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ABSTRACT

This thesis is both a qualitative and quantitative study, investigating the sustainability of
Credit Management Services Limited (CMS) within the broader context of the Zambian
microfinance industry. Microfinance is regarded as one of the tools for poverty reduction.
As such, making microfinance available to many poor people is the purpose of
microfinance. Over the years it has become clear that microfinance institutions have to
operate efficiently and be self-sustainable in order to continue a;sislillg the poor.
However. in spite of the support and encouragement given for sustainability, evidence

shows that there are few sustainable microfinance institutions in the world. The various

factors impacting upon sustainability therefore, need to be examined and means of

have been influenced by cxworld. The framework for

INIVERSITY aof the . A
discussion and analysis o[‘[""ofﬁrgt?’o:};fll :?5431];2:%)1]!&3’;"!ﬁnancml sustainability and
_ - , WESTERN CAPE _ ,
operational efficiency is also set out. The study discusses the Zambian microfinance
industry and shows how and why the industry has emerged and grown in the past decade.
Some constraints are identified that need to be dealt with in order to enhance
sustainability of the industry. The study of CMS reveals that the institution is not yet
financially sustainable, but that its efficiency levels are steadily increasing as it has put in

place mechanisms to recover costs, charge economic rates of interest and increase and

maintain its client outreach. Indicators are that it is moving in the right direction with its
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cost recovery, increasing client outreach and utilization of loans for on-lending as
opposed to subsidies. This study therefore draws on the general experiences of the Credit
management Services in order to draw lessons for the Zambian industry. The study will
argue the case that though sustainability is difficult to achieve, there are positive
indicators in the Zambian industry that this is possible and that CMS could be considered
as an example. This claim is verified against the experience on the ground of Credit

Management Services.

The study concludes that building a sustainable microfinance industry anywhere is not
the easiest task. Sustainability is possible but requires a lot of investment in capacity

building and deliberate steps for cost efficiency, appropriate pricing policies and an

stake holders include the needto—utilise—cheaper_localhumun resources and invest in

strengthening local institutionslt%\t:htlﬁ‘)}lf PJEa'hL‘I)ILl‘;‘tIﬁ{IIEEJI {0 enhance the sustainability
WESTERN CAPE

of microfinance initiatives.
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CHAPTER ONE

INTRODUCTION

This research report comprises a case study on the sustainability of a Zambian
microfinance institution, Credit Management Services limited (CMS). The study sets out
to analyse the sustainability of CMS in the broader context of the microfinance industry
in Zambia and draws conclusions and recommendations for stakeholders. This
introductory chapter of the thesis presents the overview, the rationale of the study and

states the research problem. The aims and objectives of the study, and structure of the

thesis are also discussed.

1.0 Overview

The task of building sustainabi nee- mstitutions o (MIIs) is an enormous one,

because there are large numbieis ol podr Bnticpréngtis resulting in a high demand for
financial services. Sustainability it the lcontext of mictbfinance institutions is widely
accepted to be synonymous with financial viability and is regarded as necessary for an
institution to increase its outreach to the poor. Ledgerwood (1999) points out that there
are about 500 million economically active poor people in the world operating micro

enterprises and small businesses, but most of them do not have access to adequate

' The term microfinance institution normally refers to non-Governmental Organisations (NGOs) and/or
private institutions providing financial services to poor entrepreneurs or low-income households.
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financial services. In fact it is estimated that Microfinance® only serves 16 million out of
the total number of 500 million (CGAP FocusNote No. 20, May 2001). In view of the
fact that credit provision has an important role to play in poverty reduction, the need to
develop and sustain the MFIs cannot be over emphasised. As a result, all stakcholders are

paying a lot of attention to sustainability issues.

