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Introduction
1.1 Microfinance Overview
1.1.3 Origins of Microfinance

The history of microfinance started after the Secondld&ar, specifically in the 1970s,
with the active participation of international NGtst were concerned about financial

mechanisms to alleviate poverty in development countries.

Microfinance started as an experimental venture in aeuedls, like the Grameen Bank of
Bangladesh. Another example of rural microfinancées"village banks", incorporated for
the first time by the Foundation for International ComimuAssistance (FINCA) in Costa
Rica in 1985 (Khawari, A. 2004).

On the other hand in the mid 80s, in South America, dopaitiative entities set up by
NGOs and local leaders, appeared as urban microfinandelsr®ancoSol in Bolivia and the
Cajas Municipales in Peru. Nowadays the urban microfinenomtel in those Andean
countries stands as a success, and having achieved fireustahability, has been
successfully replicated in many other countries. Inrdp®rt, the urban and individual

microfinance approach will be considered.

1.1.2 Definition of Microfinance

In Latin America, microfinance is traditionally undirsd as financial services primarily for
microenterprises: their owner/operators and their wsridgerger, M. 2006). It is a narrow
sense though, because, a modern definition of micrafeaansiders it in a general
perspective, as the activity to offer financial servicesuftbanked poor people. In this sense
financial services include loans for business and persoaatasgings and other deposit
products, remittances and transfers, payment servieesaice, and potentially any financial
product or service a bank can offer to this market segré&e poor include microenterprises,
small farmers, low-income salaried employees, dagrkis, pensioners, and poor
households. The products and services can be targetedttthenéeancial needs of the
households as well as their income generating actigitieang, R. and Deborah D., 2005).

! Traditionally, the provision of microcredit starteittwgroup lending models relying on peer pressure/support
to facilitate repayment. But nowadays, most MFIs mrigion have been moving away from group lending
towards individual loans as the market becomes morenesoialized and geared towards individual needs.



For a bank point of view, microfinance can be best ds=stras a hybrid of small-business
and consumer banking with a strong dose of understandingiéimt’s social and cultural
characteristics.

1.2 Characteristics of the Microfinance Service

In urban microfinance certain client preferences andsespeatedly happen. For example,
clients tend to value service, speed, and agility oveephn terms of loans, this means
reducing and simplifying the paperwork, formal collateral, tmeé involved to apply for and
receive a loan. For deposits, this means unconstrainedsatte savings and low minimum

balance requirements are usually more important thamse(Rutherford, S. 1999).

While the client’s primary sources of repayment aremgnises, salaries, pensions, and
remittances, current cash flows are the best detentnoriduture repayment capacity. Further,
family and business finances tend to be mixed. This reqgpessalized loan appraisal
techniques and the opportunity to provide personal as welisasdss-oriented financial

services.

The informal guaranties used for the MFIs accomplistonbt the basic function of payment
motivation, but also, they help to increase customgitip for the MFIs, this is because most
clients does not have many possessions to guaranteanssdad they tend to work with the

MFIs that have its title deeds as “collateral’, but m&cisely as a formal mortgage.

2. Microfinance in Latin America an Andean Region Approach

2.1  Actual Context of the Sector

In first term, it is important to notice that the empisan Latin America microfinance has
been on providing services to enterprises with insuffiaeoess to financial services, as a
consequence, microfinance in the region is more nayrosricentrated on enterprise credit,
as opposed to other parts of the world where it tends bodagler, including savings,
insurance, and other financial services, along with mieditnot only for microenterprises

but also for consumers, whether in the informal semtamot (Christen and Miller, 2006).



In Latin America the microfinance industry has beevettgoed mainly trough regulated
microfinance institutions and with specialized NGOs. Bhsnario is reflected in the

coexistence of numerous, but most small institutions.

The scenario described has been changing, becausenhyeaes some NGOs got into
special regulatory laws which allowed them to launclsipasproducts, like saving accounts.
This new funding, along with the entrance in their @sitructure of small local partners,
investment funds and international specialized instituti@e contributed to the expansion
of their credit activities. Also the reduction of subsed funds through the microfinance
business has been replaced with term deposits and wieadeseces like issue debt to the
capital markets.

On the other hand, since mid 90s commercial banks arelisgd<ting their attention to
microfinance. In some banks, microfinance is their nimag of business (MiBanco in Peru,
or Banco ProCredit in Ecuador), while in others; & isew product (Banco Pichincha in
Ecuador, Banco de Crédito in Peru or Banco Santandghmiie). In a way, banks
“downscale” to be able to reach the typical microfinacignt.

There are three main microfinance business modelgiretfion. The first group includes
“‘downscalers,” that is, regulated banks that added micrdmas a new line of business
(through an internal unit, a subsidiary or any otherhaaism). The second group is that of
“upgraders” or NGOs that have transformed themselvesagulated specialized
microfinance banks. The third group consists of “greeaudiéiwhich are institutions that,
since their foundation, have been operating as regulatéslMF

According to Table 1, microfinance in Latin America @&/img an exponential growth the last
years. Around 2005, the number of microfinance borrowessalmaut six million, with a
credit portfolio up to USD 5.6 billion. According to somstimation, continuing the growth
tendency, nowadays, there are more than 9 million friimenace customers in the region.

A second important fact deriving from Table 1 is that regdl&fiFIs continue to have the
biggest market share of microfinance. Already in 2001, 5@ i0f microfinance clients
were served by regulated MFIs. In 2005, this percentage weatGfppercent. Regarding

portfolio, these percentages climb to 76 percent for reguMtes in 2001 and 81 percent in

2 There is another model conformed by nonregulated MFIshwrie NGOs, foundations and any other type of
nonregulated financial institutions.



2005. Data also reveal an average annual growth rate of 3npécthe number of
borrowers and 46 percent for portfolio. Neverthelegsanly the beginning, considering that

most Latin American people still continue unbanked.

