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INDIVIDUAL LENDING TOOLKIT FOR CREDIT MANAGERS!

Target Users: MFIs who previously only gave group loans, and/or those who want to beef up
management of their credit departments.

Participant lIdentification: newly appointed heads of credit, heads of credit in MFIs introducing
individual lending products, any MFI head of credit; and newly appointed regional credit managers
and/or Branch Managers, managers new to individual lending, or managers wishing to refresh credit
skills. (Note: While the individual lending Toolkit points out the advantages of having all participants
from the same MFI, the opposite is true with the Credit Managers toolkit; middle managers may be
intimidated by presence of more senior credit managers. On the other hand, the breadth of experience to
draw on is increased with a diversity of participants).

Introduction and Overview

This and the following sessions, although included as part of the Individual Lending Toolkit, may be
treated as a standalone toolkit for Credit Managers, from the Head of Credit to a Credit Manager in a
branch. While this module is intended to guide credit managers in MFIs that are diversifying from group
lending methodologies to individual lending, it is also a refresher course for all credit managers. This
module of the toolkit assumes some basic credit knowledge on the part of those people charged with
managing credit, and limits its focus to the more fundamental aspects of Portfolio Management common
to MFIs. The sessions listed below take a risk management perspective of the administration of the credit
function and delivery of credit products.

Session 1, Adding Individual Lending to your portfolio.

In the first part of this session, the salient points made in the preceding ten sessions with respect to
Individual Lending are summarized for the benefit of users who have not gone through the Individual
Lending Toolkit and training course. The second part of this session identifies what changes may need to
occur in portfolio management to reduce risks associated with the introduction of an individual lending
product into an MFI that has previously only used a group lending methodology. In Part 3, as a refresher,
the basic principles of credit are reiterated.

Session 2, Institutional Risk Management for Credit Managers

This session discusses the institutional aspects of risk management and analysis with a primary focus on
risks pertinent to the Credit Manager job. Users are encouraged to refer to MicroSave’s “Institutional and
Product Risk Analysis Toolkit” for an in depth presentation of institutional risk management.

Session 3, Managing Credit Risk through the Step by Step Loan Process
Risks and risk reduction tactics in Portfolio Management are identified throughout the Step by Step Loan
Process, from marketing and client selection to monitoring.

Session 4, Collections and Problem Loans from a Manager’s Perspective

Building upon the credit officer toolkit, this session instructs from the manager’s point of view. It
informs the management about collection issues and what to do about them by delving deeper into: the
costs of write offs, causes of delinquencies and problem loans, and ways to address problem loans and
workout from the manager’s perspective.

Session 5, Reporting
This session discusses reports necessary for managing a portfolio, both quality and productivity, and how
to use these to reduce risk and achieve MFI objectives.

! Please note that this Training Manual can be used as a stand-alone manual for Managers of Lending Programs or as a continuation of the
Individual Lending for Credit Officers’ Training.
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Session 1: Adding Individual Lending to your Loan Portfolio
This session consists of three parts:

Part 1: What is Individual Lending?: Provides an overview of the Individual Lending Product

Part 2: Organizational Effects of Adding Individual Lending to your Portfolio: Identifies areas in
which individual lending may change your department’s functioning

Part 3: Credit Principles for a Successful Lending Program: A refresher of the basic credit principles

Part 1: What is Individual Lending?
Q. Why Individual Lending?

Individual lending is a market-driven product. Many group borrowers ask for individual loans.
Individual lending has a lower transaction cost to both the MFI and the borrower.

Individual lending makes credit accessible to small businesses that have been historically “unbanked” by
evaluating repayment ability using cash flow based analysis as the predominant way to determine
creditworthiness. Because small businesses are a source of employment in their markets, helping to
expand the business also helps to expand the job market. Lastly, we also provide a return to our own
MFls.

Five things differentiate individual loans versus group guaranteed loans:
Lending to a single person

Larger loans than group

More security required

More thorough analysis process using cashflow

Monitoring of business

Everyone in the MFI must have some familiarity with the individual lending product, from internal audit
who must be informed of risks, policies, procedures and reporting, to board members who have overall
risk responsibilities. Naturally, the staff in the credit department requires a more in-depth knowledge.

Good due diligence (market, management, suppliers, customers, etc.), a realistic cashflow analysis, basic

balance sheet information, good security and a well informed and prepared loan officer are all that is
needed.
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Q: Why is the cashflow the most important tool in individual
lending?

What repays the loan? CASH. Thus, we need to know when and how often it comes in and flows out to
determine the repayment capacity of the client. Without this, we cannot answer the question: will the
borrower be able to repay?

Simple Cashflow Formula:

+ Total Business Income

- Total Business Expenses

= Net Business Income (Business Income - Expenses)

+ Total Household Income

- Total Household Expenses

= Net Household Income (HH Income - Expenses)

=TOTAL NET INCOME
(Net Business Income + Net HH Income)

Total Net Income is multiplied by the Adjusted Repayment Capacity which ranges between 25% and
75% depending on the organization and environment. This adjusted Repayment Capacity is basically the
maximum amount that the client can afford to pay per period (daily, weekly or monthly) towards a loan
payment. This Adjusted Repayment Capacity multiplied by the number of payments will give the total
maximum loan plus interest amount. Note that this is not necessarily the amount that the client will
receive. This loan amount depends on the institution’s policy, the client’s project needs, and
structuring of the loan.

Q: How is the Step by Step Process a Risk Mitigating Tactic?

As a credit manager, you are the primary Credit Risk Owner, and through policies and procedures you
develop tactics to reduce risk. But Loan officers have to understand their role as risk owners, and
understand why/how policies and procedures reduce risks. Their ability to manage credit risk is usually
rewarded as a component in an incentive scheme.

The drive to be efficient needs to be balanced by necessary risk mitigation strategies. Every loan
involves some level of risk. Because of this, the role of the loan officer is to identify, assess and
measure this risk for each loan. Risks taken during the loan process should be thoroughly assessed and
managed.

The level of risk increases along the loan process continuum. First interview with client — very little
risk...as time progresses — more at stake for all parties, more ‘blindness’ by loan officers who become
‘attached’ to their deal or their client.

The ‘Step by Step Process’ is to reduce the time spent both by the applicant and the institution on the
entire process before loan disbursement, while ensuring that there is a standardized set of procedures and
policies that are respected in order to manage credit risk appropriately. These measures will reduce credit
risk by improving the institution’s overall productivity and customer satisfaction. And you, as credit
managers, are responsible, are the Risk Owners, of this process.

Steps of Lending process: This step-by-step guide, once designed, should be incorporated in the
institution’s operations manual. All steps require decision points by credit managers in developing the
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individual lending product, policies and procedures. Each step should be assigned a maximum time
period for completion and be planned by the MFI for each loan product.

Steps of the Lending Process Characteristics

Step  1: NEW  CUSTOMER

INTRODUCTION

1.1 First client contact — screening -Using a screening form is highly recommended because it

screens out the unsuitable clients and businesses and does
not waste the MFI or the client’s time.

-credit officers should reject clients sooner rather than
later.

-Screening form can be used to cross reference
information client gives you to confirm during site visit,
reference visit, and surprise visit.

1.2 Information session (optional) Purpose to inform a larger group of potential borrowers
about the individual lending program, the loan products
and the loan process.

-Information sessions are also a form of marketing
and advertising

1.3 Completion of Application Form -Client completes form
-Credit Officer validates during appraisal process

1.4 Credit officer obtains more information
by phone, if necessary, about business and
client, reviews with supervisor and decides
to move forward or not.

1.5 If the information is favorable, the credit
officer starts a file for client and fills in
appropriate items on the Checklist.
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Step 2: LOAN APPRAISAL

Review Market (for the applicant), Management
(applicant’s capacity, skills and experience in the
business) and Money (sources of finance, loan use, cash
flows).

Loan appraisal answers 3 key questions:

e Is there a GOOD FIT between the customer and the
company?

e Will the customer BE ABLE to repay?

e  What are the key RISKS?

2.1 Credit officer conducts site visit to
business and reviews collateral options

-Inspect the business premises to confirm activity
-Interview management and employees

-Gather financial data to evaluate the potential of the
business

2.2 External checks and references

-If the customer has borrowed before, check whether the
loan was repaid as agreed.

-NEVER take for granted what the customer says. For
every loan, talk to at least three independent references:
suppliers, customers, competitors.

2.3 Credit officer completes Loan Appraisal
form and Cashflow form

-May have in-house or outsourced appraisers, not loan
officers
- Cash Flow Analysis Statement Tool

2.4 Surprise visit to the company (for loans
over $3,000 only)

A surprise visit is much more likely to match a typical day
in the business.

2.5 Final analysis and loan structuring.

-Credit analysis is the process of understanding and
analyzing the credit customer to evaluate the level of
credit risk they represent. The credit officer is responsible
for this process. The result of the process is usually a
conclusion that is presented to the decision makers about
whether or not to make the loan. Credit analysis helps us
define the level of risk and evaluate whether it is a risk
worth taking.

-Loan structuring ensures that:

v The right amount of money is lent,

v' for the right amount of time,

v’ with the right repayment frequency, and
v'under the right circumstances.

2.6 Final review by credit manager.

“2 Pair of Eyes”

As a general rule, it is important that every loan be looked
at by someone who has not been involved in the loan
process thus far. When dealing with new customers on
larger loans, a second person should not only review the
loan, but visit the customer before loan approval.
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Step 3: APPROVAL

3.1 Submission to Credit Committee If rejected, the credit officer should be very careful how
this is communicated to customer to avoid negative
perceptions of the institution spread in the same
community.

-Communicate to client in written form for documentation
purposes, and either deliver promptly, or phone the client
and follow with letter.

If a customer has been approved, the forms are approved
and signed, including loan conditions. The client is
informed by phone of the decision and an appointment
made to sign the loan documentation.

Step 4: DISBURSEMENT

4.1 Loan documentation Even though the loan has been approved, there may still
be some outstanding issues that need to be cleaned up—
additional documentation, etc. The credit officer requests
any additional loan documentation required for closing.
Loan agreements are then prepared.

If required, the credit officer, with the lawyer, arranges for
collateral registration and insurance documentation. The
lawyer prepares the loan and collateral agreements. The
credit officer completes the closing checklist. The
program manager checks all documentation, conditions,
and completes Condition of Fulfillment/Disbursement
Request. The documentation is signed with the client and
the guarantors. A repayment schedule is provided to the
client.

4.2 Appropriate authority reviews all The credit officer ensures that all disbursement conditions
documentation and signs disbursement have been met. Finally, the loan officer instructs the client
request. Loan disbursed on the process of monitoring.

-decide on the monitoring schedule for the client.

Step 5: MONITORING

5.1 Monitoring and follow up of the client -make sure the loan funds were used for the correct
after disbursal purpose.
-frequency depends on the credit history of the client and
the high risk periods of the project

Credit Analysis and Collateral
Credit risk is the risk that the borrower may not meet the terms of the loan and that secondary sources of
repayment such as collateral or other family income will be insufficient to cover the losses.