International literature shows that past efforts using subsidized and directed credit seem
to have left a legacy of failed and unsustainable programmes that per;;etually depended
on donor and government funding. These early credit programmes constituted the
subsidizing of bank loans to poor households in order to overcome the reluctance of
banks to lend to collateral poor households. The loans were subsidised by the state and/or

donors in order to make themaf

of the programmes was social, jutere :ptbelow market clearing levels

tes in these programmes were

(Morduch, 2000). Morduch furt; HI p* 1}115 0

r

high because the loans were @

Haterised-and some borrowers saw no need to pay back

government money. The 105565 auL to hiﬁ'l p‘\yl’neht wél‘e ‘borne by the governments.
WESTERN APE

Since banks were having problems recovering loans and were still subsidised by

governments, they were not motivated to mobilise savings as an alternative source of

finance for on lending (Ibid.). As a result, some banks ran out of money and closed the

programmes altogether. One thus finds that these programmes, either ran out of money or

they drained government coffers.

* Microfinance refers to financial services, which are provided to low-income households and/or poor
entrepreneurs. These services include credit, savings and insurance. Some institutions will also provide

non-financial services like training, group formation and counselling in order to build the capacity of their
clients.

http://etd.uwc.ac.za/



Another negative consequence of government supported loan programmes was that they
ended up mostly subsidising the well off and those with political connections (Morduch

2000). In the end, the poor did not benefit as much from government supported

progranmimes.

"Overall, the weaknesses of past efforts to reach small farmers and other priorily groups
have been in three main areas: lending institutions have not been ﬁnaf;ciall 'y viable and
became quickly decapitalised, funds have not reached the intended target group; some
programmes have distorted the financial market and interfered with the evolution of

finance for broad sectors of the economy”. (USAID Evaluation Highlights NO.49, June

1995, online).

And so, despite the promise of gachi sidiscd credit progammes of the

past three decades failed ahmories are well documented
(Adams, Graham and Von PiS(-:[I‘[ikbf- 1[9%2115111 ' %’rj J;I:ifﬂbdjll 3

WESTERN CAPE
Due to the low success rate of government and donor supported credit programmes,
micro financing programmes and institutions came into being as a way of meeting the
challenge of reaching poor clients in a more sustainable way. The new microfinance
programmes set out to avoid the weaknesses of government programmes. These
institutions however emerged after a lot of experimentation with product designs, and

institutional structures. Morduch (2000) for example points out that “by employing

http://etd.uwc.ac.za/



contractual innovations like group lending and by exploiting dynamic incentives, many
programmes have achieved repayment rates above 95%7”. (Christen et al quoted in
Morduch, 2000: 620). In the past two decades, microfinance institutions have
concentrated on providing loans for microenterprise activities. These institutions exist in
various legal forms: NGOs, credit unions, non-bank financial intermediaries, various

types of companies and of late some very successful ones have evolved into registered

commercial banks.

1.1 Rationale of the Study

There has been little research conducted in microfinance in Zambia. Interest in this area

was minimal due to the sma

4

studies that have been conduct

UNTYERS)

papers. Due to the ever- mcmasnﬁé num fma‘nca institutions and heavy donor
WESTER \Z CAPE

investment, research in sustainability has become imperative for the purpose of providing

information both to the MFIs and to stakeholders. A lot of policies and standards have

been formulated at international level by donors and other stakeholders to apply to a

whole spectrum of institutions, regardless of where they are found. It is however

becoming increasingly clear that regional and institutional characteristics need to be

taken into consideration when microfinance policies and standards are made. This

information can only be obtained by conducting research into institutions and populations

http://etd.uwc.ac.za/



served by these institutions. This will not only provide empirical information that can be
used by stakeholders, but will also contribute to a bottom up analysis of issues. Most of

the time the programmes have been donor driven because there has been little relevant

information from the field.

Literature shows that while initially the priority of microfinance was to provide financial
services to the poor, there has been an additional need to create financially sustainable
institutions with the capacity to continue servicing clients. It is assuntlcd that the more
financially sustainable the institution, the more poor people it will service. Morduch (2000)
for example points out that by achieving financial sustainability and avoiding subsidies,

microfinance institutions are expected to grow without the constraints imposed by donor

budgets. In the process, these institutions:

1.

i stadies have in fact set out to

be served by programmes [ucled

|

outreach, some clients reached LH fin

184 Li

I

that would not qualify for for

AT

T
| IS

VERSITY of the
test the premise that large n ﬁ'lb"'erL 'bf}p;)%;} p‘egplé‘ "itflcilﬁdmg the very poor, can be

_ _  WESTERN CAPE |
reached with financial services through financially viable institutions. One such study is
the USAID Evaluation Highlights 1995 (online). According to this study, “contrary to
expectations, outreach to the very poor did not appear to limit profitability because even

institutions serving very poor clients could be financially viable”. (USAID Evaluation

Highlights 1995, online).

http://etd.uwc.ac.za/



In addition to being efficient or sustainable, a microfinance institution that meets these
goals stands better chances of attracting more financial investment. This is because it can

build trust among its clients, donors, and partners.