Table 1
Microfinance Institutions in Latin America, 2001 - 2005
- Number of Institutions Portfolio (USD million) | Number of clients (million)
Type of Institution
2001 2005 [ Var. %| 2001 2005 [ Var. %| 2001 2005 | Var. %
Regulated MFIs 60 98 630 N1 4,407  389% 1.0 3.8 2B0%
Downscale 32 52M0 343 1,821 431% 0.4 1.3 2P5%
Other Regulated 39 66 699 558 2,586 363 0.6 P.5  31/%
Nonregulated MFls 124 239 93% 288 1,035 289% 0.9 2.1 133%
Total 184 337 83% 1,190 5442  351% .8 59 228%

Source: S. Navajas and L. Tejerina. How largleasnarket? IADB, 2006.
Yt includes Greenfields and Upgrades

2.2 Most and Less Advanced Countries in Microfinance Services

In the Table 2, countries are ranked according to nuofagrstomers in microfinance
institutions, so that Mexico is first, followed by mdraditional microfinance markets such as
Peru, Colombia or Bolivia. However, if countries aaaked for number of customers over
potential microfinance market, it does change the relggosition of larger countries such as
Mexico or Colombia, for instance, Mexico only reach 1.2%sopopulation and Colombia
1.3%, in the case of Brazil it is almost cero. Thigeds a huge potential market for

microfinance business especially in those larger markets.

It is important to mention that the four countriested Andean Region concentrate 51% of
the Latin America microfinance Portfolio. Peru witle th7.8% of the total Portfolio has the
biggest credit portfolio of the region. However thiswttevill change with the fastest growth

rate of the major microfinance markets like for exaniéxico.

In terms of Average Loan there is an important difieeesbetween Peru, Bolivia and Ecuador
(Andean countries) and less mature markets, like MexiddBaazil. In the first countries the
average loan is higher than in the second group. Thisopmenon is basically explained for
the major competence in the referred Andean countriepaced with the other quite new

microfinance markets

3 According to Herfindahl-Hirschman Index, see Annex 1.



As we can see in the Annex 1, according to the Herfindaksthman Index (HHI), the most
competitive countries in Latin America are in the Aswlé&kegion, specifically Ecuador, Peru
and Bolivia. It seems that strong competition in thms¢ure markets including Nicaragua,
and emerging competition in Colombia and the rest ofr@eAmerica, not only will increase
the average loan, but also will continue to encouragesh~tiversify their product mix in

search of new growth opportunities.

Also, it is important to have taken into consideratimat microfinance is developing in large
countries in different ways than small ones. ExcepMexico, other big countries like
Brazil, Argentina and Venezuela are not following therafinance methods of upgraded
MFIs (mainly, those of the Andean region); few nonpsahere are interested in becoming
regulated institutions, and even Greenfield microfinaadenited. In Brazil, for example,
nonprofits are weak, but State banks are strong, and bemwhrecent downscaling efforts
were based on consumer credit technologies ratheittiegproven principles of
microenterprise lending (Christen and Miller, 2006).

Table 2
Microfinance in Latin America Details Per Country, 2005
Country Number | Portfolio | Number of | Average MFIs
MFIs (USD customers Loan Customers
million) (thousand)| (USD) Population
1 | Mexico 39 471 1,218 387 1.2%
2 | Peru 67 1,516 1,174 1,291 4.2%
3 | Colombia 22 315 608 518 1.3%
4 | Bolivia 21 635 548 1,158 5.9%
5 | Nicaragua 21 261 399 652 7.0%
6 | Guatemala 24 273 360 757 2.8%
7 | Ecuador 20 322 327 985 2.4%
8 | Chile 5 663 290 2,223 1.9%
9 | Brazil 16 91 176 313 0.2%
Other 63 516 292
23| Total 336 5,442 5,976 911

Source: S. Navajas and L. Tejerina. Hogdas the market? IADB, 2006.



According to Navajas (2006) there are discrepancies initlefis and classifications used in
countries for the microfinance business. If the definiod microfinance is understood and
measured as the provision of all types of financial seswicdow-income segments of the
population, discrepancies may be affecting the data,peiisible underestimations of big
countries like, Brazil and Mexico.

Today, microfinance in Latin America presents specifiaracteristics depending on each
country culture and the local regulatory basis. Foaimst, in some countries, such as
Bolivia, Peru or Honduras, the regulatory authoritieate@ specialized nonbank firms for
MFIs. These are supervised qualified financial institutitas heed to comply with the
regulations set forth by the corresponding financial authorhe most significant difference
with a bank is usually lower capital requirements ahchiéed number of services being
provided.

2.3 Urban Microfinance, the Leading Model in the Region

Specifically in the Andean region the microfinance indutcuses its attention in the urban
areas. This practice happens because entering rural asedagifficulty and costly to IMFs,
due to a lack of proper physical infrastructure, and the diggmeodithe rural communities.

But in the urban areas the outreach is still modesrms of the number of people with basic
access to financial service and the type of financiaices offered to low-income

populations, so there is still ample room for expangidioth fronts.

The expansion of services has not been equal amongiesunt even within a single

country. For instance, the microfinance industry hastie most part, reached an urban
clientele in small countries such as Peru, Bolivialdsd&vador, but it still lags behind in
reaching their poorer rural areas. Also in the caseeolatfgest countries (Brazil, Mexico or
Argentina) both urban and rural microfinance is justifi@gg and investors have to consider
that as those countries concentrate most of the atierica population, they also have most

of the poor people in the regién.

According to the United Nations (UN) to 2005, approximately 2206%e Latin America

population lives in rural areas, about 131 million peoples. ¢ertainly true that in relative

* According to the World Bank to 2005 poverty in Mexico and Braach 40% and 38%, respectively, about
114 million.



terms most poor population of the Latin America reggoconcentrated in the rural areas;
poor rural people are about 54% of the total rural populatiompared with the 31% of poor
people that live in urban areas. However, in absoértad, of the total poor people of the
region, about 66% live in urban areas. This is mainlyampt for a migration phenomenon
inside each country from the rural to the urban arebghwvill continue, as the UN
estimates that for 2010 the rural population will decregst 20.9%.

