance partners
can cause confusion among clients and staff.

® Involve the insurer: The alternative to changing partners is to get existing partners to
improve. Shepherd (India) found that it was useful to invite insurers into the field so they
could understand the target market better and recognize the differences between insur-
ance and microinsurance.

® Ask for training: A major challenge in introducing insurance is training the MFI’s
employees, particularly the frontline staff who are responsible for sales and service. Sev-
eral MFIs have persuaded their insurance partners to train their employees in insurance in
general and the products in particular.

® Manage claims: An efficient claims-processing system is one of the most important
points for negotiation. MFIs should insist that they pay the claims (at least for life insur-
ance), and then be reimbursed by the insurer, on the basis of documentation that is appro-
priate for their clients.
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® Create areview committee: Since claims processing tends to be one of the most conten-
tious issues, Shepherd formed a review committee, with representatives from the MFI,
insurer and clients, which meets quarterly (or more often if necessary) to improve claims
processes.

® Eliminate exclusions: Strive to persuade insurers to drop as many exclusions as possi-
ble, even if the MFI has to pay a higher price, because that simplifies the product and
makes it easier to explain to customers. It also reduces claims rejections that could cause
significant public relations problems for the MFI.

® Maintain and analyse data: MFIs should maintain good information about insurance
performance, enabling them to develop expertise over time and to push insurance part-
ners for better deals. An appropriate and “actuarially-approved” management informa-
tion system (MIS) is crucial.

® Determine the costs: MIIs need to conduct a costing analysis to determine how much
they need to earn in commission (or through a premium mark-up) to cover their adminis-
trative expenses. Even seamlessly integrated insurance, like compulsory coverage, creates
some additional administrative costs for the MFI.

® Own the clients: Some entrepreneurial insurance companies might be interested in steal-
ing the clients in the future. The MFI should always “own” the client. This can be done if
the MI is always the institution that sees the client.

Insurance brokerage or agency

The creation of an MFI-owned insurance brokerage is essentially a more sophisticated ver-
sion of the partner-agent model. This approach, often used by credit union networks, facili-
tates access to formal insurance for MFIs and members alike. As with the partner-agent
model, this arrangement has the advantage of outsourcing the risk to formal insurers.

The advantage of the brokerage arrangement over the basic partner-agent model is that an
organization affiliated to an MFI (or a group of MFIs) develops insurance expertise to negoti-
ate the best deals. The brokerage is not tied to any one insurance company, so it can explore
various options on behalf of its two main customers, the MFIs and their clients. In addition,
the brokerage is not limited to using MFIs as the distribution channels. Once it understands
the needs of the low-income market, it can explore other strategies for extending insurance to
the poor, such as through cooperatives, community organizations, and even retailers. Oppot-
tunity International has recently launched such an initiative (the Micro Insurance Agency).
The insurance brokerage could also be seen as a first step towards creating an insurance com-
pany, although that does not necessarily have to be the objective.

Going solo

A third option is for MFIs to self-insure, in other words, to carry the risk themselves. There
are compelling reasons why some microfinance institutions would want to self-insure, as well
as some strong arguments against it.

One argument for self-insurance is a belief that the MFIs (or their customers) will have to pay
extra for the insurer’s overhead. For the most basic products, like credit life, that logic might
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be valid. However, basic credit-life insurance largely benefits the lender since it means the
MFTI does not have to solicit loan repayments from the deceased’s survivors.!8 If the MFI
really wants to reduce the vulnerability of its customers, more complicated products are
required — products that an MFI probably cannot offer on its own.

o

Both TYM (Viet Nam) and CARD (Philippines) had negative experiences trying to enhance
customer value on their own. They provided credit life on a self-insurance basis and generated
significant surpluses. Consequently, they thought it would be a good idea to offer additional
benefits, by including other family members or by covering additional risks. They added these
benefits, however, without assessing the impact that they might have on claims. As a result,
CARD’s pension plan nearly bankrupted the company (see Box 5.3 in Chapter 5), and TYM’s
hospitalization benefit threatens to do the same even though the benefit is extremely modest.