Loan officers are there to understand and manage risk, not to avoid it or deny it. Credit analysis helps us
define the level of risk and evaluate whether it is a risk worth taking. The loan officer is responsible for
carrying out this process, but management establishes the process itself.

Although collateral is one of the 5 C’s of lending, cash flow analysis and the ability to manage the
business are far more important than collateral in individual lending.

Although it is a very important component of Individual Lending and the loan analysis process that the

loan officer undertakes, collateral should not be the only basis for making a loan decision, either rejection
or approval. It should be the policy of the MFI to evaluate the merit of a loan, based on commercial
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viability, the commitment and character of the borrower. Loan decisions should NOT be based solely on
collateral.

MFIs now accept many different forms of collateral besides property/fixed assets, such as personal
guarantees, third party guarantees, chattel, post dated cheques, equipment (pasta producing machine,
mechanical car lift, sewing machine, etc.), and vehicles. These other types of collateral, called collateral
substitutes or non-traditional collateral, are pledges of assets or guarantees that either take the place of
traditional collateral or are used in combination with traditional collateral.

Throughout the MF industry, various types of collateral are used with the Individual Lending product.
Collateral and collateral substitutes are not used exclusively. Many MFIs will allow several types of
collateral to guarantee their loans, thus allowing more borrowers access to larger loans. Generally items
can be classified in the following manner:

COLLATERAL COLLATERAL SUBSTITUTES
Gold Personal guarantees
Savings Third party guarantees
Business Assets Chattel
Vehicles Post dated cheques
Mortgage of Real (Group lending - peer pressure
Estate/Fixed assets also here)

Collateral substitutes are easier for the borrower to pledge and for the MFI to take. The process is less
costly, quicker, and can have high psychological value to the client. They are usually used in
combination with other pledged collateral items for larger individual loans.

Psychological value is extremely important in enforcing repayment, but not easy to measure. The
psychological value of particular items differs widely from client to client. So the credit manager as well
as the loan officer must understand what drives his/her culture and each client. This is an important point
for the loan officer to understand and learn through experience.

Part 2: Organizational Effects of Adding Individual Lending to
your Portfolio

Risk Analysis

Some Credit risks may be the same as in a group lending product, but your risk mitigating strategies will
change with the changed methodology. The risk mitigants of group lending, such as credit analysis and
appraisal, collateral and collateral/substitutes, reporting and monitoring, all continue to be a part of
individual loans, but your client has changed, the securities have changed, risks have increased and your
loan monitoring and reporting activities need to change to help you as credit managers monitor risk
levels. To do this, you need to start with a risk analysis. Risk management is discussed in Session 2.
Policies will need to be reworked, products developed, priced and tested, procedures, forms, staff
training, 1T systems, MIS, and incentive schemes will all have to be reviewed and modified to
accommodate the changes in product and the consequent change in the risks associated with the
introduction of individual lending in your MFI’s portfolio.

Risk management is the key to portfolio management. It includes all steps in the loan process from:
Making high quality loans to enforcing no tolerance for delinquency from the very early stages.
Throughout the process, monitoring plays an important role in risk management. In the monitoring
process:

» There is no substitute for direct contact with the borrower.

e Frequent visits are important;
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» Managing risks along the way prevents problem loans.

Change in Marketing Focus
Marketing for a microfinance institution is the study of the client. It is an analytical tool that helps the
MFI:

e increase the number of clients and/or

e determine how to keep clients

Marketing addresses:
- new product development
- pricing
- location of operations
- promotion of the institution and its products.
- getting the information on the MFI’s products to its client base

Marketing aims to strengthen the institution by maintaining focus on the client. Marketing is a continual
process. Loan officers are at the heart of a microfinance institution because the portfolio is the largest and
most important asset of an MFI - without it, there is no business. Usually loan officers are evaluated
based on the size and quality of their loan portfolio. These are the two most important factors for a
successful program.

Marketing is an on-going process. It is not a department, it is your business.

There is a need for market-driven products, not the “one product fits all” approach. EXxisting clients who
are graduating from group loans to individual loans require a change in the services offered for their
credit needs. To retain clients, a focus on methodologies for repeat borrowers is required. MFIs should
be aware of these results and track these graduating clients to see if they follow the same trends.
Products may need to be redesigned for this specific group of clients.

Change in types of Clients/Graduating Group Clients

A note on graduating clients from group loans to individual loans:

MFIs around the world have found that granting individual loan products to graduating current micro
credit members is higher risk. This higher risk and delinquency is attributed to:

= alack of other sources of cash to draw on during “difficult’” times;

= an inability of the member to handle a larger loan;

= diversion of funds into other economic activities or family needs;

» inadequate analysis of the business by loan officers who usually handle group loans; and

= poor borrower selection, due to the ‘good character’ reference from the many micro-credit loans.

(ShoreBank Report in Bangladesh 2001)

Change in Customer Service

A change in your methodology has great implications for how customer service is affected. Procedures

and risk mitigating tactics may make all kinds of sense from an operational and business point of view,

but it may not make sense from the customer’s point of view. The customer has a need, and is looking to

the MFI for the money to meet that need. Poor service usually results from delays in meeting that need.

Typical reasons for delays include:

» Long delays in receiving credit committee approval from the head office - some loan officers will
give the maximum locally authorized amount for this reason.

= The client takes a long time to submit all necessary documents.

= Lengthy legal and collateral registration processes in some countries.
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= Delays in receiving information from clients to fulfill conditions of disbursement.
= Client delays in finishing part of a project so that the MFI can disburse the next part of the loan.

Expanded functions within the Credit Department

With the changed lending methodology, your support functions change as do your staffing requirements,
both in terms of specialization, skills, knowledge and numbers. It is likely that loan officers, for risk
mitigation as well as practical reasons, cannot perform all the necessary functions. Examples include:

Collateral Appraisal: The appraiser in a MFI is often the loan officer who underwrites the loan. This is
time and cost efficient, but does not always produce the best valuations, as the loan officer is often not
properly trained. Alternatives to having the loan officer as the appraiser include: another loan officer; an
external, contracted, qualified appraiser; or in busy offices, perhaps an internal qualified appraiser can be
justified. These alternative methods also serve as an internal control to keep the valuation more
objective.

Collateral and loan documentation (Loan Administration): Will documents be held in branches, or will
they be centralized in the Head Office? If they are held in the branches, will they be sufficiently secure
in fireproof cabinets under proper dual control? Is there sufficient staff in the branches to monitor the
often lengthy process of collateral perfection? And is there sufficiently qualified staff in the branches to
review documentation to ensure it is properly perfected and complete? Who will be responsible for
periodic verification of collateral values?

Collection Department: While the loan officer is responsible for collecting his/her own accounts when
they fall in arrears, specialized focus, skill and dedicated time may be required to try to recover the more
seriously delinquent accounts. Credit staff specially trained in collecting bad loans may need to be
situated regionally or in the head office to deal with problem loan management (discussed in Session 4).
This can be a time-consuming process, and a MFI may not want their loan officers’ time spent away from
generating more loans. Collection staff can be a good source of feedback to the Credit Manager when it
comes to analyzing why loans go bad, and suggesting ways to reduce risk.

Back office operations: Reporting data needs to be obtained, and in many MFlIs, consolidated from the
various branches. Who will do this? Credit files for designated borrowers may be housed centrally; who
will manage these? Who will provide support to the Credit Committee in the discharge of its functions?
Who will actually provide the support for new product development once addressed by marketing? Or, if
there is no marketing department, who will perform the market research for loan products?

Branches: The physical layout of the branches may need updating as well: anything from expanding and
improving loan officer/customer desk space, to increasing the number of safeguard collateral
documentation in fire proof cabinets, to whether the documents should be housed in the branch or
transferred to the Head Office. New signage may be required, and expanded space for marketing
brochures and customer waiting areas.

Part 3: Credit Principles for a Successful Lending Program

Reminder: Basic tenets of credit are often summarized and referred to as the 3M’s and 5 C’s of credit;
these are discussed and cited throughout this document and the Individual Lending Toolkits.

The 3 Ms are: Market, Management, and Money;
The 5 Cs are: Character, collateral, capacity, conditions and capital, and cash flow underwriting
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Market — Is this a good business opportunity? Is there a market? Are there customers?

Management — Is this the right business owner for the business. Is he/she a good fit? Is the borrower
reliable?

Money — Is this the right amount and structure of financing? What future sources of cash will the
customer have to repay?

The 5 Cs and 3 Ms of credit form the basic information required for credit analysis. Willingness and
ability to repay are the two keys to lending. If you knew the answers to these questions before giving a
loan, there would not be any risk. A cashflow statement helps to answer the second question: “Will the
client be ABLE to repay?” A realistic, conservative cashflow will help the loan officer make their
decision. Only cash pays.

Why do many businesses fail? Not because they are unprofitable. Not because they do not have
adequate equity. Not because they don’t have enough collateral.

Most businesses fail because they are not able to meet their obligations. They don’t have enough cash.

Six key ingredients to a successful lending program include:

=

An adequate supply of capital to ensure continuity of lending operations;

Honest and dedicated staff;

3. A well-designed product with features that meet customer needs, a well-designed and documented
loan operations manual that is followed by staff, and sound credit analysis (5 Cs and 3Ms, above,);

4. Customer focus;

Supportive operations, management and MIS teams with adequate reporting mechanisms; and

6. Proactive risk management strategies.

N

o

1* Key Lending Ingredient: Capital

. To run operations/cover daily business costs

. To safeguard against any losses that may arise (capital available to cover risk)

. Must distinguish between debt & equity

. MFIs must have a minimum amount of capital relative to the value of their assets

One of the “5 C’s of Credit,” capital is obviously a key ingredient to our organizations. If we don’t have
it, we simply cannot continue our core operation of giving loans. As with any business, capital
requirements must be watched carefully to avoid running low or running out at any given moment.
Capital must be capable of being converted to cash. Imagine 20 clients lined up with loan approvals and
there is no cash in the MFI’s bank account to lend! There would be a coup!! Since the microfinance
community is often very donor driven, this subject can become critical at times, with demand often more
than the supply.

An international standard has been developed which recommends minimum capital adequacy ratios for
financial intermediaries and international banks. The purpose of having minimum capital adequacy ratios
is to ensure that organizations and banks can absorb a reasonable level of losses before becoming
insolvent, and before depositors funds are lost. This ratio is usually set by Central Banks. Central Banks
also typically set a maximum loan limit based on the institution’s capital.

Capital adequacy differs from liquidity, as liquidity refers to the actual cash on hand available to lend. A
MFI may meet capital adequacy requirements, but run short of actual cash to meet loan demand. It is
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important for management to regularly monitor their cash resources. Cash flow projections are usually
prepared with periodic financial statements for presentation to the Board of Directors. These projections,
typically part of Asset/Liability Management, identify sources of funds to support loan demand and
projections, as well as other capital expenditures. The Credit Manager’s ability to identify loan demand
and to ensure there is sufficient funding to meet the demand is essential. Central Banks may also set a
minimum Liquidity Reserve Requirement, limiting the extent to which depositors funds can be on-lent.