2.4  More Competition: the Trend Toward More Sophisticated Poducts

Two microfinance business models have been prevalent redgien, both with a commercial
focus. Those are MFIs that become banks: “upgrading”, amsnercial banks doing
“downscaling™. It is important to mention that those banks, noy @né attending micro
entrepreneurs but also they are focus its attentionltanked people like new wage-earning,
with special consumer credits or passive products likewataddeposits, which is a market
that traditional MFIs were not given special attentioie to their focus in micro-business.

In this scenario, the referred banks are offeringets austomers a complete range of retail
products like: transfer services facilities, new loatians like mortgages, and international
credit cards, and also microinsurance to cover defaigto business which represent a huge

new market, due to the traditional high micro entreprés@afault rates.

Banks in downscaling process could get faster and bett&roas by using their competitive
advantage and their financial innovations for the microf@asector. Innovative products for
the microfinance business, like: loans in local currenemittances, securitization programs,

microinsurance, equity stakes or special investment funds.

This can lead to a wider range of options for furtheemding microfinance services. For
instance, international banks can achieve greater eitigziand cost reductions for their
microfinance ventures, by helping MFIs to access to ttanéial capital markets and by
offering technical assistance to build capacity.

® Examples of Banks doing downscaling by themselves: ABNRO Real (Brasil), Banco de Venezuela
(Venezuela), Banco del Pichincha (Ecuador), Banortei@dgand Banco de Crédito (Peru). Other banks into
downscaling process with the support of the Interameidearelopment Bank: Banco Uno (Nicaragua y El
Salvador, 2006), Interbank (Peru, 2006), Banco G&T ContinéBtatemala, 2005), Bancasol (Guatemala,
2004), El Comercio Financiera (Paraguay, 2001) y Sogebant, (£298).



On the other hand, for the current microfinance partitgahe most obvious consequence of
the growth in microfinance investment is a sharp rissompetition. More MFIs are being
created, existing MFIs are using new capital to support éxeansion plans, and commercial
banks are arriving from to establish a direct presemogeating fund vehicles to do it for
them (Lascelles, 2008).

Although demand for microfinance services continues tostigagly, expansion on this scale
is hurting the less professionally managed MFIs and colad its credit standards as lenders
fiercely compete for borrowers. This is causing alarmugh much of the established MFIs,
which sees its markets and profitability threatenedinftance, in Peru, Caja Municipal de
Piura, a leading Greenfield MFI reduced its ROA from 3.77%eatember 2005 to 1.76% at
April 2008, and Bancosol in Bolivia reduced it since 2.73% to lirb#te same period.

Nevertheless, for those well established MFIs this teryles helping them to enter in
innovative process looking for new revenue sources, i&e: products or better ways of
delivering them, and also trying to improve cost contrag #lso stimulating capital markets
operations of biggest MFIs in the region, who see thepact of selling out to rich
commercial investors, for instance Banco Compartamdeixico, which raised capital

successfully in the Mexican stock market.

To sum up, at the end, this new diversification phenomalhéae good for Latin American
microfinance participants in the case of MFIs: i) prodtaiered to better fit client’s needs
can reduce risk of misuse of loans, ii) cross-sellingricial products to known clients will
provide new opportunities for growth, and iii) product divécaiion may allow lenders to
establish monogamous relationships with their cliemtover all of their financial service
needs. And since the point of view of microfinance acu&liture customers this tendency is
positive because represent more diversify and cheapessatefinancial services.

2.5 Actual and Potential Market in Latin America

There is increasing evidence that microfinance is a plétactivity in Latin America and it
will very likely continue to expand in the coming ye&sll, a huge potential market exists
for microfinance in the region: according to Navajas (2@bé)potential market is close to 67

® In April 2007, Compartamos Mexico issue shares for USDrdillibns. But, the market capitalization of
Compartamos Mexico at the end of June 2008 was about WWBD &jllions.
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million households in the region, which is the numigpeople that their income origin is

their microenterprise activities.

In table 3 are ranked Latin American countries accordiagdvel of penetration of the
microfinance service, besides the mature Andean couyrfeea and Bolivia, there are other
Central America countries, with high level of penabratespecially Nicaragua that cover

about 58% of its potential market.

On the other hand, the biggest countries of the regicaz{iBMexico, Colombia, Argentina
and Venezuela) that concentrate most of the regiompsalpton, about 73%, have the lower
market penetration, most of them below the regionaleaesof 8.7%. It means that to 2005,
about 91.3% of the microenterprises of the region, apmately 61.7 million did not have

access to financial services.

Table 3
Potential Microfinance Market in Latin America, 2005
Country Number MFI Micro- MFI Customers
Customers enterprises / Micro-
(Thousands) | (Thousands) enterprises
1 | Nicaragua 399 685 58.3%
2 | Bolivia 548 1,737 31.6%
3 | Peru 1,174 4,993 23.5%
4 | Guatemala 363 1,600 22.7%
5 | Chile 298 1,497 19.9%
6 | Ecuador 327 1,991 16.4%
9 | Mexico 1,217 10,395 11.7%
10 | Dominican Rep. 145 1,400 10.4%
14 | Colombia 608 8,713 7.0%
18 | Venezuela 45 3,247 1.4%
19 | Brazil 290 22,408 1.3%
20 | Argentina 11 3,787 0.3%
23| Total 5,952 67,579 8.7%

Source: S. Navajas and L.

Tejerina. How large is theket? IADB, 2006.
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3. Business Microfinance Models: Banks, MFIs and NGOs
3.1 Evaluation of the Microfinance Models

One of the critical decisions that bankers looking teeséhe microfinance market niche must
make is whether to do microfinance in house or througle smrt of external organization
such as a service company or subsidiary. But, whethdyatiile chooses to do microfinance in
house or through one type or another of external org@mzaill often have a substantial
impact on the success of the bank in this new ventussifey, G. 2006). In this sense the
bank should understands the pros and cons of the diffsreictures and how they depend on

country and bank circumstances.