Another concern surrounding self-insurance is the extent to which an MFI will cope if it expe-
riences catastrophic losses. The primary reason why MFIs should not self insure — besides not
having the expertise to price and design products appropriately —is because they will have dif-
ficulty meeting claims if many clients are affected by a peril at the same time. Since they are not
formal insurers, they do not have access to reinsurance, which is how insurers cope with
covariant risks.

Vimo SEWA (India) learned this lesson the hard way. After several years of negative experi-
ences with insurance partners, it began offering in-house health insurance in 1996, and then
added asset insurance in 1998. Initially, Vimo SEWA’s transition to self-insurance had posi-
tive financial and service benefits — claims were paid faster and not rejected, and Vimo SEWA
began building up some reserves. However, when the January 2001 earthquake struck
Gujarat, over Rs 3.4 million (US$75,000) was required to satisfy claims, causing a severe finan-
cial strain. Prior to the earthquake, annual payouts for asset protection were below Rs 30,000
(US$662). This experience helped Vimo SEWA appreciate the need for reinsurance, and led
the organization back to the partner-agent approach.

The main point is that a self-insuring MFI must think carefully about how it will control
covariant risks. It could exclude such risks to limit its exposure, which is what the Indian MFI
Spandana does. This approach, however, abandons clients when they need the help most.
Moreover, excluding cover does not help the MFI manage its credit risk in a disaster situation.
Alternatively, a self-insuring MFI could solve this problem by buying catastrophe cover with
an insurance company, so the MFI covers idiosyncratic risks in-house while outsourcing
covariant risks to an insurer.

A further argument against going solo is that it may be illegal to offer insurance without a
licence. Regulators generally do not bother with small schemes. Some organizations manage
to disguise their schemes by calling it a member-benefit instead of insurance. Insurance regu-
lators may be willing to look the other way, or may not even realize that the scheme exists.
However, once it achieves significant scale, it is bound to attract attention. In addition, regu-

18 There is some debate about the usefulness of credit life insurance. Some MFIs feel that it is a complicated means of
dealing with loan losses due to death, and they prefer to write off the loan and provision accordingly. This argument might
be valid for predictable loan losses due to death, but would not be appropriate if an MFI experiences a natural disaster or
other covariant risks. The provisioning approach is also not relevant if an MFI is small and cannot afford to write off
loans; if an MFI starts issuing larger loans, creating a concentration risk; or if the mortality rates are volatile or changing, as
in an area with high incidence of HIV/AIDS.
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lated MFIs are probably not allowed to keep insurance liabilities on their balance sheets, so for
them (or MFIs planning to transform), self-insurance may not be an option.

Some MFIs self-insure because they do not want to share the insurance profits with another
organization. Similarly, if going solo means lower overhead costs, the coverage could be
cheaper for the clients. Consequently, some MFIs contend that they can provide greater cus-
tomer value without involving an insurer.

Another aspect of customer value is the service standard for claims payments. For MFIs that
have tried working with insurers and given up, problems with claims —including delays and
rejections —are probably the number one reason for the divorce. If the MFI self-insures, it can
pay claims quickly and impose less onerous documentation requirements on the beneficiaries.
For example, when Spandana was collaborating with the Life Insurance Corporation of India,
claims often took two to three months or more to be paid. After the MFI moved the scheme
in-house, it was able to settle 73 per cent of claims within seven days.

Experts have mixed opinions on the topic of self-insurance. Leftley (2005) feels strongly that
there are no good reasons why MFIs should take on insurance risk as long as there is existing
underwriting capacity in the country. Other experts are more open-minded about the issue,
willing to concede that self-insurance might even be preferable to the partner-agent approach
if certain conditions are met:

1) the MFI is large enough to pool risks (at least 10,000 members) and those risks are reason-
ably homogeneous;

2) the product is kept simple;

3) the MFI obtains catastrophe coverage from an insurance company;

4) the MFI accesses appropriate technical assistance to help with product design, pricing,
data management and performance monitoring; and

5) regulators will allow it.

Creating an insurance company

The fourth option is for an MFI or an association of MFIs to create their own insurance com-
pany. In many countries, credit unions and cooperatives have satisfied their insurance needs
through insurers owned by the association and its members. The typical approach has been
for the credit unions to create a brokerage company that facilitates access to insurance for the
credit unions and members alike. Over time, the brokerage builds up sufficient expertise in
underwriting, settling claims and managing data, and amasses sufficient funds to form a credit
union-owned insurance company.