In summary, MFIs will need to develop capital raising plans when necessary. For larger organizations,
the MFI may be able to hire a development officer or someone responsible for writing grant proposals or
negotiating additional credit. But in most cases, the primary responsibility for capital raising is with the
CEO, who often delegates to the credit manager. The manager might use a committee or use the
assistance of others to help in fund raising, which is a time intensive process.

At an institution in East Africa all loans were approved by the senior management team. Clients would
go through a very lengthy analysis process then be approved after a few months; sometimes up to 6
months. The senior managers could only approve between 5 and 10 loans per month due to insufficient
funds. Since there was a lack of funding everything had become very lengthy and inefficient in the
screening, analysis and approval processes. In 2003 the institution increased its savings tremendously
when the public saw the institution as a safe haven for deposits. The institution became very liquid all of
a sudden. They had a few loans lined up to be disbursed, but new clients were taking 6 months to screen,
analyze, approve and register collateral. The board quickly saw that there was a need for drastic change
and requested the management to develop a new methodology or consider leaving the MFI. The senior
managers scrapped their old, slow way for a new methodology which proved to be very effective in
decreasing the liquidity of the institution by getting loans out the door more quickly.

Capital can sometimes play a part in mission drift (donors determine target clients) and delinquency (too
much capital too fast can make loan officers careless and/or give too large of loans) of an institution.

2" Key Lending Ingredient; Staff

. MFIs must employ honest, competent and confident personnel
. Human resource management is a critical element to control operational risk management
. The MFI should have a personnel policy manual for its employees

. Sound management of human resources is important to prevent operational risks

The quality and capacity of human resources are a critical part of successful product delivery in
microfinance, as is true in any service-based industry. At issue here is both the staff skill level (in terms
of experience and education) and the MFI’s ability to train, supervise, and motivate staff as their jobs
may be modified in execution and/or accept increased responsibilities. Handout 11.3.1 shows sample
job descriptions for Credit Department staff.

Why are your employees here? What motivates them? Is it because of the mission of the institution? Is
it just income? Are you and your employees motivated by the development finance mission of the
organization? Or is it “just another job”? Often it is found that as an employee develops with the
organization, his/her motivation changes. For example, an administrative assistant may not feel the
“development” part of the job because of simply doing daily tasks. If that person is promoted to a loan
officer level and understands the bigger picture, s’he may realize that it is more than just a job. The
mission statement will become more relevant.

Good staff is the most critical factor for success in an MFI. Every employee must understand the core
values, vision and mission of the institution and commit to them. Without this, risks will increase and the
institution will likely face a struggle.
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It is management’s responsibility to motivate their employees by keeping them satisfied with their jobs.
From the moment they are hired, they must be made to feel important within the organization. Without
commitment and dedication to the job, employees will lose interest and overall performance will decline.

3" Key Lending Ingredient: Products

. A well-designed product with features that meet customer needs

. A well- designed and well-utilized loan operations manual

. Sound credit analysis (3 Ms, 5 Cs, cash flow underwriting)

. A well-structured loan that is consistent with the borrower’s ability to repay

MFIs must constantly ensure that their products answer the needs of the clients, while realizing the MFIs’
strengths and competitive advantages. MFIs should follow a process that will help minimize wasted
resources and expand opportunities with the end goal of improved products — which of course means
higher customer satisfaction.

Questions to ask about the product or service:

o What are we selling and what is the demand for this product or service?

e What is the quality of the product and can it be copied by others?

o How is price determined, and how do competitors price their products? Is it easy or difficult to raise
prices?

A good product is only as good as the methodology used to sell it. There is a long checklist of items for
MFIs to go through during the lending process which will help make for a stronger and more attractive
product. However, compared to methodologies from other MFIs or financial institutions, product
features are a lot easier to copy. (MicroSave’s Institutional and Product Risk Analysis Toolkit is an
excellent guide through the product development process. On their website, MicroSave also offers other
toolkits to support not just the facets of product development, but also other functional aspects within a
MFI. A current list is shown at the end of the References section of this toolkit.)

Having a solid methodology is important to:

o Mitigate risk: policies and procedures must be in place for systematized lending procedures;

e Standardize credit operations: less room for individual negotiation of terms and fraud; and

o Standardize products: multiple loan products or non-standardized products also leave room for client-
staff negotiations.

Elements of a Strong Lending Methodology

e Character references e SWOT analysis

e Cash flow projections e Collateral

o Balance sheet analysis e Controlled disbursements

e Business plan o Penalty fees for late payment/Rewards for
e Market analysis good payments

e Business history e Individually tailored lending

e Monitoring

It is extremely important for loan officers and managers as well as for the whole organization to learn and
reflect. They should constantly review their products and methodology through an established feedback
system.
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Managers and loan officers should always reflect and learn from their products and clients. They should
keep asking themselves:

* Is our loan methodology working?

* Are our loans appropriately structured (size and terms)?

» How might we review and improve our lending process?

H 4" Key Lending Ingredient: Customer Focus H

As credit managers, do you feel your organization has a strong customer focus? For example, do your
organizations conduct periodic focus groups, client satisfaction surveys, exit interviews, and express
concern with streamlined, efficient service delivery?

Credit managers must realize the importance of customer satisfaction, and the loan officer’s marketing
role:

1) Loan officers are the first point of contact with the customer and create the MFI’s reputation.

2) Marketing experts have long demonstrated that it costs five times more to get a new customer than to
keep an old one. Financing relationships are built on trust between the customer and the MFI. Trust
takes time to create, and it is done by establishing a polite but friendly and comfortable working
relationship with customers. The customers of a MFI are its assets and should be treated this way.

3) Contented customers are willing to refer others to the MFI.

4) If the customers feel the MFI is treating them well, this increases their desire to be a good customer.

This means higher repayment rates and more deposits.

Ten Rules of Customer Service

Every potential customer is powerful —

This is YOUR reputation!
1. Polished first contact.
2. Polite with ANY potential customer.
3. Prepared for every meeting with a customer.
4. Professional presentation.
5. When you ask a customer for information, be aware of how you phrase your request.
6. Do not create false (unnecessarily hopeful) expectations.
7. Preserve confidentiality.
8. React quickly to the requests and needs of your customer.
9. Approach customer complaints in a professional manner.
10. Rejections — polite and pleasant but firm!

This subject is covered in detail in Session 3 and in MicroSave’s Marketing Toolkit.

5" Key Lending Ingredient: Supportive operations, management and MIS teams with adequate reporting
mechanisms

This key ingredient will be covered in depth in the upcoming Session 5, Reporting. Several options for
tracking the portfolio and ideas for reporting mechanisms will be reviewed including:
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Information Management and Management Information;
Report charting: who does what;

Report charting: what reports go to whom;

Reporting Portfolio at Risk (Par); and

Learning how to use a Pipeline Report.

Basic Requirements for a simple and effective Management Information System (MIS):

It is essential that MFIs have efficient and practical MIS for loan portfolio management. Computerized
systems are nice, but manual system can work as well. The MIS is a tool that is used to analyse the data
to evaluate performance with targets, and identify problems early to enable the management to act
quickly. There are four basic requirements for a simple and effective MIS:

1. Complete: accurate and adequate information must be collected through analysis, monitoring and
repayment processes

2. Correct: information must be correct and processed correctly

3. Timely: information must be received and responded to quickly

4. Efficient: processing and communication of information must be quick

If management assures that this is done, the information will be useful.

A MFI in Armenia made its collections through a local bank due to the security risk of collecting large
amounts of repayments at the MFI’s office. The local bank would collect the repayments during the
month, process them and then give the MFI reports on a weekly basis for the previous week. So the MFI
would receive reports on Wednesday for the previous week. Thus, the report for a client repayment due
on Monday would not be received until 10 days later. This created a problem for the loan officers as the
policy clearly stated that they should follow up within 2 days of non-payment. After 10 days, when the
loan officer followed up with delinquent clients, the clients were usually less cooperative because they
did not think the MFI cared. In the end the MFI solved the problem by setting up its own teller window
in the local bank which was open from 8am — 2pm, entering the information into its MIS in the afternoon
and giving loan officers same day feedback of delinquent clients. This worked extremely well and
brought the PAR for 1 - 30 days down significantly.

H 6th Key Lending Ingredient: Proactive risk management strategies H

We have devoted the entire next session to this critical topic.
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Session 2: Institutional Risk Management for Credit Managers

Session Overview:

In this session, we make the case for adopting a proactive risk management program in your MFI. We
will first look at risk management at an institutional level. You, as a credit manager, depend on others in
the MFI to manage their risks because their ability to do so impacts the performance of the credit
function. And what you do, or don’t do, to manage risk in the Credit Department impacts institutional
objectives.

Several different aspects of managing risks will be covered including:

Portfolio Management and Risk: What can we do to minimize risks?
Various types of risk and how to keep them in check.

Prevention of potential problems

Early detection of actual problems

Correction of actual problems

Prioritizing risks

Implementing strategies to avoid or reduce risks

Q: What is a Mission Statement and why is it important?

The reason we will briefly review the mission statement is because it should bring the key ingredients for
a good lending methodology together. The Mission Statement should be the MFI’s guide to conducting a
well run business. It is a guide to mitigate the risk of mission drift. A well written mission statement
should accurately explain what your organization aims to achieve at the present time, as well as in the
future. It states the organization’s core values and purpose for being in operation.

A MFI’s mission statement should be a written statement with its core values, goals, objectives and
vision for the future. The statement should be clearly written and easily understood, and it should be
VISIBLE.

The Mission Statement must be up-to-date and periodically reviewed to ensure that it is still in line with
current operations. It should express what the organization’s purpose is in a way that will encourage
commitment among the employees.

The Mission Statement should address three key questions:

1. What is the purpose of our organization?
2. What is the business of our organization?
3. What are the core values of our organization?

Q: What is Risk Management and why do Credit Managers need to
review it?

Risk Management is the process of implementing policies and an overall strategy to diminish risks faced
by the organization in accomplishing their mission.

The core of risk management is making educated decisions about how much risk to tolerate, how to
mitigate those that cannot be tolerated, and how to manage the real risks that are part of the business.
For MFIs that evaluate their performance on both financial and social objectives, those decisions can be
more challenging than for an institution driven solely by profit.

MicroSave — Market-led solutions for financial services ShoreCap Exchange



Individual Lending for Credit Managers - Toolkit 18

MFIs should not discourage risk taking within the organization, but rather encourage prudent risk taking.
The benefits of effective risk management include identifying positive opportunities as well as avoiding
negative threats.

(MicroFinance Network and ShoreBank Advisory Services, Inc., 2000.)

The increased emphasis on risk management reflects a fundamental shift among MFI managers and
regulators to better anticipate risks, rather than just react to them.

Proactive risk management is essential to the long-term sustainability of MFIs. For financial
institutions, effective risk management has several benefits:

Early warning system for potential problems: A systematic process for evaluating and measuring risk
identifies problems early on, before they become larger problems or drain management time and
resources. Less time fixing problems means more time for production and growth.