An external organization has more relevant advantagesaih internal unit, as we can see in

the following table that summarize the advantages of inb¢hnal and external units.

Table 4
The Choice of Structure
Advantages of an External Advantages of an Internal Unit over an
Organization over an Internal Unit External Organization

= The bank’s losses are limited to the | = Can be faster to start-up and start-up

amount it has invested in the external cost are reduced

organization = Can have lower operating costs
» Image and branding = Qutside shareholders are avoided
= Greater freedom to implement = Funding advantages: a) few

microfinance products and processes  restrictions on capital backing from
= Qutside shareholders can contribute to the bank, b) usually lower funding

governance, technical assistance, and cost than subsidiaries.

reduce risks for the bank.
Source: Gutin, J. Jepsen, J. Miller, M. Natilson, Mgkiton, T. and Young, R. (2005).

An important advantage of doing microfinance through ameaterganization instead of an
internal unit is that the external organization mayble to escape the rigidities, bureaucracy,
and culture of the bank to a much greater degree and thusuch more appropriate

microfinance procedures and products.
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From an image and branding point of view, external orgtoirmare advantageous for banks
that want to create a separation between their tvaditoperations and its microfinance
activities. The bank may wish to create an exterrgdwmration, if the bank considers that
tactics in which poor people are charged high interest,rptessured to repay loans, or have
their household goods or equipment seized could damage itsigepaitation.

The external organization has other possible advantgesstance, when the bank takes on
outside shareholders, specialized in microfinance busiikesaCCION Internationdlor
Kreditanstalt fir Wiederaufbau (KfR)and is only a partial owner of the MFI, those partners
typically provide high quality technical assistance to tlganization in how to do

microfinance properly, increasing the microfinance programésces of success.

On the other hand, among the advantages of an interhaluer an external unit, it is
important to mention that usually, greater integratioa the bank reduces operating costs.
Mainly, because there are economies of scale in #tllomethods a financial institution uses
to fund itself: borrowing from donors, banks, and otherses; mobilizing deposits; issuing
bonds; and issuing stock.

Another advantage of the internal unit is the natwaliction in market risks stemming from
balance sheet netting. With less risk, risk-mitigatioats are normally reduced.

To sum up, there is not a unique solution to the questibasifstructure. It mainly depends
on the strategy of the bank to enter into microfinaneness and of course on the legal

requirements of each country.

3.2 Drivers to the Downscaling Approach into Microfinance

Table 5 shows the most important drivers, both inteaindlexternal that a commercial bank
can have take into consideration for a process of doalimg into the microfinance industry.

" ACCION International is a NGO that receives fundingath public and private sources, for instance: USAID,
IFC, Citigroup Foundation, JP Morgan Chase, Open Solistijute. ACCION develop its operations mainly in
Latin America, where have supported the launch of sortteeahost successful upgrade MFIs: Bancosol in
Bolivia, Mibanco in Peru, Banco Solidario in Ecuador aadd Compartamos in Mexico.

8 Kfw is a German development bank, very active in tha afenicrofinance, nowadays support more than 87
microfinance projects. The bank contribution torthierofinance business is not only with financial support
(credit lines, collaterals, etc), but also through tezdirgervices, like for instance the initial assistafor the
creation of the Cajas Municipales de Ahorro y CréditBéru.

13



Table 5

Drivers for Bank Downscale Into Microfinance

Internal Factors External Factors

* Profit » Large microenterprise and low-income
* Risk diversification market

» Excess liquidity » Competition

* Image - Social responsibility e Trend

» Cross-marketing opportunities » Regulations

» Bank leadership » Donor or government initiative

» Compatibility with bank strategy or » Market pressure on margins

other lines of business » Desertion of traditional clients

Source: Young, R. and Drake D. (2005) and Valenzuela, L (2001)

Experience has repeatedly shown, however, that micradfenbest succeeds in institutions
that possess a sound business reason for entering itket;naad the most important are: a
continued support of the bank’s board and most senior mangsnjeand a group of midlevel
managers who are persistent in establishing and advaneimgi¢iofinance concept. These
internal drivers must be matched by an environment fav@fabimicrofinance, with

sufficient demand, freedom to set prices, and reasoradpléations.

The most classical reason for international bankiseggood image that allocate money to
microfinance means, because public usually tend to relatefmance as a corporate social

activity, considering its focus on serving the poor.

The microfinance portfolio itself achieves substantribification, not only because the
performance of the microfinance portfolio may have tmarelations with traditional bank
business lines due to the very different nature of tie@tsl and activities, but also as a bank

business line that have performed well in times of Bcas

MFIs display no statistically significant relationglwith global market movements. But,
regarding exposure to domestic Gross Domestic Prodiggemonstrated that MFIs are not
detached from their respective domestic economies.drsémse, according to a recent study
(Krauss, N. and Ingo, W. 2008), MFIs may have useful diveasibn value for international
portfolio investors able to diversify away from countigskrexposures

14



According to Westley (2006), specifically in Latin Amerite main reasons why banks are

downscaling into the microfinance business are:

» |Increased competition in the banks’ traditional marka&ish as serving large firms, small
and medium size enterprises, and consumers.

= The attractive profits on microfinance business. Fangde, the Microbanking Bulletin
reported that of 52 Latin American MFIs reporting for 2008, tnedian adjusted return
on assets (ROA) was a 1.8 percent and the medianedijeitirn on equity (ROE) was
9.5 percent.

= A large unserved market in most Latin American countudsch holds out the prospect
of rapid growth.

= Ample proof that microfinance works, and continues tokweell even in bad economic
times. For example, Westley (2006) presents individua datll leading individual
MFIs in Bolivia, Colombia, and Peru that show remarkadaly delinquency rates and
high ROAs during the particularly deep and difficult 1998-9@ssmn.