In some jurisdictions, it might be appropriate for other types of MFIs or MFI associations to
create their own insurance company. In the Philippines, CARD has created a mutual benefit
association (MBA) that is “owned” by the members, but structured to meet the insurance
needs of the MFI. Some advantages of creating an insurance company over self-insurance are:

® [t separates the credit and insurance risks into different organizations;

® ]t ensures that expertise is engaged in the management of the insurance business;
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® ]t can collaborate with multiple distribution channels to extend insurance to the poor and
hence it can reach many more people; and

o

® [t enables the microinsurer to access reinsurance.

Compared to the partner-agent approach, an MFI-owned insurance company allows the MFI
greater influence on product design and service standards. Furthermore, it enables any profits
to be redistributed to the policyholders. However, the management of the insurance company
should be kept at an arm’s length from the MFI so as not to jeopardize the soundness of its
insurance decisions. In particular, careful consideration should be given to the investment
strategy, since it is unwise to mix the credit and insurance risks by investing too great a propor-
tion of premiums in the MFI’s loan portfolio.

The transformation of an informal scheme into an insurance company is not without its chal-
lenges. In some jurisdictions, there may be significant start-up and reporting requirements
that do not justify the effort. For years, Self-Employed Women’s Association (SEWA) in
India has had its sights set on creating an insurance company. However, it has not been able to
raise the minimum capital requirement, and the Indian insurance regulators are not interested
in making an exception for microinsurance.

9.5 Microinsurance Products®™

There are three basic types of insurance products: life insurance, property insurance and
health insurance. Each of these is discussed briefly below.

Life Insurance

Of the three types of insurance, life insurance can be the most simple and is the one most
commonly offered by microfinance institutions. The insured event — death — is easy to verify,
it is difficult to fake, it occurs only once per person, and the risk of moral hazard is low
because most policyholders do not purposely increase the chances that the event will occur by
engaging in risky behaviour. There are many different kinds of life insurance, with varying lev-
els of complexity:

® Credit life insurance pays the outstanding balance of a loan in the event of the death of
the borrower. Thus, the insurance term corresponds with the loan term.

® Term life insurance provides coverage against the death of an insured person for a spec-
ified period of time, such as one, five or ten years. The amount paid out in the event of
death is pre-determined in the insurance contract. The savings completion insurance dis-
cussed in Chapter 5 is a type of term life policy.

® Whole (or permanent) life insurance differs from term insurance in two ways. First, it
offers protection for a lifetime rather than just a fixed term. Second, it has a cash value that
can be drawn down or borrowed against like a savings account. The cash value equals the
premiums paid, less the cost of providing the insurance, plus interest earned on the premi-
ums.

19 This section was adapted from Brown and Churchill (1999) and Churchill et al. (2002).
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Endowment life insurance combines features of both term and permanent insurance.
Like permanent life, endowment policies have a cash value. However, endowment poli-
cies provide protection for a fixed term, rather than for a lifetime. If an endowment policy
reaches the end of its term and the policyholder has not died, he or she receives a fixed pay
out representing the cash value of accumulated premiums plus interest. Endowment poli-
cies are discussed in more detail in Chapter 5.

Life savings insurance provides a death benefit that is linked to the amount of savings
that the insured person has in his or her account. Popularized by credit unions as a way to
promote savings, premiums are paid by the financial institution to an insurer based on a
multiple of the total value of its savings accounts. Depositors implicitly assume a lower
interest rate on their savings in exchange for this member benefit. In the event of death,
beneficiaries receive a payout equal to a multiple (usually double) of the savings in the
account of the deceased (usually up to a maximum amount).

Annuities are among the most complex life insurance products. As discussed in Chapter
5, they are basically retirement savings plans that pay policyholders a regular payment until
they die. If a policyholder dies before a certain age, then the beneficiary earns either a lump
sum or a series of payments. There are two periods associated with annuities: the accumu-
lation period when the policy holder pays premiums, and the payout period when the
insurer makes payments to the policyholder.