There is a lot of encouragement being given for MFls to move towards sustainability.
Some donor organisations, the CGAP (Consultative Group to Assist the Poorest) in
particular, have been instrumental in promoting best practices among MFls for the
purpose of making them sustainable (CGAP IFocusNote No. 20, May' 2001). The best
practices are performance standards that are meant to propel the institutions towards

sustainability. Best practice includes, substantial client outreach, setting of economic

rates of interest and Operational efficiency. Literature seems to suggest that successful

0-self-sufficiency are efficient

operations and appropriate prici H p~} l\‘icL i
11 LEL 00— 71”.1 |

‘est rates). Analysts also point

out that there are external Cﬁwm upon the sustainability of

: JUNIVERSITY of the | |
microfinance programmes. To this end V c%nér' and Chalmers (2001, online) assert that in
iﬁ:\l&.}- F'. h'__‘ ;E-c -E E_I- "h; ‘. " A E-ZI E

the case of microfinance, analysis of sustainability will involve the examination of many

variables including economic, regulatory, political and cultural.

In spite of the emphasis on sustainability, it is evident that there are not many institutions
that have reached full financial sustainability. For example, the most careful and
comprehensive recent survey shows that the programmes that target the poorest borrowers

generate revenues sufficient to cover just 70% of their full costs (Micro Banking Bulletin,

http://etd.uwc.ac.za/



1998 quoted in Morduch 2000). Further evidence also shows that there are not only few
financially sustainable MFIs, but also that these were initially heavily subsidised before
they became financially viable. One such institution is the Grameen bank, which has been
widely used as a model of sustainability. Writing on the Grameen bank and sustainability,
Shahidur, Khandker. Khalily and Khan (1995) point out that it is doubtful it could have
generated enough revenue in the early years of it operation to cover costs. It is also

unlikely that the rural poor would have been able to bear the full cost of Grameen bank

]

services (Ibid.).

Literature seems to suggest that sustainability is a process that begins with operational

sustainability then moves on to financial sustainability as the institution develops. This is

in fact true of any business undetiak ifig because Some-iyve ment has to be made initially

before the business breaks even‘ang

In view of this, it is imperative-to-conduct research-on-the-sustainability of microfinance

institutions in order to detern mE r%pukﬂi%g} r'htgr\ nt 0{1:9' ‘and enable stakeholders to
WESTERN CAPE

make informed decisions. This is éven more important for the Zambian microfinance

industry, which is relatively young and still needs to work at becoming sustainable.
1.2 Statement of the Research Problem

There are over 21 established microfinance institutions offering financial services in rural

and peri-urban areas of Zambia (Mbulo, 2000). Microfinancing is a relatively new

http://etd.uwc.ac.za/



industry in Zambia because most of the MFIs emerged only in the mid-nineties (See
Appendix 1 table 5). In fact both the government of Zambia and the donor community
recognise that institutions for the delivery of micro finance in Zambia are still in the
formative stage and that capacity building is still required (Liato-Katundu and Nakalonga
1999). There is a concern therefore that microfinance intermediaries need to be making
significant progress in expanding client reach and market penetration (Ibid.). By way of
best practice, therefore these institutions need to offer loans at a cost that will ensure cost
recovery within a reasonable period of time. The financial perfo;mance of MFIs

inevitably includes, decreasing dependence on subsidies and increasing financial self-

sufficiency.