= Credit coefficients. The governments of some countsiesh as Brazil, Colombia, and
Venezuela, encourage or force all banks to dedicate anceet@entage of their demand
deposits, loan disbursements, or loan portfolio to noenas.

4, Microfinance Niche for Commercial Banks

4.1 Double Bottom-Line Microfinance Business

Success microfinance programs indicate that low-incowkets can be served on a
“sustainable” basis, that is, with full cost recovang a market return, without subsidy
(Gutin, J. Jepsen, J. Miller, M. Natilson, N. SingletT. and Young, R. 2005). It means that
the double bottom approach for microfinance is the leadhodel to assure, not only the
sustainability of the microfinance as a new bank busilressbut also as a proved approach

to reduce poverty.

As a result, nowadays some major international barkssing microfinance for both; serve
the unbanked people for corporate responsibility motivet aa a business case and long-
term commercial activity. Also, the participation ofarnational banks in microfinance can

stimulate innovations for microfinance and contributefteiency gains for microfinance
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operations, having into consideration their scale and ggpeThis could open the door to

increasing the outreach of microfinance services arownatinld.

The difficulty, however, is in marrying these newemnmtnercial objectives with
microfinance’s traditional philanthropic mission. Whiteny of the professionally managed
MFIs measure their success in terms of profitability sawestor returns, these indicators are
not used for most of the industry, especially non-regdi&GOs, whom sees its main

purpose as relieving poverty and serving the financially excluded.

One important difference in both approaches is thegehaf higher interest rates for
microfinance loans in the case of the commercial apprddmwever, the growth of healthy
microfinance portfolios in a diversity of countriest fostance in the Andean Region, show
that micro entrepreneurs and other low income cliesmisamd will pay higher prices for loans
and other banking services, based on their higher costtappgrithat they pay to
moneylenders and other sources of financing, as well da¢hthat is higher the profit

margins that microenterprises generate compared wittoteof microfinance loans.

The fact is that worldwide microfinance is under huge pressubecome more commercial,
thus regulated, because without firm commercial foundsitibiis questionable whether
microfinance would become the sustainable business thetds to be in order to survive
and do well for the poor. Commercial pressures may beypdnaf they are also rigorous on
governance, management, cost control, transparency, thegsshowed to be actual or

potential areas of weakness for most MFIs.

4.2 Replication of Best Practices in the Downscaling Process

Banks entering microfinance will need to make decisiomvany area, from selecting
strategic partners to designing the appropriate operating moidehal organizational
structure and product offerings. At the same time, thewlsl notice that, some aspects of
retail banking, such as credit systems that sepamt¢dit application, analysis, approval,
and supervision processes, are not effective for mitegase lending.

In addition to drawing on the resources of credit husea bank, especially one with
consumer lending operations, may use technology suaie@is £coring to help control
repayment risk. But nowadays, credit scoring in micrafoeis in its very early stages

16



(implemented by only a few sophisticated MFIs) and itshasebeen hampered by a lack of

consistent historical household data (Young, R. and Dra®@b).

Of the Latin America urban and individual lending modtledre are some special
characteristics or processes of microfinance thatamk should have to take into
consideration in any downscaling program, like for instanagharge much higher interest
rates to compensate for the smaller sizes, shem@st and more frequent repayments of
these loans; ii) the microfinance procedures gives mugditgr reliance on character and
household cash flow analyses than on collateral,phanee of a lack of borrower financial
statements and other business records; iii) loan odfiwio spent most of their time in the
field looking for loan applicants on site and callingro@rers with overdue paymerits.

Also, it is necessary to use available technical asgistabout how to do microfinance right.
As is mentioned in the Annex 2, there are some key,radeish have been probed to be
successful during many years in Latin America. Followhmagse rules banks would save

expensive mistakes and earns greater profits more quickly.
4.3 Risks and Impact of Future Microfinance Ventures

Financial valid arguments for commercialization of roftrance is that the risk of financial
failure tends to be low relative to the returns, andttiarisk-adjusted total returns on
microfinance exhibit low correlations to those of otheailable asset classes, thereby
presenting investors with an attractive opportunity forfpbat diversification.

But to take a decision about a microfinance venture, begdefinancial risks, banks should
understand that the sector is undergoing great structuragetiaConvergence is occurring
between microfinance and mainstream banking as MFIs grewe and sophistication, and
commercial banks enter the market. These trends hawteoaite size and quality of the
microfinance sector, but also created new pressuremgdetition and sharper expectations.

There are some failure experiences in downscaling prograbain America. The two main
causes of failure are, first, a technical failure beedahsse banks often don't really
understand microfinance characteristics and processdsantb make it into a profitable
business line. Second, a bank’s failure because a ladawohtment of those banks to

° For a detailed list of Elements of an Appropriate Mficrance Methodology see Annex 2.

17



consider microfinance as a profitable business. In susdsdaie microfinance program never

achieves the scale or profitability that would justifywgoued involvement.

Another risk facing microfinance worldwide is the uneven ikypaf management at MFIs at
a time of rapid change. Closely linked to management drereoncern about the quality of
corporate governance and staffing in MFIs, both of whighseen to be weak and a drag on
development (Lascelles, D. 2008).

Specifically in Latin America, MFIs practitioners doeused closely on external factors
bearing on their business: competition, regulatory andigadlpressures. Also related to the
growing commercial pressures to which they feel exposedvamportant concern is their

major exposition to interest rate risk (Lascelles2@08).

The risk of diversification can lead to increase lodam@es per borrower as MFIs make
multiple loans to repeat customers. Furthermore, Milerang the consumer market face
lending without the strong guaranties that come withaeicterprise loans or by group
lending methodologies. The combination of the trendsitdsvlarger, often riskier individual
loans, especially for consumer use, and rising loan batamay lead to higher delinquency,

along with problems associated with over-indebtedness.

Finally, it is important to mention the major risk facthat microfinance deal with in Latin
America is the uncertain political environment of thgi@a. The risk is that the stability of
microfinance policies will affect the activity, for irgtce, there are some governments that
impose ceiling levels to interest rates or create lmgreay subsided institutions which
compete with the MFIs without commercial terms.