Property Insurance

Property insurance can protect against the cost of damage or loss of just about any type of

asset. Some of the assets that low-income households might need to protect include livestock,

homes, business stands, inventory, equipment, modes of transport (for example, rickshaws or

boats, in the case of fishing communities), tools and personal valuables. Property insurance is
similar to term life insurance in that it offers coverage of a fixed amount for a limited period of
time. It differs from life insurance in that it covers damage to, as well as loss of, the insured
asset. As a result, the provision of property insurance tends to be riskier and more administra-
tively complex than many types of life insurance. There are four main reasons for this:

1.

Greater complexity in asset valuation: Property insurers need to have a reliable method
for determining the value of the asset to be insured. For example, should the compensa-
tion for a poor family that has their insured pig stolen be determined based on the original
purchase price of the pig, on the cost of replacing the pig today, or should a fixed value be
placed on all insured pigs? Conducting asset valuations increases the administration
required to issue a property insurance policy.

Possibility of repeat damage: Unlike life insurance, a single property insurance policy
may experience multiple claims — people can die only once, but an insured asset can be
damaged many times.

Higher risk of moral hazard: A policyholder with insurance protection may be less likely
to take proper care of whatever is insured.

Higher likelihood of fraudulent claims: Households can more easily make false claims
about damage to an asset than death of a family member. Property insurers need greater
controls to protect against such abuses, and these controls increase the administration
required to verify claims.
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Property insurance is usually offered by microinsurers to insure the property that is collateral

o

for an MFI loan or a lease. For instance, Grameen Bank requires insurance coverage on all
loans used to purchase livestock, and the NLC of Pakistan has mandatory insurance on leased
assets (Havers, 1999). To reduce the risk and complexity of the property insurance policies,
benefits are often limited to the outstanding balance of the related credit rather than the
replacement value of the asset. A few MFIs do provide other types of property insurance.
SEWA offers a multiple risk policy that covers the loss or damage of household and business
assets due to natural calamities, human-made disasters and fire up to a pre-determined
amount. Columna in Guatemala offers similar coverage as a single risk policy.

Disaster insurance and crop insurance are two products that could be extremely valuable for
low-income communities, yet there has been little success with these products to date.
Threats from natural disasters, such as earthquakes, hurricanes or floods are difficult to insure
against for three main reasons. First, disasters are usually difficult to predict. Historical occur-
rences of such risk events are not strong predictors of future disasters. Second, when a disas-
ter does occur, the total financial losses can be very high. And third, a natural disaster is a
covariant risk that will affect many of an insurer’s policyholders at once. The only way to pro-
vide disaster insurance is through a reinsurance arrangement that broadens the risk pool
across countries and regions, and protects insurers against catastrophic losses.

Agricultural insurance schemes in developing countries have produced poor results for
decades, partly because they were operated by para-statal organisations that were not subject
to rigorous financial discipline and partly because they were not able to overcome the risk of
moral hazard. They typically offered ‘area yield guarantees’ which provided loan repayment
and occasionally income supplements to farmers suffering crop yields below an established
minimum, but no incentive for farmers to put maximum effort into producing the best yield
possible (Mosley, 2009).

An important innovation has been the recent pilot testing of weather insurance schemes that
are based on rainfall instead of crop yield. If the rainfall index falls below a certain percentage
of its average value, payouts are made in proportion to likely crop losses. By linking benefits
to rainfall, weather insurance resolves several of the challenges that earlier crop insurance
schemes failed to overcome: 1) moral hazard is eliminated, since nobody can influence rain-
fall; 2) administrative expenses are dramatically reduced, since claim verification is unneces-
sary; 3) benefits can be paid out as soon as the size of the local rainfall deficiency is known;
and 4) low-income individuals who are affected indirectly can also benefit from the scheme
(for example, landless labourers, who will have little work if a harvest is poor). Additional
details about these schemes can be found in Chapter 20 on rural microfinance.

Health Insurance

Health insurance helps households cover the costs of hospital and surgical expenses, medica-
tions, and doctor’s fees. Health insurance policies usually pay for some or all of the costs
incurred as a result of specified accidents or illnesses. These costs are generally reimbursed to
the household after verification of a claim or paid directly to the care provider. The range of
health problems covered and the expected cost of treating these problems determine the pre-
miums and the degree of risk for the insurer.
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The provision of health insurance is more risky and more complex than either life or property
insurance. There are multiple reasons for this:

® The range of causes of health risks are varied and it is difficult to estimate the probability
that each illness will occur for each subset of the population.