For the Zambian MFIs thereforgthes

TN

institutions to operate efficiently-hyseontre

%\’Ci’\
1 -

| il
:

economic, political and social‘environment. sustainability analysis inevitably includes an

charging economic rates ol int ‘HSL

ins*' itions operate in the broader

. . gl\'f"?; [_:‘:If%_‘ T h:-"'i"‘,.-‘l_ i'i'_f e . ) .
examination of the external factors‘aficct né‘ihé guﬁlaﬁnﬁﬁlh‘ly of these institutions.
WESTERN CAPE

1.3 Research Focus

Due to time and other limitations discussed in the third chapter, this study focuses on one
Zambian microfinance institution, Credit management Services Limited (CMS). The
sustainability of CMS will be analysed within the framework of sustainability set out in

the literature i.e., in terms of operational efficiency, charging of economic rates of

http://etd.uwc.ac.za/



interest and the level of client outreach. The national setting for microfinance will also be
analysed in terms of the constraints to sustainability. The study will reflect the
characteristics of the institution, its clientele and the types of services it offers. The study

will also analyse efficiency and sustainability levels of the institution.

1.4 Aim and Objectives of the Study

The primary aim of this study is to ascertain the sustainability of Credit Management
Services Limited (CMS) within the broader context of the Zambian microfinance
industry. This will be accomplished by examining CMS as an example of a microfinance

institution in Zambia. The study will also discuss constraints that impact upon

sustainability of microfinance ginstitations in_Zainbia-and=assess whether these pose a
[N BTN NI TN R

CHIC. OCDIectives. THISIST
it e e e g ML i ks

serious threat to the industry. Spe

To examine the outreach le\fclmﬁml outreach.
UNIVERSITY of the
WESTERN CAPI

To establish whether CMS charges economic rates of inferest and administrative charges

that will enable it to recover costs.

To determine the efficiency and sustainability levels of Credit Management Services

(CMS).

To examine the constraints that impinge on the sustainability of MFls in Zambia.

http://etd.uwc.ac.za/



To draw conclusions and make recommendations for stakeholders in microfinance.

1.5 Research Methodology

The study used two research designs to collect data from the field namely: a
questionnaire, which was used to collect information from the case study institution and a
focus group discussion. The two designs were used in order to crosscheck data and to
deal with possible gaps in information collected from the field. l’.rimary data was
collected through the use of a questionnaire, which was used to collect data from Credit
Management Services. The focus group discussion was conducted with the board of the

Association for Microfinance Institutions of Zambia (AMIZ) to get a more representative

analytical framework for the sf udy,

also provides experiences and

performance of microfinance J‘mt%llc}wl- gg'b:?liy l_il‘lidd&rj i’éh financial and operational
WESTERN CAPE

records of Credit management Services were examined in order to provide information

relating to specific efficiency and sustainability levels of the institution.
1.6 Structure of the Thesis

The thesis comprises of the following six chapters:

10
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Chapter One- Introduction

This chapter describes the basis of the current study. It presents the motivation for the
study, statement of the research problem and its aims, the objectives and the research

methodology.
Chapter Two-The Sustainability Debate
This is based on the review of literature and highlights current views on the subject of

sustainability and how they are informed. It also presents the framework for analysis of

sustainability and factors determining sustainability. It also to some extent critiques some

. — 1
'y 1
E

This chapter presents and epra'luF IL-‘%T()E\J{C\’LC.{JH]‘:I‘!S ﬁ:@&‘l‘&ﬁology used in the research
aTERN CAPE

and the kinds of data collec,tcd by the research instruments. It also presents sampling

procedures and criteria as well as limitations of the study.

http://etd.uwc.ac.za/



Chapter 4 - Growth of Microfinance Institutions in Zambia and Constraints on

Sustainability

This chapter discusses the evolution of microfinance in Zambia and the experiences of
microfinance institutions. It also sets out the types of MFlIs, the services they provide and
the main constraints affecting the industry.