5. Strategies of Spanish Banks Related to Microfinance in LatiAmerica

BBVA is one of the top financial groups in Latin Amexigroviding banking, pension and
insurance services to most countries in the region Grbep is the leader in Mexico,
Colombia, Peru, Argentina, Chile, Venezuela, Puerto Fapaguay, Uruguay and Panama.
It has more than 20 million customers in the regior2d@7, the region recorded its highest
ever net attributable profit, with a figure of USD 3,424liovil and growth over 2006 of
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12.7%°. In the region there is a high concentration oljisrations in Mexico which

represent the 75% of the total profits of the region.

On the other hand, Santander GrAugiter the acquisition of Banco Real in Brazil has
become the largest banking group in Latin America. Imsewf profits, the bank continue its
strong growth trend in Latin America: revenues and prgétserated in the region doubled
between 2003 and 2006, in 2007 attributable profit increased 27.3%4x@,6%8 million.
Growth was quite concentrated within the region, bectheséhree large markets: Brazil,
Mexico and Chile accounted for 79% of the total profithef tegion. The bank is also present
in Argentina, Venezuela, Puerto Rico, Colombia, UruguayRserd.

It is important to mention that both banks have singtaals to their expansion plans into the
region. In the case of Santander Group, focus in Bragilire to double its business and
customer revenues in three years in the region, bhasveeach more than 30 million
individual customers in 2009 (26 million in 2007). BBVA, on ttker hand, have a Banking
Penetration Plan in Latin America 2008-2010, that havgadla¢of double its credit portfolio,

with 4 million new customers in Mexico and 3 millionSouth America.

But, to first capture the huge potential market of unbankedi@p@opatin America, about 61
million microenterprises that do not have accessrmdbfinancial services; Spanish banks
with considerable presence in the region have diffesteategies. In the case of BBVA, there
IS a new strategy to enter in this business with an itapbinvestment through a
microfinance foundation, on the contrary, Santandezs ¢t have a noticeable strategy to
support the microfinance activities of their Latin Amargubsidiaries. In this scenario an
analysis of both bank approaches in the region is stidwvidentify their drivers and
characteristics.

5.1 BBVA Group

The BBVA's general plan to increase bank accessibdityhe poor people is focused in both,
banking and social programs (BBVA's Annual Report 2007). Imkdoanking programs,

which the bank considers as a strong growth engines ther strategy to serve immigrants in
Spain (Credit Express), but also to attend unbanked peodpdg¢imAmerica. In relation to the

9 The total Net Attributable Profit in 2007 was about USB80 million, 29.4% up on 2006.
1 Santander is the first bank in the Euro zone andfthé/forldwide by profits. In 2007 got Net Attributable
Profit for USD 11,100 million, a year increase of 23%.
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social programs, there are social plans programs in @pairell as in Latin America, but the

BBVA Microfinance Foundation is the differential faciato this general strategy.

BBVA Microfinance Foundation®?

The large flow of money going into microfinance instus is a potential problem, for most
Latin America MFIs, because most small MFIs show waaaklimited managerial capacities
and few worthwhile projects to fund. An alternative optionhis approach is equity
financing of micro credit financial organizations, linked tchi@cal assistance, which is
exactly the one adopted by BBVA'’s Microfinance Foundation

BBVA realized that entering in microfinance they req@areadically different approach
compared to conventional banking. With a purpose spengtdution the bank expect
acquire significant holdings in specialist organizationselibging a range of services and
unique policies for risk approval and management. BBVA consiide as, the microfinance
industry is extremely fragmented, therefore to makeffactére impact in poorest areas,
usually under-banked levels of society, it is necessapgaialized microfinance banking
network that would provide the economies of scope ané,soaéded to make it competitive.

In these sense, in 2007, BBVA set up the BBVA MicrofinalRoandation, as a strategic
initiative, considering that according its studies it Wlfills bank’s requirements of
profitability, sustainability and also good image. This4poofit institution will promote
access to financial services among people with lownmesy focusing especially on those
socially and economic disadvantaged areas. The Foundsiioddependent of the BBVA
Group in terms of both governance and management, amitlitserm goal is to consolidate
its position as one of the largest microfinance netdoth in Latin America and worldwide.

The foundation’s strategy involves driving microfinanketigh partnerships and holdings in
microfinance institutions with a proven local track-recand solvency in the management of
such resources. Also, as a complement, the foundiattorundertake programs in
professional coaching, technological innovation, the pi@mvisf information and the know-
how and best practices in corporate governance thiaheli to create an environment that is

more propitious to the development of microfinance.

12 Information was collected from BBVA's web site aBBVA's Press Releases.
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The foundation currently has an allocation of €200 nmilliof which €20.1 million were
invested in 2007. The foundation’s operations are initialhtered on Latin America, with
priority being given to those countries in which the BB@#oup is present. Accordingly, in
2007 the foundation purchased majority holdings in two Perwngtes (Caja Rural de
Ahorro y Crédito Nor Pert and Caja Rural de Ahorrargdto del Sur), which are to be
merged in 2008. In Colombia the foundation had created aewvated entity, called
Bancamia, in cooperation with the world women’s corponati Corporaciéon Mundial de la

Mujer-Bogota and Corporacién Mundial de la Mujer-Meaelli

The bank’s aim is that the future microfinance netwoitkta create synergies, because there
will be an interchange of knowledge and experience, &tante, the BBVA Microfinance
Foundation will add: risk management, growth capabiliaesess to the capital markets,
information technology development, technical and manageatdities and be part of a big
network with international credibility. MFIs partrsewould add: knowledge of the local

markets and knowledge of their specific industry.