More efficient use of capital: A good risk management framework allows management to
quantitatively measure risk and fine-tune the capital adequacy ratio to match the on and off balance
sheet risks faced by the institution, and to evaluate the impact of potential shocks to the financial
system or institution.

More cost-effective treasury (or funds) management: As MFIs seek to maximize earnings from their
investment portfolios while minimizing risk of loss, they sometimes need to use more complex
financial strategies for treasury and funds management (e.g., interest rate and currency swaps, letters
of credit and other credit enhancements); they become more sensitive to interest rate and currency
shifts and need to better forecast operating cash needs

More successful new product development and roll-out: Benefits of systematically addressing the
risks inherent in new product development and roll-out can include: enhanced corporate reputation;
improved loyalty of existing customers; easier cross-selling of existing services; improved internal
knowledge for developing future new services; and ability to attract new customers to existing
service offerings more easily.

2 All bullets on this page, except the last, are drawn from: A Risk Management Framework for MFIs by J. Carpenter and L. Pikholz, ShoreBank
Advisory Services and A. Campion, MFN. Published by GTZ, July 2000. The source of the last bullet is: Product Development for the Service
Sector by Cooper and Edgett. Perseus Books, 1999.
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Integration of Risk Management into all MFI Activities: The Corposol/Finansol Crisis
(Iglesias and Castello)

In 1996, Finansol, a regulated financial intermediary in Columbia, suffered from severe deterioration of
its loan portfolio. While a lack of transparent and separate accounting from its parent NGO, Corposol,
added to the problem, the MFI’s rapid growth and poor risk management were initial culprits. In 1995,
Finansol’s microfinance portfolio grew from $11 million to $35 million. Many of the loan officers who
delivered this growth were new and not well trained, and were simultaneously responsible for promoting
three new untested microfinance products for Corposol. There was no mechanism to prevent clients from
receiving multiple loans from the MFI; in fact, many clients had two to three loans outstanding. The new
products were mostly unsuccessful and the management information system had difficulty managing the
diversity of products. As a temporary measure to reduce the negative impact on the income statement
resulting from provisioning, Finansol refinanced loans on a wide scale and extended loan terms. This
further concealed Finansol’s deteriorating asset quality. Under pressure to generate revenue for
Corposol, whose operating revenues were heavily dependent on training fees from new clients, loan
officers continued to expand their loan portfolios by adding new clients without much regard for credit
risk. To circumvent a government policy that limited the asset growth of regulated financial institutions
to 2.2 percent per month, Corposol retained a significant portion of Finansol’s loan portfolio on its
balance sheet, which further distorted Finansol’s financial statements.

It wasn’t until July 1995, when ACCION International conducted a formal evaluation of the entire
microfinance operation that the problem came to light. A recapitalization plan called for an end to the
relationship between Corposol and Finansol and the recruitment of new investors to raise the level of
capital high enough to meet the Superintendency’s requirements and to fuel future growth. With the
assistance of private and non-profit sectors, the recovery plan successfully saw Finansol through its
institutional metamorphosis into what is now FINAMERICA, S.A. FINAMERICA began operations in
1997, and as of year-end 1998, it had achieved financial solvency with 9,800 active clients and a loan
portfolio of $13.4 million. This crisis demonstrates the need to integrate risk management in all an
MFI’s activities.

Q: Why is operating an MFI such a risky business?

There are several reasons why MFIs are very vulnerable to risk, and you are certainly going to uncover
different risks as your organization grows. Whenever many transactions take place, especially those
involving cash, there will be a high risk factor. The temptation for people handling cash is just too strong
for things not to sometimes go wrong.

MFIs are vulnerable to risk because of the following reasons and more!
e Many small transactions, often cash

Decentralized and dispersed operations

Rapid growth

Inadequate manager training

Pressure to cut costs

Lack of MIS

Weak internal controls

High employee turnover

Multiple loan products

Changes in external environment (markets, economy, regulatory)

Obviously there are more reasons why MFIs are very vulnerable to risk; these are just the top few.
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Q: What does Risk Management Include?

The risk management feedback loop has six key components®:

1) Identifying, assessing, and prioritizing risks. The assessment of these risks is
approved by the board of directors. This step requires the board and management to
determine the degree of risk the MFI should tolerate and to conduct assessments for
each risk of the potential negative impact if not controlled.

2) Developing strategies to measure risks. The board approves policies for measuring
and tracking risks and monitors the MFI’s adherence to them. Management
identifies key indicators and ratios that can be tracked and analyzed regularly to
assess the MFI’s exposure to risk in each area of operation. Management sets the
acceptable range for each indicator, outside of which would indicate excessive risk
exposure. Management also determines the frequency with which each indicator
should be monitored and analyzed.

3) Designing policies and procedures to mitigate risks. Management develops sound
procedures and operational guidelines to mitigate each risk to the degree desired.
Sound policies and procedures clearly instruct employees how to conduct
transactions and incorporate effective internal control measures.

4) Implementing and assigning responsibilities. Management selects cost-effective
controls and seeks input from operational staff on their appropriateness. The MFI
assigns managers to oversee implementation of the controls and to monitor the risks
over time. Ideally, each major risk area has an identified ‘risk owner’ who is
responsible for managing and monitoring the identified risks that fall into his/her
work area.

5) Testing effectiveness and evaluating results. The board and management review the
operating results to assess whether the current policies and procedures are having the
desired outcome and whether the MFI is adequately managing risk. Some indicators
require weekly or monthly monitoring, while others require less frequent monitoring.

6) Revising policies and procedures, as necessary. This component includes managing
risks through close oversight and evaluation of performance. Results may suggest a
need for some changes to policies and procedures and possibly identify previously
unidentified risk exposures. In these cases, management designs new risk control
measures and oversees their implementation.  After the new controls are
implemented, the MFI tests their effectiveness and evaluates the results.

Highly successful MFIs perform well because they have internal early warning systems and
management responses that prevent small problems from exploding into large ones.

Q: What does Risk Management accomplish?

Risk Management accomplishes three things:
e Mitigates key risks
¢ Identifies potential problems
¢ Provides management and board with information to manage risks

% Source: Adapted from A Risk Management Framework for MFIs by ShoreBank Advisory Services and MFN. Published by GTZ, 2000.
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Q: What are the guidelines for implementing a risk management
structure?

Ten Guidelines for Risk Management:

BOONOORWDNE

0.

Lead the risk management process from the top

Incorporate risk management into process and systems design
Keep it simple and easy to understand

Involve all levels of staff

Align risk management goals with the goals of individuals
Address the most important risks first

Assign responsibilities and set monitoring schedule

Design informative management reporting to board

Develop effective mechanisms to evaluate internal controls
Manage risk continuously using a risk management feedback loop

(MicroFinance Network and ShoreBank Advisory Services, Inc., 2000.)

Red Flags:

22

22
R
22
22

&

Strong staff, good products and a sound lending methodology must be in place for an organization to
sustain and succeed.

Managers should periodically calculate their capital adequacy ratios to ward off potential crisis.

An organization’s lending methodology must be systematized to provide less room for errors, which
reduces overall risk.

Strong policies & procedures must be in place and enforced to keep the organizations methodology
sound.

Trends in an organizations portfolio must be watched not only to ward off risk, but to promote
growth in the successful sectors.

Customer focus is an easy subject to give low priority to. Organizations must keep the focus on
customer satisfaction.

Loan officers must understand the importance of satisfied customers from the very first meeting,
until the very last payment.

Q: Who is Responsible for Risk Management?

The Head of Credit has often been the repository of risk management in many MFIs; consequently risk
management has been focused on just credit risk with respect to the loan portfolio, not credit risk in its
broader implications, including settlement risk.

In reality, everyone in the organization has a responsibility in controlling risks. Each employee has
his/her set of responsibilities.

Board of Directors* (risk responsibilities may be delegated to a Board Risk Management Committee)

o Business strategies and significant policies
e Understand the major risks
e Set appropriate level for those risks

“ Refer to Handout 12.1 for a full description of the role of a Board of Directors
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e Approve organizational structures
e QOversee senior management
e Adequate and effective systems are established and maintained

Senior Management (risk responsibilities may be managed through an Executive Risk Management
Committee)

Implement strategies approved by the board

Develop the processes that identify, measure, monitor and control the risks

Maintain a clear organizational structure

Follow up on delegated responsibilities

Set appropriate internal control policies

Monitor

In Eastern Europe, an MFI was faced with a large tax bill from the authorities. It came as a big surprise to
the Director, who, although new, had discussed the sensitive situation with the former Director upon
departure, and had been assured that the tax office was satisfied with the MFI’s reporting and that all
financial obligations had been met. An external audit was requested and it was determined that the former
auditor had been paying off the tax officials to lower the tax bill for the organization.

Accounting Department
e Ensure regulatory compliance
e Reporting to management on financial results

Internal Auditor Responsibilities
e Test compliance
e Report (summarized) audit results to board
e Report deficiencies and recommend solutions
e Assist external auditors

“... all MFlIs should incorporate client visits into their internal audit functions. Client visits entail an
internal auditor or employee other than the loan officer going out to meet with clients to verify the
balances and transactions associated with their savings and loan accounts. An internal audit is
incomplete without the use of visits to reconcile clients’ records with those of the MFI. It is only by
conducting client visits that MFIs can uncover most types of fraud.”

(MicroFinance Network and ShoreBank Advisory Services, Inc., 2000.)

Credit Manager and Other Staff Responsibilities
«  Carry out job functions within guidelines
e Create an environment where controls are respected and understood
e Suggest and document areas for improvement

Credit Managers and senior managers should prioritize field visits. Not only are these visits appreciated
by staff, but they help to improve monitoring and reporting systems by letting the credit officers and
branch teams know that this is important. A regular and systematized pattern of senior staff field visits
with a defined focus by all senior managers, rather than only at times of crisis, is essential to knowing
and understanding the operations, products, problems and building a relationship with staff.
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Q: How can we mitigate risks?

Techniques to mitigate risks

e Top level controls e Segregation of duties

e Activity Controls e Policies and Procedures
e Physical controls e Diversification

e Compliance with exposure limits e Conversion

e Approvals and authorizations e Enforcement

o Verifications and reconciliations e Reporting and Testing

1. Top Level Controls: “Routine and specific reporting to Board of Directors”, or senior management
in which major initiatives are tracked (e.g. improved processes, cost reduction, marketing thrusts) to
measure the extent to which targets are achieved. Examples:

e Budget-to-actual reporting

< Board questions senior management about results that are above or below projections

e Implementation plan of new product development

< Internal auditor reports summary of findings

2. Activity Controls: “Functional and performance reviews on a consistent basis by department or
division management”
Examples:
e Delinguency reports reviewed daily
e New business reports
e Questions asked of accountants for data entry completeness and of loan officers for monitoring
issues used to spot problems

3. Physical Controls: “Restrict access to assets.” Examples:
e Car keys are controlled by one person
e Controlled safe access
e Two check signers
¢ Inventories made of cash, controlled stationery or fixed assets, for example, and compared with
control records

4. Compliance with Exposure Limits: “Establishment of prudent limits on risk exposure”
Examples:

e Client profile is understood by all

e Maximum loan amounts by loan cycle

o Head office purchases fixed assets

Example of Exposure Policy:

Maximum exposure to the ten largest borrowers and/or groups of borrowers

The maximum permitted allowable combined outstanding exposure of the MFI’s 10 largest borrowers
will be limited to a total of $1,000,000, or 20% of the total outstanding portfolio, whichever figure is
higher.