Chapter Five- Presentation and Discussion of Results

This chapter presents and analyses results from data collected from Credit Management

Services. It presents background information on CMS. It then discusses target group

characteristics, and economic raGitvitie analyses and interprets data

with regard to client outredghgefs id" operational and financial

sustainability.
[ § 18 of 1he
Chapter Six- Summary, Conc UE}UIII}RI ill;('tunllnlmi'ﬂr:ﬁu]nls
WESTERN API

This chapter draws conclusions from the main findings in the research and makes

recommendations to stakeholders in microfinance.

http://etd.uwc.ac.za/



CHAPTER TWO

THE SUSTAINABILITY DEBATE

2.0 Introduction

This chapter of the thesis puts the study topic in context and discusses §uslainability and
its related concepts in the context of microfinancing. In order to appreciate the issue of
sustainability, this chapter begins by highlighting the purpose of microfinance as
perceived globally. This is followed by a definition of sustainability and the two levels of

sustainability namely, operationnl and il,' sustainability. This discussion includes

k- This chapter further looks at
'performance of microfinance

the debate are those of the

‘sustainability’ camp and the _[povc;l)s‘ cal [{ althm%'h a scchon on other viewpoints is
SITY of the
also presented. The last section,of this.ch vill discuss determinants of sustainabilit
P WES PR N EXPE ;
by way of looking at factors that bear upon the sustainability of microfinance institutions
or progammes. It takes into consideration internal factors i.e., outreach levels, operational

efficiency and interest rates (pricing policies). External factors refer to those in the

external environment of the MFIs. The chapter ends with a conclusion.

13
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2.1 The Purpose of Microfinance

The central purpose of microfinance is to provide large numbers of poor people,
including the very poor and women with quality financial services, thereby reducing
poverty. To this end, the microcredit summit of Feb 1997 held in Washington DC
pledged itself to reach 100 million of the world’s poorest families, especially the women
of those families with credit for self-employment and other financial and business

A

services by the year 2005 (Microcredit Summit, 1997, online).

The core themes of the summit included: reaching the poorest and empowering women;

building financially self-sufficient institutions; and ensuring a positive, measurable

-
impact on the lives of the clier err familics. Buildilig-financially sustainable MFIs

is considered one of the critical; vhole __Lrocess of poverty reduction.

Africa Region Microcredit

To underline the importance ‘H}n !

185 L]
Summit held in Harare in October—2000-had-the—theme,~Wa

rking towards institutional

INTVERSTITY wf the ‘

financial self-sufficiency whlllc‘hgiﬁt%ﬁmgﬁé E:oﬁm’iftﬁi&ht to serving the poorest
. WESTERN CAPE

families”. Hence all stakeholders and partners in microfinance share more or less the

same basic goal and that is, to provide microfinance services to large numbers of the poor

in a sustainable way.

More than just aspects of scale or large numbers, reaching the poor has aspects of
reaching the very poor (normally referred to as depth of outreach), as well as meeting

client needs (appropriateness of the services).
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2.2 What is Sustainability?

Sustainability encompasses several concepts and has been defined in different ways,

depending on the discipline or development activity. In general terms however,

sustainability means continuity, the ability to survive or be self-sustaining, with minimum

or little outside support. According to Edgcomb and Cawley (1993), it refers to the
'

continuation of activities after the project ends, often implies self-financing and suggests

that the flow of benefits will continue on the basis of the impetus and resources of local

institutions. The term sustainability is also used synonymously with self-sufficiency.

carry out activities and services-inpursui

Khalily, Khan. 1995:36). This

.

financial sustainability per-se ~But-sustainabilityii-this-easeis achieved so long as the

| | 11 L 1)
= — - -
-

institution continues to carry ott it %cﬁl«;}i;c{s:?e‘gelﬂl‘!k%s'ﬁf(ﬁ'it‘s source of funding. This is
WESTERN CAPE

not the current understanding of institutional sustainability as far as MFIs are concerned.

In the case of microfinance institutions or programmes, sustainability nowadays implies
the ability of an institution or programme to sustain its own existence from its own
revenue. Although currently sustainability is taken to be synonymous with the financial

viability of an institution, it also important to note that within microfinance circles, still

http://etd.uwc.ac.za/



others assert that it goes beyond the issue of financial viability. According to Chua and

Llanto (1996:7) for example,

“it is the ability of the organisation to grow and adapt to changes. It is the ability to
ensure the continuity of its services, o expand and to adjust to changing circumstances.