® Health insurance usually includes preventative care, such as annual check-ups, that cannot
be risk-pooled.

® Detailed information is required to identify and classify the relative risk level associated
with a potential policyholder.

Multiple claims are likely, and there is potential for over-usage.

There is significant risk of adverse selection and moral hazard. Those in poorer health will
be more likely to buy health insurance policies, and once policies have been bought, poli-
cyholders may not be as careful with their health since they know they have access to
affordable treatment.

® The involvement of the health care provider as a third party naturally increases the com-
plexity of each transaction, but it also increases the potential for inefficiency and abuse. A
doctor may over-prescribe or add additional procedures to a client’s bill if he knows that
the bill will be paid by an insurance plan rather than by the client. Policyholders and
healthcare providers can also collude to defraud the insurer.

Although health insurance is a difficult product for MFIs to offer, two compelling arguments
may entice an institution to diversify in this direction. First, MFIs with a strong social agenda
may see themselves as much more than just a microfinance institution. Second, the health
expenses of borrowers and their family members could adversely affect an MFI’s loan portfo-
lio. Without protection from the financial risk associated with illness, members often use their
income-generating loans to pay for health expenses, and then have difficulty repaying their
loan. Their other options for covering health costs - withdrawing from their savings account,
borrowing from moneylenders or selling productive equipment - can all have negative effects
on the microenterprise, and consequently the MFI’s loan portfolio.

Most health microinsurance products that exist today restrict coverage to low frequency,
high-cost events such as hospitalization. India’s Yeshasvini Cooperative Farmers Health
Scheme takes this approach, covering more than 1,600 different surgeries but no expendi-
tures that are unrelated to hospitalization with surgery. In situations where health care costs
are low compared to opportunity costs in the event of a hospitalization, benefits sometimes
take the form of a per diem payment which the policyholder can use as he or she pleases. In
Jordan, for example, Microfund for Women’s CareGiver product pays out a lump sum bene-
fit for each night a borrower spends in the hospital and clients can use the funds to cover costs
such as transportation, childcare and medical fees, as well as lost income. Borrowers are auto-
matically covered when they take a new loan; they do not need to have a medical exam, and
there are no exclusions for pre-existing conditions (Microfund for Women, 2010).

Minor health shocks are a more pressing concern for most low-income households than hos-
pitalization, however, and there are few schemes in operation that cover outpatient services.
This is unfortunate, since such schemes could encourage regular check-ups, early diagnosis
and timely care for minor illnesses, reducing overall treatment costs and lowering claims for
inpatient insurance products. They might also increase the take up of microinsurance and sta-
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bilize the risk pool (Leatherman et al., 2010). A handful of more comprehensive health insur-
ance schemes are being tested using technology to help manage costs and risk, which may

o

provide insights and lessons for other MFIs in the near future. In Nigeria, for instance,
Clearline International has partnered with four major banks to introduce a health insurance
scheme specifically targeted at the informal sector using electronic “Magicards” and recharge
scratch cards to facilitate transactions and monitoring (Clearline International, 2010). In
India, the CARE Foundation is planning to use hand-held devices to enable the delivery of
basic health care, data collection, biometric identification, insurance and financial transactions
in rural areas (CARE Foundation, 2010).

Since the link between an MFI’s core services and health insurance is not particularly strong,
and health insurance is a both complex and expensive product, most MFIs tend to steer clear
of it. As an alternative, some have developed savings and loan products specifically to meet
clients’ health care financing needs. At Réseau des Caisses Populaires du Burkina (RCPB), for
instance, clients who open a health savings account agree to set aside a minimum monthly
amount and must show medical receipts or a doctot’s order to be able to withdraw funds. The
account is blocked during an initial six-month “capitalization period,” after which clients who
continue saving become eligible for a health loan in the case of a major medical expense that
their health savings cannot cover (Reinsch and Ramirez, 2010).

MTFTs interested in offering health insurance would be wise to keep the scheme at arm’s length
from their microfinance activities. Unlike life insurance, where it is advantageous for the MFI
to manage claims, with health insurance the MFI should avoid the administrative burden of
claims processing. In addition, it is difficult for health microinsurance to be self-sustaining.
Consequently, MFIs need to ensure that any insurance losses do not adversely affect their
microfinance operations.