5. Approvals and Authorizations (Limits): “Assures management awareness of a certain level of
transaction.” Examples:

e Invoices are authorized before paid

o Salaries are reviewed by Executive Director before paid
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Example of Credit Approval and Authority Levels from Shore Overseas Azerbaijan Financial
Institution (a ShoreBank Affiliate):

Loan approval authority policy

Loan approval authorities are established for managers as follows:
Head of Lending — up to $5,000

e Director — up to $10,000

e Head of Risk Management — up to MFI limit

e Senior Managing Director — up to MFI limit

These levels being established, the following credit committee practices will be observed:

e All loans over $10,000 must be signed by two of the above
e All loans over $15,000 must be signed by three of the above

6. Verifications and Reconciliations: “Periodic reconciliations may identify activities and records that
may need correction.” Examples:

e Bank account reconciliation identifies transfers not entered in the accounting system

¢ Reconciling credit and accounting system may disclose any unposted loan payments

7. Segregation of Duties: Duties are divided among different people to reduce the risk of error or fraud
e Custody — Check signer
* Accounting — Book and record keeping
« Authorization — Approval of invoices
e Operation — Loan officers

8. Policies and procedures should be:
o Written

Simple and clear

Readily available

Easily understood

Relevant

Implemented and enforced

9. Diversification
e Spread risks within loan portfolio among different kinds of borrowers and/or sectors;
o Diversity credit risk by taking guarantees (spreading risk from just the borrower to borrower as
well as guarantors)

10. Conversion: Turning one risk into another, lesser risk. For example: insurance turns operational
risk into credit risk (that insurance company will pay you)

11. Enforcement: Disciplinary action for offenders

12. Reporting and Testing: Ensuring procedures are adhered to and that the procedures work through
management reports, internal audit, external audits, and regulatory audits.

13. Performance Indicators: Relating different sets of data, operating or financial, to one another,
together with analyses of the relationships, and investigative and corrective actions. Examples:

e  Staff turnover rates by unit

e PAR by product

e Market penetration by product
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Red Flags:
R MFlIs policies and procedures must include serious efforts to minimize risks.

MFlIs are very vulnerable to many types of risk due to the nature of the business; thus reporting and
monitoring within the organization need to be continuously carried out.

85
R Incidents of fraud must be acted upon quickly in order to minimize damage to the organization.
85

Failing to use proper controls will significantly increase chances for fraud, leading to losses for the
organization.

Q. Why do we measure risk?

We want to know if what we are doing is effective in controlling risk to acceptable levels. Acceptable
levels are set by the Board of Directors, and monitored by Senior Management, of which you, as Head of
Credit, are a member.

There is a cost/benefit to risk management — the costs of the mitigating strategies should not exceed the
expected cost of not mitigating the risk.

Q: How do we measure risk?

Without data capture, you cannot manage risk and you cannot devise appropriate effective controls.
Risks can be measured quantitatively and/or qualitatively, and both types of measurements are needed in
order to provide balance. The indicators must be relevant to what it is you want measured. You should
know why you want to measure an activity, and what exactly it is that you want measured. You need to
define who will measure the activity, where will it be measured, and how it will be measured.

The measurements selected should be objective, verifiable, and valid. Data that is routinely and
automatically collected as a by-product of the activity is the most accurate. Data generated by anecdotal
methods will probably not yield objective or valid results. If there is not a quantitative measure available
that is a valid means of measuring the effectiveness of tactics to control risk, then the MFI should
consider developing a research study in order to assess how well the risk is being managed. This would
most likely be needed in order to understand customer-related risk events.> Handout 12.2 lists possible
risk indicators and the types of risk they may measure.

In measuring risks, we must first determine acceptable limits. These limits are your MFI’s tolerance for
loss, and are set by the Board of Directors. You need to know if the exposure is within limits, and what
the trend is. If it is within limits, but trending upwards (i.e., the risk exposure is increasing), corrective
action is indicated. However, if it is above limits, but is trending downwards (i.e., the risk exposure is
decreasing), your corrective actions are most likely working and you may not want to take further action
at this time.

Various ratios are often used to measure risks within an MFI. Several are shown below along with
benchmarks from a few MFIs which can be used as a guide in your organization, to help set acceptable
limits, as shown in the box below. (Refer to Handouts 12.3 and 12.4 for a more exhaustive list of ratios
and their definitions, and Benchmarks. Benchmarks for peer groups are also available on
www.themix.org).

® MicroSave “Institutional and Product Risk Analysis Toolkit.
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Sample Benchmarks:

Credit Risk:

e PAR<5%

o Effective Repayment Rate >= 97%

o Number of Late Payers to Total Payers for Month — start tracking and then determine acceptable
tolerance level.

e Total Value of Savings Transferred Divided by Scheduled Loan Repayments — start tracking and then
determine acceptable tolerance level.

e Concentration —as no more than 1% of total portfolio to any individual and no more than 5% of total
portfolio to group or related parties.

e Branch Concentration — review concentration if any one branch’s portfolio is greater than 30% of
total loan portfolio.

e Loan Loss Reserves must be a minimum of 1% of Loans Outstanding.

Special event triggers that increase risks to a MFI

Rapid growth strains an organization due to overburdening loan officers with a heavy work load,
promoting inexperienced personnel before they are ready, lack of time for proper training of personnel,
and mission drift due to loan officers trying to keep their PAR low and then picking wealthier clients.

MFIs use several risk management strategies when faced with rapid growth:®

» Pay careful attention to staff recruitment and training. The MFI can reduce operational risk by
carefully growing staff and ensuring that employees’ interests are aligned with those of the goals of
the organization.

= Control growth to allow time to develop internal systems and prepare staff for changes resulting from
the expansion.

= Carefully monitor loan growth and portfolio quality to better understand growth (e.g., number of
loans per client, average loan size, growth in number of borrowers) and to not let growth mask
increases in delinquency.

= Use good communication from senior managers to reinforce the MFI’s culture and commitment to
quality service and integrity. These efforts should motivate new employees, as well as existing
employees who are being asked to do more.

Mini-Case: K-Rep’s Growing Pains’
Reader should think about: What should K-Rep’s management do? How should they react to this
situation?

During 1991 to 1996, K-Rep (Kenya) experienced rapid growth, growing from 1,253 active loan clients
with an outstanding loan portfolio of $580,607 at the end of 1991 to 12,885 clients representing a loan
portfolio of over $4.5 million at the end of 1996. Despite increased profits in 1996, management feared
rapid growth was hiding a deterioration of the loan portfolio, and therefore decided to contain growth
until it could identify the cause of increasing arrears. By slowing lending, management found that
growth had in fact concealed a diminishing portfolio quality; portfolio at risk (over 30 days past due)
soared from 5.0 percent at the end of 1995 to 18.3 at the end of 1997. An analysis of the situation
indicated that K-Rep’s loan officers had gradually expanded their portfolios through larger loan sizes,
which led to higher delinquency and client desertion as many group clients were uncomfortable co-
guarantying larger loans. In addition, loan officers had found it difficult to provide adequate follow up to
effectively manage their increasing loan portfolios in this period of rapid growth.

6 MicroFinance Network and ShoreBank Advisory Services, Inc., 2000.
" Campion and White, 1999
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K-Rep’s solution:

In January 1998, K-Rep implemented a program that brought employees “Back to Basics,” which
reemphasized the fundamental principles of microfinance and its commitment to the microentrepreneur.
K-Rep lowered the maximum initial loan size from $431 to $238, reduced the rate of increase for
subsequent loans, and shortened loan terms. In addition, K-Rep enhanced management’s supervision of
loan officers, and increased the amount and frequency of loan portfolio monitoring. These changes
returned the focus to the original target population and discouraged the participation of higher income
clients. By the end of 1998, K-Rep had delinquency under control and reduced its portfolio at risk ratio
to 8.8 percent. By controlling growth, K-Rep prevented a larger crisis from occurring in the future. K-
Rep demonstrated its dedication to proactive risk management by its willingness to address this issue at a
politically difficult time, when the NGO was in process of transforming into a formal bank.

Management succession: If MFIs do not plan and groom for management succession, they will have
inexperienced management which increases the operational risks resulting from poor decision making
and ineffective leadership. This will have the rippling affect of hurting employee morale and motivation,
resul'ging in productivity declines and increased staff turnover, both of which result in direct costs to the
MFI.

New product development: This is the serious risk which can result due to product failure or a product
that causes harm to the MFI and/or cannibalizing its other products. Refer to MicroSave’s Institutional

and Product Risk Analysis Toolkit for in depth treatment this subject, and strategies and tools to mitigate
these risks.

Q: What types of risks do MFIs encounter?

Most risks can be grouped into three categories: financial risks, operational risks and strategic risks.

Three Categories of RigK:

Einancial Ricsks Qnorational Ricks Stratoaic Risks
T ~J

Credit Risk

Settlement Risk
Portfolio Risk

Liquidity Risk
Market Risk

Interest Rate Risk

Transaction Risk

Human Resources Risk

Information & Technology Risk

Fraud (Integrity) Risk

Legal & Compliance Risk

Governance Risk

Ineffective oversight
Poor governance structure

Reputation Risk

External Business Risks

Event Risk

Foreign Exchange Risk

Investment Portfolio Risk

(MicroFinance Network and ShoreBank Advisory Services, Inc., 2000.)

All of these types of risks may be present in managing the Credit Department, not just Credit Risk.

Liquidity Risk

Liquidity risk is the risk of loss arising from the possibility that the MFI may not have sufficient funds to
meet its obligations or not be able to access adequate funding. Inadequate funding could result from the

8 MicroFinance Network and ShoreBank Advisory Services, Inc., 2000.
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MFI’s inability to liquidate assets (turnover the loan portfolio to make new loans or repay liabilities) or
obtain funding through deposits, borrowings or equity.

Liquidity Risk: the risk arising from the MFIs inability to meet its obligations or to access adequate
funding.

Liquidity risk can negatively affect the interests of owners, customers and other stakeholders of the
financial institution, resulting from an inability to meet current cash obligations in a timely and cost-
efficient manner.

Liquidity management is how an organization forecasts demand for cash (through marketing, monitoring
and understanding potential clients) in all areas of banking, investments, and funding. Liquidity
management is not a one-time activity in which the MFI determines the optimal level of cash it should
hold. Liquidity management is an ongoing effort to strike a balance between having too much cash and
too little cash. If the MFI holds too much cash, it may not be able to make sufficient returns to cover the
costs of its operations, resulting in the need to increase interest rates above competitive levels. If the MFI
holds too little cash, it could face a crisis of confidence and lose clients who no longer trust the institution
to have funds available when needed. Effective liquidity management protects the MFI from cash
shortages while also ensuring a sufficient return on investments. Cash management refers to the
mechanics of consolidating cash at the head office and investing it at the local bank in interest bearing
accounts.