The issue of sustainability has to do with good leadership, organisation and strategic

management ”.

Having established the definition of sustainability in the context of microfinance, the next

section defines and explains in detail the levels of sustainability.

2.3 Levels of Sustainability (sell ~.Q--f.‘.‘.‘ﬁ"“-;. —
TN NI NI NTCRT
I LA i S o

There are essentially two levels ¢ perational self-sufficiency and

financial self-sufficiency. I#Eﬂmm:sgtﬁmﬁﬁm@W:FS#I10nylnous with [inancial

viability, which inevitably imp]"r’hlJa lh]t_:‘ Bs‘?igul;n oﬁ'él af(& on business principles and
WESTERN CAPE

makes a profit. (A fully subsndmecf institution deends entirely on grants and generates

little or no revenue. An MFI operating at this level is like any other donor funded

development program). Until they are fully self-sufficient all MFI receive or need some

form of subsidy in order to carry out their operations.
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2.3.1 Operational Self-sufficiency

Operational sustainability is the ability of an institution to cover its operational costs from
its own sources. According to Edgcomb and cawley (1993), Operational self-sufficiency
is achieved when internally generated income (from interest and fees) is equal to or
greater than the expenses of operating a credit program. This would mean that salaries
and administrative expenses are covered out of the institution’s revenues. At this level the
MFT will still need to be partially subsidized. “Some institutions deﬁu.e operational self
sufficiency as the ability to generate enough revenue to cover the MFIs operaling costs,
financing costs and the provision for Loan losses”. (Ledgerwood, 1999:217). Some MFIs
exclude financing costs because they fund their loans from grants or collect savings and

ﬁm‘ﬁﬁ" ovestowards financial viability,

some of them are able to access capitabfreareommercial banks and thus incur financing

costs. In this definition, ﬁnancili ol costs 5 1y i"‘ﬁ 1e cost of the original capital.
i A - H .; i 3

Nevertheless. all MFIs incur ‘operating expenses and the €ost of making provision for

loan losses. Ledgerwood (199@); E}e!;ﬁ;f t&go:}(ll';lru‘?;s.‘!-"'zf{)ii'!;':tilalculalillg operational self —
WESTERN CAPE

sufficiency:

(i) Operational self-sufficiency = Operating Income

Operating Expenses + financing costs

+ provision for loan losses
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(i1) Operational Self Sufficiency = Operating Income

Operating expenses + Provision for loan losses

The second formula is preferable in the Zambian situation for example because currently,
most institutions do not borrow money from commercial banks and do not therefore incur
financing costs. Ledgerwood (1999) however points out that regardless of which formula
is used, if an MF1 does not reach operational efficiency, eventually its loan fund capital
(equity) will be reduced by losses leading to decapitalisation. This couid lead to closure

of an institution unless additional grants are sourced, costs are reduced or interest rates

are raised. This means that such institutions are not operationally sustainable.

2.3.2 Financial Sustainability,of-Viabilifs “"‘-

According to Ledgerwood (19¢ full self-sufficiency) means

that an institution or progranwne—is-able-to-cover-both-thecosts of operation, financial

: INIVERSITY of the . oo

resources and financial costs i%o:h*ug blkﬁiﬁﬂlg ehtaﬂrs ‘that an institution operates on
, . . WESTERN CAPE o

business principles and is therefore able to break-even and make a profit. Financial

sustainability therefore indicates whether or not enough revenue has been earned to cover

both direct costs, (including financing costs, provision for loan losses, and operating

expenses) and indirect costs, including the adjusted cost of capital.’

' The adjusted cost of capital is considered to be the cost of maintaining the value of the loan fund capital

relative to inflation and the cost of accessing commercial rate liabilities rather than concessional loans.
(Ledgerwood. 1999: 217).
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The financial self- sufficiency ratio is calculated as follows:

Financial self-sufficiency = Operating Income

Operating expenses + financing costs

+ provision for losses + cost of capital

The above calculations will translate into a percentage or ratio used to indicate the level
of sustainability. Financial sustainability is reached, when the ratio is' 100% or more.
Unless this level is reached, the provision of financial services will continue to some
extent to rely on subsidies. This calculation can also help to determine whether the

programme requires financial subsidy given its cost of borrowing and how much.?