Table 6
BBVA Microfinance Foundation First Acquisitions
Caja Nor | Caja Sur | EDPYME CMM CMM
Peru Peru Crear Bogota Medellin
Peru Tacna Pery Colombia | Colombia
Loans 37.3 25.9 21.3 34.9 32.4
Equity 6.6 5.3 4.4 6.7 5.8
Delinquency 4.6% 4.5% 4.33% 1.64% 1.96%
ROE 25.6% 24.0% 18.7% 18.1% 16.8%
ROA 3.4% 3.6% 3.2% 3.6% 3.5%
Employees 436 160 114 284 254
Branches 17 10 11 27 17

SourcesS. Navajas and L. Tejerina. How large is the markeEPBA2006. And SBS Peru

Table 6 shows that BBVA first country focuses are enAmdean region where the bank has
presence. It seem that those five acquisitions haveasiotiaracteristics, but as it is
mentioned previously, each country have its own pedugisy for instance, Peruvian
acquisition are regulated institutions and Caja Nor BediCajasur finance most of their
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operations with savings accounts. On the other hand, tthe &dBociated in Colombia are
specialized non-regulated NGOs, that having successfuils,gsave other operating
differences with its Peruvian peers, for example, tteyot receive savings and have ceilings
for their interest rates. In this sense, the creaifanregulated MFI in Colombia, called
Bancamia, tends to imitate in Colombia the Peruvian éxmues.

Corporate Social Responsibility Report BBVA 2007

The report highlights that with its first operationgieru and Colombia, the BBVA
Microfinance Foundation is already reaching 200,000 beneésiari

Another important emphasize of the report is thet@ean 2007 of the Fondo Codespa
BBVA microfinance fund (hedge fund). This fund makes BBV A& af the world’s first
banks to roll out a microfinance hedge fund in Latin Aioge As well as being the nexus of
union between socially responsible investors and the fmarece industry. In order to
support decision-making in the selection of those micawite institutions to be backed, the
bank has contracted the services of BlueOrchard, ot aforld’s foremost investment

managers in the microfinance field.

The creation of this new fund seems not coherenttércurrent double-bottom line strategy
of the BBVA Microfinance Foundation, considering thatstneedge funds attract institutional
investors that with advanced investment strategies sutdvarage and derivative positions
look for generating high returns, without having into comnrsitien corporate social goals.

5.2  Santander Group

The Corporate Social Responsibility Report Santander,200icate that Santander’s
microfinance initiatives are focus in its Latin Amermgerations, in this sense, the Bank
participates in various initiatives in order to contribwith knowledge, capital and work for
the development of the countries in which they opersteording to the referred Report,
Santander has the following microcredit initiatives:

Argentina

= The local microfinance program is in its first stagbg program has two objectives:
provide financial assistance to microfinance institutionggnized as NGOs and improve
the knowledge of Santander Rio’s managers handling tkiadss.
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Chile

= Through Santander Banefe, the consumer finance fittmeolbcal Santander subsidiary,
during 2007, 56,540 micro businesses received credits, 12,743 ofathemall farmers
and new long-term lending products were created and addeel portifolio offered. Also,
in 2007, the first branch specialized in micro-businessessopened in Santiago.

In Chile there is the biggest Santander microfinance progtasm downscaling
microfinance program with the creation of a microfirmdavision in house the bank. The
model is urban and individual lending and the methodolsgymilar than in other Latin

America countries.

Brazl

= Santander has a microcredit program for small compan@sndividual entrepreneurs. In
2007, 30,000 customers were granted these credits. The proggsateveloped since
2003 and today forms part of the Bank’s line of products.

It is important to mention that in the case of Brahé next integration of Banco Real to the
Santander Group, the Real Microcredito, originally estaétissor ABN Amro, will represent
a new downscaling microfinance program to the group. Thgrano was the first case of an
international commercial bank involved in microfinamedrazil. The bank partners with
ACCION International to get expertise and technical aasi&t for its operations, but
nowadays it has a quite low outreach with a currengigréfolio of 8,250 clients.

Venezuela

= The Bank is the leader in the microcredit segmerit witmarket share of 11.75%.
Santander Venezuela’s micro credits account for 5.228teoBank’s gross lending
portfolio, almost double the 3% required under Venezuelaikibg regulations. The
Bank also sponsors training workshops for micro businesdepeop

= At the initiative of the Banco de Venezuela — Santa@leup Foundation, Bancrecer, a
development bank, has been granting small personaldo@hadvising people without
accounts for the last two years. It has establishedtmnbigoal, like, to grant in five
years, 300,000 micro credits, generating 900,000 new direct arecindbs, with more

than three million Venezuelan beneficiaries.
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The case of Bancrecer in Venezuela is another downggatocess of a Santander subsidiary.
It is important to notice that this program follows thethodology prevalent in the Andean
region, that is, urban and individual lending, for instaraccording to information of the

bank, to reach its target, the bank’s credit offiggres to the street looking for its customers
located in popular neighborhoods.

To sum up, Santander already has three downscaling mangg programs in its Latin
America subsidiaries. But despite that all these progtfzame the characteristics of the
leading microfinance models in the region, which aregtarban and individual focus; they
do not seem as an integral or coordinated program.

5. Conclusions

Nowadays is clear that microfinance outreach does nat ioabe at the expense of
profitability. Alleviate poverty and profitability are naecessarily mutually exclusive; there
are many large MFIs which manage to produce acceptable fahagkirns while also

meeting their social responsibility goals.

The past years Latin American microfinance is growingeasingly diverse, not only in
terms of the types of institutions but also in theedtéht products they offer. Traditional and
leader local banks as well as some international bargkgradually becoming more involved
by offering more products and services. And as a responie tis¢ in competition, some
well established MFIs are diversifying with consumer, mayggdome improvement and
other varied financial instruments. But, according recstitnations in major populated
countries of the region there is a huge gap betweeruthent supply of financial services to
microenterprises or low-income population345678s and the deimaid

And to reach this potential market there is not a uniqo@ehof Latin American
microfinance; but the leading approach is the microfinghcgter in the Andean region,
which is an urban, individual methodology, that aftererihan 25 year has stand as a
sustainable commercially focus microfinance modelhisisense, when a microfinance
venture is directed to other countries of the regidhgethrough an internal or external unit,
this model should be consider as a basis model to hétex bleances to succeed. Also in
downscaling programs banks should be taken into considecattumstances of each
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country, for instance: the regulatory framework, the eegf development of local financial

markets and macroeconomic conditions.