9.6 Where to Begin?

One of the key factors in deciding what type of insurance to offer is the MFI’s motivation for
doing so. MFIs’ motivations generally fall into two categories: 1) to reduce credit risks by
being able to recover loans if borrowers die or are too ill to repay; and 2) to assist their clients
in managing risks and to cope with crises and economic stress. Of course, many organizations
may be motivated by both objectives, but their primary motivation will probably influence
their choice of insurance services and the means of offering them.

In general, it is easier for MFIs in the first category to meet their objectives than for MFIs in
the second category. Owing to its relative simplicity, basic credit-linked insurance is more
likely to be available to MFIs and more affordable to clients, and it is more likely that MFIs
can self-insure. Comprehensive coverage — to protect the poor from the many risks that they
really worry about — is very difficult for MFIs to offer on their own and may not be available
from other sources.

If MFIs are motivated to offer insurance primarily because they want to help their clients
manage risks, and if they are not already offering savings, then that should be their first prior-
ity (where the law allows). The poor are vulnerable to a range of risks and economic stresses,
many of which represent relatively small but nagging expenses for which insurance is not an
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appropriate solution. Insurance covers larger losses and is very risk-specific; for example, a
life insurance policy cannot help someone whose valuables are stolen. Savings (and emer-
gency loans) are more flexible and responsive in coping with risks than insurance.

MTFTs with a broader development objective should also consider helping their clients to pre-
vent or mitigate their risks, like Shepherd which offers health workshops and cattle care
camps. While an MFI might undertake prevention strategies to fulfil its social mission, such
measures could have the additional advantage of reducing claims, and therefore have a posi-
tive impact on the viability of the insurance product.

In selecting insurance products, it is important for MFIs to recognize that they cannot cover
all risks and clients cannot afford to buy numerous insurance products. Indeed, this might be
a reason to avoid insurance altogether, since MFIs do not want clients to pay insurance premi-
ums at the expense of loan repayments or savings deposits. If an MFI does decide to go ahead
with insurance, the challenge is to figure out the most cost-effective solutions to its clients’
primary problems.

Credit life or credit life plus?

In general, it makes sense for MFIs to start with a simple policy to learn about insurance. Sim-
ple products work best because they are easier to administer and easier for clients to under-
stand. Once MFIs know how to manage insurance risks (either on their own or in partnership
with an insurer), then they can move on and provide coverage that better meets clients’ needs.
Similarly, once the market better understands what insurance is, and begins to develop an
insurance culture, clients will be more willing to pay for broader benefits.

The simplest insurance product is a basic credit life policy. However, on its own, such a policy
will not meet the objectives laid out above. It will not create a firm foundation on which to
build other insurance products because it does not require the necessary infrastructure. Since
the benefit is paid to the MFI, no mechanism needs to be developed to pay claims to clients.
And since the product is usually mandatory, staff do not have to explain it to customers. Thus,
no opportunity is created for staff or customers to learn about insurance, and no contribution
is made towards creating an insurance culture among the poor. The premiums will be inte-
grated into another financial transaction, so no mechanism needs to be developed to pay pre-
miums. The only additional operational infrastructure required is to collect the necessary
claims documents, but that is not a firm foundation on which to build other insurance
products.

To begin to create a culture of insurance among the poor, it would be preferable to start with a
credit life plus product that requires some training of staff, client education, and tangible ben-
efits that the clients (or at least their beneficiaries) actually see. For that to happen, clients
should have some choice of benefits so they have to make an educated decision about what
coverage they want. Some of the additional benefits that could be offered with a credit life
insurance policy include:

® Credit disability: This covers the outstanding balance of the loan in the event of perma-
nent disability and not just death.
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® Additional benefit: If the borrower dies during the loan term, beneficiaries would
receive a fixed payout to cover funeral and other immediate expenses, in addition to hav-
ing the outstanding balance of the loan paid.

o

® Additional lives: The policy would cover not only the borrower, but also a certain num-
ber of additional household members.

® Continuation: A one-month renewable term policy could be purchased at the end of a
loan term if a client wanted to continue his or her insurance coverage without taking
another loan.