Financial self-sufficiency is nortmaily-caieutat pa-non=subsidized basis. This means

that for donor funded institutions

2.4 The Subsidy Dcpendcnce;*l“}éx[ VERSITY "'-":s'l: the

WESTERN CAPE
Financial sustainability is ultimately determined by the extent to which an institution will
continue to rely on grants or subsidies for its continued operation. A subsidy is money
paid especially by the state or donors to help support organisations or to help reduce the
costs of producing goods so that their prices can be kept low (Oxford Advanced

Learner’s Dictionary, Fifth Edition. 1995). With regard to MFIs, subsidies include:

* This criterion does not however capture the possibility that a programme that may not be viable now may
still be financially viable over time. Analysis of sustainability would therefore require further examination
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donated equity, concessional loans from donors and central banks, and exemption from

reserve requirements.

The subsidy dependence index (SDI) is expressed as a ratio that indicates the percentage
increase required in the onlending interest rate to completely eliminate all subsidies
required in a given year (Ledgerwood, 1999). It is computed by dividing the total annual
subsidy received by the average annual interest income. An SDI of 100% indicates that
the interest rate will have to be doubled in order to eliminate the subsic;y. A 0% subsidy
would indicate that an MFI has achieved financial sustainability. The subsidy dependency

index is useful in compiling the total subsidy required by an MFI over time. It also

enables analysts to compare the subsidy dependence of MFIs providing similar services

to similar clientele.

2.5 The Sustainability Debate

. AIINIVERSITY of the

“The development of mlcrohn;[mc:l‘g‘ 1‘!15?[1!‘!5113’1‘:}0\{1' ‘?hé’.fia"s't! two decades has lent broad
, WESTERN CAPE _

credence to the idea that microfinance is a major stimulus for development in the

countries of the south, and a powerful instrument for combating poverty”. (Chao-Beroff,

1995, online). Based on this assumption, many microfinance programmes have been

designed and implemented in developing countries targeting poor populations. Inevitably,

results have been varied in terms of experiences and performance of the MFls.

Experiences and performance of lending institutions have been studied, and lessons

20
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drawn from these have been used to determine general development policies with regard

to microfinance almost universally.

Broadly speaking in microfinance, there is an evident split between those in the
‘sustainability’ camp advocating for financial sustainability as a means to poverty
reduction, and those in the ‘poverty’ camp advocating for the prioritizing of social
considerations ahead of sustainability. Each camp has its own premise for their

A ]

standpoint, which is now discussed below.

2.5.1 The ‘Sustainability’ Camp

B O
. . e = e e gy " v .
Those in the sustainability cangg._ﬁggﬁt 1ICIC weing-institutions have to be viable
T Y ‘".":“T-f"fé“
and work towards full financial‘sustainabititysotherwisesthcy will not be able to service

the poor they seek to serve. T Hs that reaching the poor and

sustainability are two sides ofrthe-samc coin, and that you cannot have one without the

i s IINIVERSITY of the. .
other. Sustainability serves oul{*eabh !an’d }méé versa. A Conclusion is therefore made that
o  WESTERN CAPE _ _
“Only by achieving a high degree of sustainability have microfinance programs gained
access to the funding they need overtime to serve significant numbers of their poverty
level clients”. (Rhyne, 1998:7). The focus of many in the sustainability camp is therefore
more on the scale of outreach (large numbers) rather than depth of outreach (reaching the
poorest). Rhyne (1998) also points out that many in the sustainability camp are more

interested in opening access to the full spectrum of the poor who lack financial services.

There is therefore a preference for mixed programs, which can become large and
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sustainable to small programs exclusively focusing on the poor. It is expected that in due
course such large sustainable programmes will service even more of the poorest than the

focussed ones, which are likely to become unsustainable anyway.