Effective liquidity risk management requires a good understanding of the impact of changing market
conditions and the ability to quickly liquidate assets to meet increased demand for loans or withdrawals
from savings. Credit managers should be attuned to external market conditions that may create
unanticipated loan demand as well as have a good understanding of the MFIs liquidity position.

Some principles of liquidity management that MFIs use include:

» Maintaining detailed estimates of projected cash inflows and outflows (notably, larger loan
disbursements, investing, and asset acquisition) for the next few weeks or months so net cash
requirements can be identified.

» Using branch procedures to limit unexpected increases in cash needs. For example, some MFIs with
savings programs have put limits on the amount of withdrawals that customers can make from
savings in an effort to increase the MFI’s ability to better manage its liquidity.

» Maintaining investment accounts that can be easily liquidated into cash, or lines of credit with local
banks to meet unexpected needs.

» Anticipating the potential cash requirements of new product introductions or seasonal variations in
deposits or withdrawals.

Market Risk

Market Risk:
e Often out of the MFI’s control but must be recognized and mitigated:
e Can be regulatory, competitive, demographic and/or macroeconomic in nature;
e Includes interest rate risk - “The ability to re-price loans (assets) when the interest costs of
borrowing obligations increase (debt).”
o Includes Foreign Exchange risk

MicroSave — Market-led solutions for financial services ShoreCap Exchange




Individual Lending for Credit Managers - Toolkit 29

Market risks due to changes in prices and rates include interest rate risk, and foreign exchange risk. For
many MFlIs, these risks affect the ability to reprice loans when the cost of borrowing increases. When
MFIs take on foreign exchange obligations, the risk of loss due to fluctuations in foreign exchange
should also be monitored.

Principles in practice to reduce foreign exchange risk include:

» Due to the potential severity of the downside risk, an MFI should avoid funding the loan portfolio
with foreign currency unless it can match its foreign liabilities with foreign assets of equivalent
duration and maturity. In Ghana, the appreciation of the dollar actually caused many MFIs that were
dependent on dollar-denominated loans to begin mobilizing local savings in 1999 to reduce the
currency mismatch of assets and liabilities.

» Some MFIs have used interest rates swaps or futures contracts to “lock-in” a certain exchange rate,
which protects the MFI from uncertainty.

BRI Survives the Indonesian Economic Meltdown (Patten, 1999)

The economic crisis in Asia in the late 1990°s had a profound effect on the Indonesian economy and its
financial industry. Forced write-offs left several Indonesian financial institutions severely
undercapitalized and resulted in many bank closures. BRI’s Unit Desa also felt the impact of the
financial crisis, but unlike many institutions, the Units persevered in spite of the damage due to the
following three external causes:

1. There was a severe drought in 1997/98, to which an entire rice crop was lost. This caused a rise in
prices and a shortage of demand by farmers for products and services.

2. Comparatively high interest rates in Indonesia caused a flood of short-term investment in the banking
sector which quickly departed when confidence dropped and triggered Bank Indonesia’s decision to
allow the market to set the exchange rate for the Indonesian Rupiah.

3. Large Indonesian businesses had borrowed a significant amount of dollars abroad, which ran up a
short-term foreign exchange debt. The central bank, Bank Indonesia, was not able to track this debt
or to anticipate short-term demands for foreign exchange reserves if the loans were not renewed.

Despite these external risks, BRI’s Unit system fared fairly well through the crisis. As of June 30, 1999,
over 97 percent of all microloan clients were repaying on time and the twelve-month loss ratio remained
steady at 1.49 percent. BRI’s microsavings increased, as savers rushed to move savings from failing
private institutions to public institutions, such as BRI, where clients trusted their funds would be safe.

Four factors explain the BRI Units’ success in maintaining strong repayment throughout the crisis:

First, BRI’s microenterprise loans are installment loans linked to the borrower’s cash flow. Over time,
many of the microenterprise clients built up their equity and lowered their loan leverage, thereby
reducing their vulnerability to external crisis.

Second, microenterprise clients are more likely to be engaged in the purchase and sale of domestically-
produced essential goods and services, which are less sensitive to fluctuations in the exchange rate and to
economic downturns.

Third, BRI’s Units operate primarily in rural areas where the impact of the monetary crisis is less than in
urban areas because of a greater reliance on the agricultural economy. However, the drought had a
greater impact in rural areas, but has subsequently been mitigated by two good rice crops since then.

Fourth, BRI’s Unit clients value their access to microfinance services and do not wish to lose their
banking relationship, even if it means reduced consumption in the short-run. BRI has reinforced this
relationship by ensuring that on-time repayers have rapid access to another loan.
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Operational Risk

Operational risk: “The risk of losses or unexpected expenses associated with fraud, inefficiency, errors,
and unforeseen contingencies.”

Operational risks are faced daily by MFIs mainly because of the human or computer error involved. An
institution needs to discover where the key operating risks are by examining current practices and
processes, including forms and documentation. This would include examining the separate credit
operations (from application through to collection), savings, overall portfolio quality, and loan loss
provisioning.

Operational risk arises on a daily basis as transactions are processed. Operational risk transcends all
divisions and products. Inadequate information systems, operational problems, unforeseen external
events, fraud and security breaches could potentially result in unexpected losses.

Transaction risk exists in all products and services. It is a risk that arises on a daily basis in the MFI as
transactions are processed. Transaction risk is particularly high for MFIs that handle a high volume of
small transactions daily. When traditional banks make loans, the staff person responsible is usually a
highly trained professional and there is a very high level of cross-checking. Since MFIs make many
small, short-term loans, this same degree of cross-checking is not cost-effective, so there are more
opportunities for error and fraud.

The loan portfolio usually accounts for the bulk of the MFI’s assets and is thus the main source of
operational risk. As more MFIs offer additional financial products, including savings and insurance, the
operational risks multiply and should be carefully analyzed as MFIs expand those activities.

MFIs should design operational policies and procedures to mitigate risk:®

In most cases, a MFI lives with certain risks and designs a lending methodology and system of controls
and monitoring tools to ensure that a) risk does not exceed acceptable levels, and b) there is sufficient
capital or liquidity to absorb the loss if it occurs. These controls might include:

= Policies and procedures at the branch level to minimize the frequency and scale of the risk (e.g. dual
signatures required on loans or disbursements of savings).

= Technology to reduce human error, speed data analysis and processing.

= Management information systems that provide accurate, timely and relevant data so managers can
track outputs and detect minor changes easily.

= Separate lines of information flow and reconciliation of portfolio management information and cash
accounting in the field to identify discrepancies quickly.

These are all examples of the internal controls MFIs use to maintain reasonable levels of risk in their
activities ex-ante, before operations.  They are built into program design, procedures and daily
operations.

Legal/Compliance Risk exists especially for MFIs regulated by central banks. Central banks often have
regulations that affect credit management directly:

¢ Identifying and reporting insider loans

¢ Identifying and reporting of loans to related parties

e Maximum loan size as a percent of capital

° MicroFinance Network and ShoreBank Advisory Services, Inc., 2000.
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e When loan income can no longer be accrued

e  When loans must be written off the MFIs books

e Restrictions/reporting on loans with preferential interest rates

e Liquidity Reserve Requirements may not allow you to tap all the savings deposits as a source of
loan funding to meet loan demand

e Reporting on loans by sectors or other demographic information required for economic activity
analysis by central bank.

While the CFO may be the risk owner for some of these compliance points, the credit manager must also
be well-versed in regulatory requirements, as need to comply if not already in compliance will affect your
portfolio, and penalties to the MFI for noncompliance will not reflect well on the credit manager.

Human Resource Risk

The internal environment within the MFI sets the tone for ethical behavior and integrity, values that the
MFI wants to project in its market place and that go beyond mere compliance with laws and regulations.
The internal environment is the foundation for all other components of enterprise risk management,
providing discipline and structure. Ethical behavior begins with management, who translates it into
standards of behavior. Ethical behavior and management integrity are by-products of corporate culture.
The internal environment should reflect a commitment to competence, which reflects the skills and
knowledge needed to perform assigned tasks. Management decides how well these tasks need to be
performed. Human Resource practices pertaining to hiring, orientation, training, evaluating, counseling,
promoting, compensating, and taking remedial actions send messages to employees regarding expected
levels of integrity, ethical behavior, and competence. Standards for hiring the most qualified individuals,
with emphasis on educational background, prior work experience, past accomplishments, and evidence of
integrity and ethical behavior demonstrate a MFIs commitment to competent and trustworthy people.
Components of a transparent human resource policy include:

e Code of Conduct, agreed to by all new staff, and renewed annually for all staff.

e Training to reinforce expected levels of performance and behavior, through classroom
instruction, self-study, on-the-job training including schools and seminars, simulated case
studies, and role-playing exercises.

e Promotions driven by periodic performance appraisals demonstrate commitment to advancement
of qualified staff.

e Competitive compensation programs that include incentives motivate and reward outstanding
performance, through appropriately structured incentive systems. (Incentive Schemes are
discussed in more detail in Session 5.)

¢ Disciplinary actions send a message that violations of expected behavior will not be tolerated.
These should be clearly communicated to staff and documented in the Human Resource

Manual.*°
e Clear job descriptions (Handout 11.3.1 shows 4 sample job descriptions in the Credit
Department).
Fraud Risk

Fraud Risk is the risk that funds are intentionally diverted for the benefit of persons within or external to
the MFI, or to the detriment of the MFI.

“Two principles are paramount:
i) the use of preventive measures to reduce fraud, and

0 COSO (Committee of Sponsoring Organizations of the Treadway Commission), “Enterprise Risk Management — Integrated Framework,
September 2004.
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ii) the importance of client visits to verify branch information, as described below.

» Preventive measures to reduce fraud. Fraud prevention should be built into the design of operational
policies and procedures and then tested and checked by thorough internal audits. (See K-Rep’s
approach to reduce fraud risk in its lending operations in Kenya below.)

» The use of client visits to reduce fraud. Experience has shown that while a small number of staff is
often inclined to be dishonest, most avoid unethical behavior if their internal sense of right and
wrong is reinforced by suitable external controls and sanctions. The best way to discover fraud (and
deter loan officer abuse) is for someone other than the loan officer to visit the client to verify
account balances. This person should have a sound understanding of the lending process and
know how fraud can occur. (i.e. the manager should go on monitoring visits!)”

(MicroFinance Network and ShoreBank Advisory Services, Inc., 2000.)

Typical types of fraud associated with individual lending products include:

e actions by credit officers to ensure loans are approved in order to meet targets or increase incentive
payments, such as: falsifying collateral values, falsifying client income information, submitting
fictitious applications

o credit officers request fees (kickbacks) from clients for submitting applications, which are pocketed
credit officers divert loan proceeds for their own use.

e Collecting and pocketing delinquent loan payments and the loan is eventually written off.

Q: What are some possible corrective actions when fraud risk is
identified?