An MFI could make basic credit life mandatory, but then give clients the option of purchasing
one or more of the above benefits. At minimum, it would be good to extend some coverage to
other family members so that clients can actually benefit from insurance without dying. This
would also increase the likelihood that people in a community will have a chance to see that
the MFI is fulfilling its insurance obligation.

Integrated or stand-alone?

To offer insurance cost-effectively to the poor, one of the main strategies is to combine it with
another financial service, in other words with savings or loans, so that the transaction costs
can be minimized. Since credit is the core business of many MFIs, the insurance and loan
terms can coincide so clients can renew their loan and their insurance at the same time. By
linking cover to the loan, an MFI can also make the premium easier to pay by deducting it
from the loan amount. However, not everyone wants a loan, and even people who want loans
do not want them all the time, so credit-linked insurance provides incomplete coverage.

Consequently, a link between savings and insurance provides more continuous coverage than
the credit-insurance link. For savings-linked insurance products, premiums can be also be
paid by automatically deducting the amount from the savings, although there is a public rela-
tions risk that depositors may not be aware that the money is being deducted.

From an MFT’s perspective, the insurance products that make the most sense are integrated
into or linked to the organization’s core services of credit and possibly savings. Not only do
integrated products enhance efficiency, but also they bolster the MFI’s core products.

Still, there may be justification for considering stand-alone insurance. The strongest argument
is to retain policyholders who want to stop borrowing. MFIs that offer loan-linked insurance
should seriously consider a continuation policy that enables clients to retain insurance cover
between loans. As long as the MFI has a premium-collection method that is independent
from a loan, this is a fairly low risk product because it does not require additional screening.

A second reason to offer stand-alone insurance is to expand the MFI’s market, reaching peo-
ple it cannot serve through savings and loans. If the MFI does adopt that approach and it sells
microinsurance to non-members, the organization (or its insurance partners) is vulnerable to
adverse selection risks. To control this risk, insurance should only be offered to persons who
have joined a group for purposes other than accessing insurance, or increase benefits gradu-
ally over time, or both.
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Mandatory or voluntary?

Another key decision is whether insurance should be mandatory or voluntary as summarized
in Table 9.1. Either approach can be taken; however, for group methodologies the coverage
must be consistent within each group. If a group decides to have insurance, then all members
must carry it. Because of joint liability, it would be unfair for some members to pay premiums
and therefore relieve the group from the burden of paying for them in the event of default
caused by an insured risk, while others continue to depend on the group as the fallback.

Table 9.1 Advantages of Voluntary vs. Mandatory Loan Coverage

Voluntary Mandatory

1. Voluntary insurance requires that the client and
staff understand the product. This ensures a
sufficient investment in developing the product
in clear, communicable terms for marketing
purposes.

2. It enables the institution to assess the demand
for the product.

3. A voluntary service provides better value to
clients because it does not force them to
purchase products they do not want.

1. Mandatory insurance requires a simple tracking
and management system. It is easier to track
insurance for all clients than to distinguish
those who are insured and those who are not.

2. It reduces the risk of adverse selection.
Because all clients are required to join, there is
not a high percentage of high-risk policyholders.

3. It enables the insurance provider to reach large
numbers of policyholders, which allows for both
economies of scale and a higher likelihood that

actual losses will track closely to the expected
losses.

4. 1t is much less expensive for customers.

Source: Churchill et al., 2002.

Long-term or short-term?

Short-term insurance is easier for MFIs to offer than longer-term coverage. Itis easier to pre-
dict whether an insured event will occur in the next year than over the next five or ten years. If
an insurer makes errors in the pricing, it is only committed to those mistakes for a short period
of time, after which it can make adjustments. It is strongly recommended that microfinance
institutions do not get involved in long-term insurance on their own.

Furthermore, many MFIs are not in a position to offer long-term insurance in partnership
with an insurance company because their delivery systems typically revolve around short-term
loans. For example, Tata-AIG (an insurer) and the Bridge Foundation (an MFI) linked up to
sell a long-term life insurance product that required premiums to be collected over many
years. The pilot proved unsuccessful because the loan term and the insurance term did not
coincide. When clients decided to stop borrowing, the MFI did not have a mechanism for
them to continue to pay their premiums, resulting in many lapsed policies.