Banks that are successful at microfinance, in terngsafth and profitability, have built their
programs on a sound business case and operate in envirotina¢@i® conducive to
commercial microfinance. In this sense of the analgsithe microfinance approaches of the
Spanish banks in Latin America, it seems that neBBfA nor Santander have a conclusive
strategy. In the case of BBVA, realizing just in 2007 ef plotential microfinance market of
the region, the bank launched a long term program aatagt approach, due to the size of
the money allocated, it appeared as an impressive attBotpuith the creation of a hedge
fund for microfinance, an opposite approach, the micaoite strategy of BBVA looks
incoherent. Besides the bank replication attempt oP#revian model, should be carefully
implemented and monitored depending on each country petedian order not to have

failure results.

On the other hand, Santander with bigger presence indjoe onbanked country of the
region, Brazil, does not have an integral and cooredatrategy for the microfinance
activities of their Latin America subsidiaries. HoweW is important to notice that Santander
have inner strengths in microfinance methodologies, deriag its successful downscaling
programs in Chile and Venezuela, consequently, the bank gseailthis expertise to support
new microfinance ventures in other bigger markets, wihéia@se presence. But, first at all,
the bank should consider microfinance not only as porate social responsibility issue, but

also as a commercial value added business.
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Annex 1

Microfinance Business Competition in Latin America 2007 — Coumy Profile

2]

Level of
Country competition Comentary
There is very little competition among MFIs. Butspecific regions,
Argentinal 0.0 (HHI: 4702.6)competition is beginning to arise (eg, the proviot8uenos Aires, Mendoz4
Salta). Many provinces are served by only onetursin.
There is moderate competition among MFIs. But theeewell-developed
Bolivia |2.0 (HHI: 1459.6)|microfinance market with considerable outreachathbregulated and non-
regulated institutions.
Brazil 0.0 (HHI: 4541.6) There is very little compet|t.|on among MFIs. Buetlevel of competition hag
grown in recent years, but is still quite low.
There is very little competition among MFIs. Th&eeportedly good financi
Chile 0.0 (HHI: 4165.8)|access for formal microentrepreneurs, but poorsecfar informal
microentrepeneurs.
Colombial 1.0 (HHI: 2207) There is little competition among MF!S. But Colomlhias one of the largest
non-regulated MFI sectors in the region.
There is sustantial competition among MFIs, with lilwest HHI score in the
region indicating the lowest level of industry centration. Ecuadorian
Ecuador | 3.0 (HHI: 561.7) [microfinance has had one of the highest ratesaftjrin recent years (even|
more than Bolivia and Peru). But It still needs especialisation in product
supply and operators.
Guatemal0.0 (HHI: 2962.9) I'Il'herle is a very low Ieyel 'c'>f Com"petm.on among MRL'a)mPetltlon is still in a
basic stage of formation”, and "lacking in mar&atrants".
Mexico |1.0 (HHI: 2417.4) Therg is little competition among MFlS.. Co.mpetltwas still low, but
growing. Interest rates and costs remain high.
There is a moderate level of competition among M&lth one important are
Paraguay| 2.0 (HHI: 1719.3for improvement being high interest rate spreadsjqularly at finance
companies.
There is considerable competition among MFIs. RediBolivia are the mos|
Peru 3.0 (HHI: 781.1) |competitive MFI markets in the region. There isstahtial competition amor
and between regulated and non-regulated institsition
Uruguay | 0.0 (HHI: 5662.5] There is very little conifieh among MFIs.
Venezuelh 0.0 (HHI: 5587.7 There is very little competition among MFIs. Butkvhew market entrants it
may be poised for modest growth.

*The Herfindahl-Hirschman Index (HHI) is a measure of the ef firms in relationship to the

industry and an indicator of the amount of competitioomgrthem, it can range from 0 to 10,000,

decreases in the HHI index generally indicate a loss ohgrpower and an increase in competition,

whereas increases imply the opposite.

13 Adapted from Economist Intelligence Unit (EIU), IDB/M#Rd CAF
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Annex 2
Key Elements of an Appropriate Microfinance Methodology*

Small, short-term loans that may increase inamzketerm if successfully repaid.

High interest rates (much higher than banks chargehéar larger loans) to compensate

for the high operating cost margins associated with mgagmall loans.

Greater reliance on cash flow and character anatis@son collateral, in which:

= The unit subjected to the cash flow analysis is theeshtiusehold, not just the
business.

= The character analysis is based on visits to thetdiaome and work place and on
talks with business associates, neighbors, friends;edatives.

= Collateral generally consists of unregistered householdsyand business equipment
and/or group guarantees.

Some use of non-traditional repayment frequencies tatéeilgreater monitoring of

borrowers (weekly or biweekly instead of monthly), or esémstallment payments that

vary in size and/or frequency (for clients with strongsemal variations in their income,

as often occurs in the agriculture and tourism sectors).

Decentralized loan approval processes, rather thanaselapartments signing off on loan

approvals.

Rapid loan approvals and disbursements, with little dormaal documentation required

of clients (such as financial statements and collbagaraisals).

Loan officers who spend 80-90 percent of their time irfild (developing and screening

new clients and checking on old ones, especially thoseanddelinquent).

Loan officers who see their loans through from origgorato collection and have an

important part of their remuneration (perhaps 30-70 perdet¢rmined by their portfolio

delinquency rate and loan volume.

A strong and effective loan collection program that inetitmmediate and repeated

follow-ups on loan delinquency and a management informaystes that supports this

with daily reports to loan officers showing which oéithclients are delinquent.

Operating costs are often held down by having loan offiesesnexpensive modes of

transportation and by operating out of relatively modestdh offices.

14 Westley, G. 2006
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