Every MFI should have a plan in place to respond immediately to all incidences of fraud, whatever the
size of the loss. The MFI should then also make an effort to recoup losses. Examples of corrective
actions should include one, or several, of the following:

Most importantly, whatever the size or scope of the misdeed, management must act quickly.
Have a plan in place to respond;

Make an effort to recoup losses;

Explain problem to clients;

Address the problem with donors;

Engage in legal proceedings if needed;

Identify a person to be in charge of implementing policy changes if needed:;

Document and communicate changes to all affected personnel; and/or

Request feedback from employees regarding the changes.

CoNo WD E

Depending on the case, it may need to be explained to the clients. In cases where knowledge about the
incidence of fraud is widespread, an MFI may also have to address the problem with its donors and the
public at large to avoid any reputation issues.

If an MFI responds quickly and decisively to occurrences of fraud, it will reinforce the existence of an
environment that adheres to its core values and does not tolerate fraud. Prompt “corrective” action is also
the best “preventive” measure to reduce future occurrences because of the clear message it gives to all
stakeholders.
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K-Rep’s Controls to Reduce Fraud in Kenya
The box below describes the approach of a Kenyan MFI, K-Rep, to reduce fraud risk in its lending
operations.

To reduce its exposure to fraud risk, K-Rep employed the following mechanisms: **

1. Introduced an education campaign to encourage clients to speak out against corrupt staff and group
leaders.

2. Standardized all loan policies and procedures so staff cannot make any decision outside the
regulations.

3. Emphasized management training to increase managers' capacity and to introduce strict supervision
processes.

4. Established an inspection unit that performs random operational checks.

5. Enforces the following human resource policies:
o fire staff involved in fraud immediately
e maintain a profile of fraudulent staff and use it to refine recruitment
e refrain from posting staff to home areas to reduce the opportunity and temptation to collude
¢ make loan products available to staff
o pay staff well relative to other available job opportunities in the area
e rotate staff regularly within a branch
o transfer staff periodically to other branches

Operational Risk Summary: Often operations are a separate function within the MFI and may not fall
directly under the supervision of the Credit Manager. This does not absolve the Credit Manager from
responsibility for portfolio quality and MFI strategic objectives/mission. Failure to address operational
risks within the delivery of your credit products will affect income and may result in reputation risk.
Loss of clients will mean you cannot meet your growth objectives. You must therefore be
knowledgeable about your back office operations and know exactly how they affect and influence your
portfolio. These elements include, but are not limited to:

e |IT infrastructure
Loan software with sufficient controls built into the software
Maintenance of loan documentation, including collateral, and periodic collateral valuations
Transaction processing (repayments, fees, disbursements)
Sufficient MIS

Reputation Risk

Reputation Risk:
« The risk that legal disputes, unenforceable contracts, negative publicity and negative perceptions

negatively impact the institution.

Reputation risk is the risk to earnings or capital arising from negative public opinion, which may affect
the institution’s ability to sell products and services or to access other funding. This is commonly
experienced in MFIs in the form of poor customer service, customer complaints in the market area
dispersed by word-of-mouth, crowded banking halls and lengthy transaction times.

1 Mabwa, 1998
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Loan officers incur reputation risk when loan applications are not efficiently processed, when loan
rejections are not courteously handled, and when they do not exhibit the skills required.

Credit Risk

Credit Risk: The risk of financial loss resulting from a borrower’s late or non-payment of a loan
obligation or a guarantor’s failure to meet the obligation.

Credit Risk in its broadest definition is the risk that someone or some party will not pay you. This
applies to your loan portfolio, obviously, but consider all aspects of your MFI’s operation in which you
expect payment: payment on demand of balances in your correspondent bank accounts, settlement of
Western Union or other remittance systems, such as ATM networks, and clearing of cheques. We will,
however, focus on credit risk with respect to your lending operations as reflected in your loan portfolio,
from here on out.
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Session 3: Managing Credit Risk through Step by Step Loan
Process

In this session, we will look at the sub-functions and responsibilities that reside in the credit function.
Please note the dependence and interfaces of these functions with other functional responsibilities within
the MFI: the Board of Directors, Human Resources, Finance, Internal Audit, Operations, IT, and
Marketing. As noted in the discussion above, while these managers are primary risk owners of non-
credit risks, the Credit Manager may have responsibilities for Operations risk (fraud, human resource,
transaction), Liquidity risk, Market, Reputation, and External risks. In other words, a Credit Manager
cannot ignore all the risks that are present in his/her processes.

Credit Risk is the risk of financial loss resulting from a borrower’s late or non-payment of a loan
obligation or a guarantor’s failure to meet the obligation. Credit risk applies to lending and investing
activities. It also includes the risk that related collateral and loan loss provisions are not adequate to
cover losses. It is your responsibility, as Head of Credit, to manage credit risk.

Effective approaches to managing credit risk in MFIs include:

»Well-designed borrower screening, careful loan structuring, close monitoring, clear collection
procedures, and active oversight by senior management. Delinquency is understood and
addressed promptly to avoid its rapid spread and potential for significant loss.

»Good portfolio reporting that accurately reflects the status and monthly trends in delinquency,
including a portfolio-at-risk aging schedule and separate reports by loan product.

> A routine process for comparing concentrations of credit risk with the adequacy of loan loss
reserves and detecting patterns (e.g., by loan product, by branch, etc.).

The importance of a “credit culture” in minimizing problems and increasing operational efficiencies
cannot be overstated. MFI senior managers need to set up systems that compel and offer incentives to
loan officers to prevent, disclose, and respond to problem loans quickly, so as to limit potential credit-
related losses.

ASA’s Approach to Managing Credit Risk (Pankaj, 1997)

ASA uses the following tactics to manage credit risk and safely expand operations:

v Simple products and standardized procedures

v" A strong credit culture pervades the organization

v Products and processes structured to reduce credit risk

v Transparency in credit operations through regular reporting

v/ Strict organizational control over loan transactions

v’ Operating systems designed for maximum performance:

" located close to borrower

" limited information processing and decision making

" reasonable work loads

" clear expectations for 100% on time repayment

" minimal complexity means less learning demands on staff
" minimization of accounting and administrative procedures
" on-going checks and balances for transactions (e.g. reconciling cash and program numbers)
" borrowers make frequent repayments of small amounts

Credit Manager and Other Credit Staff are responsible to:
e Carry out job functions within guidelines
e Create an environment where controls are respected and understood
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e Suggest and document areas for improvement

Q: Can an MFI ever make a loan without taking a risk?

The answer is no. Every loan involves some level of risk. Managers, as credit professionals have the
responsibility to take calculated risks, using the support and personal experience/expertise of staff and
the institution. Loan officers are there to understand and manage risk, not to avoid it or deny it. You, as
Credit Managers, guide risk management in everything you do in your department to support this
function.

Q: What is Portfolio Management and why do MFIs need to use it?

Portfolio Management is everything you do at your organizations to ensure a high quality portfolio. This
includes everything from having a sound lending methodology and putting it into practice to approving
high quality loans, monitoring, and finally working out problem loans. Portfolio management includes
the tools and reports your organization uses to track and monitor the process and to keep a clean
portfolio.

Policies

A high quality portfolio begins with sound Credit Policies. Policies, drafted by Head of Credit and
approved by the Board of Directors, guide credit staff in risk management. These policies are generally
updated annually by the Head of Credit, based on a risk assessment, and modifications are submitted to
the Board for approval. Policies cover every facet of managing credit risk, from authority to grant credit,
to whom, and under what conditions, to monitoring risk exposures and tactics to reduce excessive

exposures. (Refer to Handout 13.1 for a Sample Table of Contents of a Credit Policy Manual).

Examples of Policies that Address Risk in MFIs

Risk Category Policies By The Board Management Responsibility
Credit Policies » Permitted lending activities > Detailed underwriting
» Portfolio diversification (e.g. % of guidelines or procedures
capital to one product, maximum » Portfolio monitoring and
exposure to any borrower, etc.) reporting on asset quality
> Reserve requirements and reserve > Operational procedures
ratios designed to mitigate
transaction and credit risk
Investment Policies » % in cash or cash-equivalents » Investment management
» Risk parameters for portfolio (e.g. % guidelines and procedures
in treasury bills, equities, bonds, » Test the portfolio’s sensitivity
credit risk of individual instruments) to interest rate changes
» Maximum currency exposures > Balance risk of loss of
» Maximum asset and liability principal with income
mismatch (usually as % of capital)
Liquidity Policies » Minimum cash reserves equal to a » Choose how cash
certain percentage of deposits (for management will be
client cash withdrawals)*? centralized or decentralized
» Maintain cash balances or lines of among branch offices;
credit equal to cover new loan > Choose short-term investment
demand and potential cash losses instruments (treasury bills,
from delinquency staggering terms, etc)
» Maintain operating reserves equal to
2-3 months operating expenses
Capital Adequacy » Minimum capital adequacy ratio

12 Insert footnote 28 here (KENY A banking regulation (same as US banks)
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| (sufficient cushion if the loss occurs) |

(MicroFinance Network and ShoreBank Advisory Services, Inc., 2000.)

Procedures

A MFI needs detailed procedures to implement policies for loan officers and other credit staff to follow.
A key element of portfolio management is managing risk starting from the first steps of the loan process
to monitoring and site visits. This includes all steps in the loan process from making high quality loans
and enforcing no tolerance for delinquency from the very early stages all the way up to monitoring (there
is no substitute for direct contact with the borrower.) Managing risks along the way helps to prevent
problem loans, and frequent visits are an important step in this process. Modifying the Step by Step
Lending Methodology in this toolkit to suit your MFI’s particular situation should provide a basis for the
documentation of your Individual Lending procedures in an operations manual. Below, we will discuss
specific risk mitigating strategies for aspects within each of the 5 steps in the Individual Lending Process.
This is not an exhaustive list; the purpose is to get you started, or to encourage you to rethink your
current methodologies and processes to examine why you do what you do, and whether it makes sense in
a risk management context.

Step 1, Sound Lending Methodology
A solid methodology is important for several reasons:

e To mitigate risk, policies and procedures must be in place for systematized lending procedures;

e Standardized credit operations: provide less room for individual negotiation of terms and fraud; and

e Standardized products: multiple loan products or non-standardized products also leave room for
client-staff negotiations.

A sound lending methodology begins with good client selection. Possible risk reduction tactics for
marketing include:

e Ensure that resources are not wasted in pointless marketing; therefore ensure that appropriate
market research is conducted.

e Ensure that there are different levels of authorization in the MFI between loan officers and
advertising companies (when appropriate) to avoid corruption and collusion of interest.

e In order to ensure loan officers have large portfolios with only a few problem loans, loan officers
need to have good client selection. Selection is more efficient if the right sorts of clients are
coming in for loans in the first place.

e Use Marketing Plans to reinforce and monitor loan officer marketing. They help loan officers
see if they are meeting their plans and review which marketing strategies are working well.
These plans can help the loan officer manage his/her own time between marketing, analyzing,
and monitoring loans.

Organisations need to constantly review their methodology and process and see where it makes sense to
improve the systems. Sometimes risks are worth accepting because the mitigating actions are more
costly than the actual risks involved.