An MFI that uses a savings account as a delivery mechanism could theoretically offer
long-term insurance. Yet microfinance institutions may see long-term insurance offered on
behalf of an insurance company as competition for the MFI’s own savings products.
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How to sell it?

Although studies consistently find that the hypothetical demand for insurance is high, the
uptake of a new insurance product is often slow and renewal rates low (Dercon, 2009). In the
mainstream insurance market this phenomenon is well-known and has resulted in the saying,
“insurance is sold, not bought.” Many of the reasons for which the marketing of insurance
products is difficult have already been mentioned: a lack of understanding about what insur-
ance is, the upfront cost of the insurance premium, the lack of trust in insurance companies to
provide compensation when a crisis strikes, and the lack of opportunities for potential clients
to test an insurance provider’s solvency and credibility.

When an MFI decides to offer an insurance product for the first time, it must think seriously
about these barriers and include strategies for addressing them in its product design. Some of
the features that have helped MFIs get their microinsurance products off the ground
include:20

® Simplicity. A simple product design, with as few exclusions as possible, is easier for staff
to explain and for clients to understand. La Equidad in Colombia, for example, has two
microinsurance products, but has had more success with the one that is simpler.

® Ease. In Nicaragua, one MFI gave away tickets for six free months of insurance. All the
winners had to do was go to the MFI with their documents, ID, photo, and copies of chil-
dren’s birth certificates to register. Yet only 27 per cent of the winners signed up; the rest
said it was too inconvenient. When surveyors were sent to fill out forms and take pictures
so that potential clients could do everything at their shops, enrolment went up to 68 per
cent (Leatherman et al., 2010).

® C(larity. Insurance products are burdened with more jargon than most other financial
products, so microinsurers must make a special effort to ensure that terms and conditions
are explained in a way that staff and potential clients can understand. Many microinsurers
have used consumer education campaigns to help communicate the concept and appro-
priate use of insurance. Typically, these campaigns rely on pictures, games and theatre,
rather than simply words, to communicate effectively.

® Piggybacking. MFIs often link their insurance product to something potential clients
already trust, perhaps a well-known insurance company, a well-respected public figure, or
well-functioning community groups. These entities can help communicate with prospec-
tive clients about the product, deliver the product, or strengthen the product’s brand. In
Poland, for instance, the logo of TUW SKOK resembles the logos of the credit unions
with which it works, to draw a connection between the trust that the members have in
their credit unions and the credit union’s insurance company.

® DPublic relations. As discussed in Chapters 4 and 23, MFIs that want to encourage poten-
tial clients to trust them tend to spend more time building relationships that demonstrate a
long-term commitment to the community that goes beyond making a profit.

® After-sales service. One way that microinsurance distinguishes itself from conventional
insurance is by de-emphasizing sales and emphasizing service. In the world of insurance,
service is largely linked to claims: making sure clients know how to make claims, assisting
them in meeting the documentation requirements, and ensuring that claims are paid

20 "T'his list is adapted from Churchill and Cohen (2006).
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quickly with a bare minimum of rejections. Excellent service creates a demonstration
effect whereby the non-insured begin to see that the MF1 is fulfilling its obligations and is
trustworthy.

® DPublicity around claims. Positive word-of-mouth experiences early on are key to a
product’s growth. One of the most common public relations activities for life insurers is
to hold claims award ceremonies, where a beneficiary receives an insurance payout at a
public event. Testimonials from beneficiaries can be used to communicate the importance
of receiving an insurance settlement when a family needs it most.

® Fairness. MFIs can promote the solidarity nature of insurance so that people do not feel
they wasted their money if they do not make a claim. If a claim is denied, they must do
their best to demonstrate that the denial is fair. An appeals process that is well-advertised,
simple, friendly and free from political and social manipulation can help facilitate this.

As highlighted in Chapter 23, it is important for an MFI to consider the different market seg-
ments that may find its insurance product useful, and to design multiple communication and
sales strategies that respond to the different segments’ needs and attitude towards insurance.

Insurance for MFlIs?

Besides considering what insurance products to offer their clients, microfinance institutions
also need to consider their own insurance needs. MFIs working in partnership with an insur-
ance company should consider packaging their entire insurance needs — those of the MFI and
its c