Keep in mind, when designing the steps to the lending process, including screening, loan appraisal,
approval and disbursement, that there should be a balance between controlling the process, efficiency and
timeliness. Too many steps, documentation and controls can add significant time delays to the process.

Step 2: Credit Analysis

Q: What influences a MFIs’ collateral policy and requirements?
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There are nine factors that an MFI should consider when designing its security and collateral policies.
The interdependence of these factors must be accounted for if the policies are to be correctly designed.
Further, it is necessary to pay attention to the MFI’s national and institutional attributes, as these will
further inform the nine factors of collateral policy.

Influencing Factors: (Churchill, 1999)

1.

Institutional mission: Many institutions do not allow collateral to become a deal breaker if the client is
credit worthy in every other sense. The institution will find other methods of securing the loan, such
as through third parties. It can reduce risk by reducing the loan size, loan term, frequency of
repayments, and/or nature of repayments (e.g. through automatic deductions).

Loan size: Smaller loans rely more heavily on collateral substitutes and informal or unregistered
collateral. The larger a loan, the more the MFI should expect to use registered assets and fixed assets
as collateral. Loan size is usually the most significant determining factor for collateral requirements
in most MFIs and banks.

Example of how loan size influences a MFI’s policy.

Alexandria Business Association (ABA) Loan Eligibility Requirements

Loan size ($) | Requirements

<900 Personal ID card; fixed business address

> 900 Ability to read and write; business license

1,500 Certificate indicating workers are covered under the social security system
2,200 Tax card indicating that they are complying with business tax laws

3,000 Checking account

4,500 Financial statements for the business

With each increased level of loan size, the ABA requires that the business is in greater compliance with
all the local laws.

(Churchill, 1999)

This example does not, literally, include collateral criteria. It makes the point that it is easier for the
MFI to take the borrower to court and confiscate collateral, if the business is more formalized. For
example, if a business that is registered and complies with all the government regulations, it is easier
to take legal action against it. This assumes that regulations are enforced. When regulations are not
enforced, or when they are enforced very slowly, this causes the MFI great expense and effort. The
usefulness of a policy of more formal collateral with larger loans loses it potency without proper
government enforcement.

Income level of clients: Many MFIs give lower income clients a break by requiring less collateral/less
formal collateral in hopes of giving lower income clients a fair chance of obtaining access to larger
loans.

Type of business: The type of business can influence the type of collateral required by the MFI. For
example, clients with fixed business addresses, as would be the case with most Individual Lending
clients, could be allowed to pledge non-perishable business assets other than fixed assets (i.e.
equipment, inventory, vehicles, etc.) and household assets.

Type of loan: Fixed assets purchased with the loan can be used as collateral. In many countries, such
as Kenya, the MFI can retain official ownership of the equipment until the loan is fully repaid making
ownership issues and confiscation easier.

Registration of the business: If a business is registered, it is easier to take legal action against the
client in the event of default.
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7. Legal environment: The availability of collateral registration and ability to efficiently (time and cost)
enforce contracts is country-specific. In many countries, MFIs use post dated cheques to ensure
repayment (post dated cheques are explained below). It is pertinent that MFIs understand the legal
environment, work within it and understand what laws may actually aid or limit the MFI before
setting policy. Every country is different. The MFI must determine the best method for their legal
environment.

Ugandan regulatory system aids the MFls:

In Uganda, a person who bounces a check is arrested. This makes it easy for the MFI to find the client
and to demand repayment. It also is a good psychological deterrent for the client.

8. Land Tenure systems: In countries where land ownership is common and clear and title liens are
easily obtainable, traditional collateral (i.e. land) is most effective in securing loans. Gender
constraints can be an impediment to lending in societies where husbands own the land.

9. Character/Status of the Borrower: Where the borrower has a strong image in the community,
collateral may play a less significant role, as there are other substitutes. Social exposure and pressure
plays a large role in this as well.

MFIs and loan officers must strike a balance between the amount/type of collateral required and the
benefits/risks to the MFI. Every effort should be made by the MFI to make collateral a secondary
requirement to receiving a loan. While maintaining the security of the loan, the MFI should use the least
costly collateral possible and expedite the process as much as possible. To do this, the MFIs and loan
officers should use a combination of collateral and collateral substitutes that can cover the loan, but not
overburden the borrower.

It is pertinent to take guarantees from spouses always. H

Requiring only traditional collateral can significantly increase the costs of the loan to the borrower and
consume a considerable time period to undertake the registration. In many instances, registering
collateral can delay the loan disbursement by many days or even months.

MFIs who take traditional collateral for individual loans rely on its legality, resale value and
psychological value, but sometimes do not factor in the expense to the client as part of the transaction
cost, time to register the collateral as lost interest income to the MFI, and the future potential high cost of
repossessing the collateral. MFIs should consider the collateral transaction costs as a part of the effective
interest rate.

Most MFIs have a collateral coverage policy that is similar to the following:

Loan to Value < 75%: This value (loan amount/total liquidation value of the collateral) is less
than or equal to 75%. In other words, the loan amount can only be a value of 75% or less than
the forced sale value of all the collateral combined.

Another way to state this is Value to Loan > 130%, which means that the total liquidation value

of the collateral/loan amount is greater than or equal to 130%. In other words, the forced sale
value of all the collateral combined must be at least 30% greater than the loan amount.
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Tips for MFI Collateral policy and implementation:

Use professionals or trained staff to value collateral, especially for land and property.

Value according to real market values using comparison data.

Update comparison data regularly.

Standardize your method and procedures. Be consistent.

Set the maximum ratio around Loan to Value = 80%, OR Value to Loan = 125%

Randomly control collateral valuation by including it in the internal audit & control function
Reassess collateral value during monitoring visits.

NookrwpbrE

(Tjossem, 2004)
Possible Risk Reduction strategies at the Policy Level

Some of the risk reduction strategies used include:

e Salary-based lending against terminal benefits (EA) — Basically, in South Africa, EA is giving
loans to clients and using their terminal (or life insurance) benefits as collateral. In case of
default, EA has the right to claim the outstanding balance and interest owed from the terminal
benefits. MFIs need to very clearly understand their legal environment. As in most countries,

terminal benefits and pension funds are protected and can not be used as security.

e Account flags to prevent withdrawal of savings — Many MFIs have savings or cash deposit
requirements for loans (sometimes called voluntary savings). These are for the purpose of
securing part of the loan in case a client does not repay. Usually the amount is not sufficient to
cover the whole outstanding balance. In case of delinquency, the bank needs to be able to
automatically flag and stop withdrawals from the savings account to make sure these monies are

not withdrawn. In case of non-payment, the savings will be used to offset the amount owed.

e Guarantors — Friends and relatives who have regular salaries serve as guarantors for clients. In
case of delinquency, the guarantors are used to help find the clients and pressure them into
repaying. Guarantors are expected to help repay the loan in case of prolonged delinquency. In
some countries, MFIs are able to automatically deduct the payments from the guarantors’
salaries. MFIs must be careful, as often guarantors can get overburdened, guaranteeing many

loans at the same MFI and/or multiple MFlIs.

e Spouse as guarantors — MFIs should always take guarantees from spouses stating that the spouse
understands the loan contract and terms and agrees to these. There have been far too many cases
where the spouse has not signed an agreement. The MFI had a lien against a property that was

jointly owned and therefore could not collect.
e Having a clear policy that spells out collateral guidelines clearly and unambiguously.

e Monitoring collateral — It is important for the MFI to have a policy for monitoring collateral that
can be a part of their overall monitoring policy. It is suggested that the loan officer examines the
collateral at least every 6 months and definitely before a new loan is disbursed. S/he should pay
particular attention to the changing nature of collateral, including the level and condition of
inventory, equipment that is still on the premises, condition of the building or residential

property, ownership of collateral and the overall environment it is kept in.
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Process Risks associated with Collateral

1. The loan officer overstates the collateral values to enable a larger loan amount to be approved. In this
case, the MFI runs the risk of not being able to recover the full amount of the outstanding loan balance if
they had to go to court to recover the funds. Plus, if the whole portfolio is made up of under-
collateralized loans, this is very risky in case of a major default of multiple borrowers. Tactics: MFIs
and managers need to be careful and check the collateral valuation periodically. An external appraiser
should do random checks, the internal auditor should follow up on questionable items and managers
should do their own random checks.

2. Failure to perfect collateral. Perfection of collateral refers to the legal procedure one must follow to
insure one's legal rights to collateral and to make one's right to that collateral a matter of public record. If
collateral is not perfected (registered properly), MFIs run the risk of not having a last resort for collecting
on delinquent loans. Also, another entity could possibly place a first lien on the collateral if it is not
perfected. Tactics: MFIs need to know exactly how to perfect collateral in their own country. To do
this they should consult with attorneys to find out the specifics. Also, they should try to figure out ways
to make the process less expensive, cumbersome and time consuming for their clients. If they are able to
help their clients in these ways, they will have a market advantage.

MPFIs can reduce costs and expedite the collateral process in the following ways:

1. Use pre-selected, pre-approved law firms/notaries to provide affidavits and other legal services at a
reduced bulk rate for your clients.

2. Hire an in-house lawyer/professional to check/verify contracts, and provide file reviews and advice to
the MFI and clients.

3. Hire a “Loan Expeditor” to aid clients through the bureaucracy and demystify registration, as well as
reduce costs per client.

4. Provide clients with a written “Step by Step Process to Register Collateral” for each type of
collateral.

5. Use collateral contracts that can cover multi-loans over an extended period so the client registers
once, but can use the collateral for several consecutive loans.

6. Arrange for borrower discounts for regularly used services, such as insurance and notary services.

(Tjossem, 2004)

Risk Reduction Strategies or Guidelines that a loan officer should follow:

1. The owner should always invest their portion either BEFORE or AT THE SAME TIME as the MFI
loan. The loan officer verifies the investment before disbursing the loan.

Policy: If the owner fails to put their agreed investment into the business, the loan will not be
disbursed.

2. For moveable assets, sometimes the MFI can retain the title to the equipment bought with the loan
proceeds, so that it is easier to repossess the collateral, if needed. The equipment belongs to the
entrepreneur ONLY once the loan is repaid. MFIs must determine if this is legal in their specific
country.

3. Wherever possible, the loan payment can be paid directly to the supplier of the inventory, equipment
or property being purchased. Otherwise, the loan officer should go with the entrepreneur when they
use loan funds to make a purchase, or at least check within one week that the items to be purchased
were actually purchased.
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It is very important to ensure that the loan funds are used for the purpose of the loan. Disbursing the
funds to the supplier of the inventory, equipment and/or property is a risk reduction strategy to ensure
that the funds are not diverted and items are priced properly.

4. Inaddition to other collateral, all items purchased with the loan should be taken as collateral.

This is just to indicate to the borrower that the items are not owned until the loan is fully repaid. (In
reality, the MFI should not take part of the business assets from the borrower to repay a delinquent
loan. If the MFI takes the plastic moulding equipment, for example, the borrower will have no way
to earn money to repay the loan. On the other hand, if the borrower is not repaying even though s/he
is making an income, then the MFI should seize t