The sustainability camp maintains that any future that continues dependence on donors
and governments is a future in which few microfinance clients will be served (lbid.).
They maintain that donors and governments are prone to fatigue and may not subsidise
microfinance indefinitely. As such they see the private sector as lhé future home of
microfinance because it is able to mobilise and access commercial rate capital which is
available all the time, as opposed to subsidies. It is perceived that, “Only the private
sector has plenty of resources and will stick with a money making activity even if it is not

!ﬁ%r
in fashion™. (Rhyne, 1998:2). q},ﬂ"gﬂﬁ’" e =

— o R —

[ —— .

Donor organizations have been [Hllim} };:'ly ¥ ed 4 ho}; sustainability issucs because
105 L L1}

o

of the heavy investment in mi

1sultative Group to Assist
INTVERSTTY of ihe

the Poorest (CGAP), has bccnIi‘néf'fugn'bl@{ziHl;}s'tlpipohiﬁ& A0 promoting best practices.

. WESTERN CAPE o

The CGAP is a donor consortium currently made up of about 27 donor organisations and
is funded by the World Bank. Member organisations include: the United States Agency
for International Development (USAID), the World Bank, the Department for
International Development (DFID), Swedish International Development Agency (SIDA)

and The United nations Development Programme (UNDP). The formation of the CGAP

is indicative of the Bank’s interest in sponsoring microcredit programs to address

poverty.
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The objectives of CGAP are twofold, namely, increasing financial sustainability of MFIs
and deepening their poverty focus (CGAP FocusNote No. 20, May 2001). The CGAP has

been instrumental in promoting best practices among MFIs for the purpose of making

them sustainable.

“The goal of breaking even, and thereby being able to liberate themselves from grant
L]

Junding within a reasonable period of time, has been set for microfinance programmes

and this very rapidly became the fundamental orientation of microfinance ‘best

practice’”. (Chao-Beroff, 1999, online).

A 5 i
I 3 r r ry rew |

optimal practices applicable anywhere™ (Parhusipand-Seibel, 1999, online). Ranking

high on the list of best pl‘acliccé['gﬁ IVERSITY of the
STERN CAPE

€
WE
- Substantial client outreach,
- Charging of economic rates of interest and
- Operational efficiency.
To determine “best practice’, the best and high performing institutions have been studied.
This has been done with a view to avoiding bad, unsustainable practices and encouraging

donors and governments to invest in institutions and programs that show the promise of
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sustainability and thereby alleviating the most poverty, so to speak. As in most sectors,
donors who will also give conditions for providing support largely determine policies and
standards in microfinance. Institutions are therefore obliged to observe ‘best practice’ in

order to conform to global standards and attract support.

Some of the Best Practices have been adopted from successful banks like the Grameen
Bank. For example a study of the Grameen Bank commissioned by the World Bank set
out to examine the potential for expanding the Grameen bank in Bangladesh and

replicating it elsewhere. The findings of the study were expected to have significant

implications for development policy in general as well as for World Bank operations.

(Shahidur, Khandker, Khalily, Khan. 1995).

The USAID’s Center for Dwt:tﬁpnmm hltmmfatlm examlmd 11 successful micro
enterprise finance programmes [or the| purposc of l(ilf.«llllrty}llg best practices. Only two
programs out of the 11 examined were from Africa rmme-iy' the Kenya Rural Enterprise
Programme (K-REP), and 111(.Agcnudc {’ted‘n rpél-;rf.l" ‘Finterprise Privee’(ACEP) of
Senegal. (See Appendix I ml;l‘érl: f{o.r a ful‘klll;sl of”Kiﬁstit.mihns studied). The ages of
institutions studied varied from 3 years (BRK Niger) to 40+ (BKD Indonesia) and client
outreach covers both rural and urban areas (See appendix 1, table 1). This particular study
set out to test the premise that large numbers of poor people, including the very poor, can

be reached with financial services through financially viable institutions. According to

this study, contrary to expectations, outreach to the very poor did not appear to limit
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profitability because even institutions serving very poor clients could be financially

viable (USAID Evaluation Highlights, 1995, online).

Ten of the eleven institutions examined were operationally efficient and reached large

numbers of people with financial services while five of the institutions were financially

sustainable and yielded returns comparable to other financial institutions. The study

concluded that the conventional thinking that microfinance cannot be sustainable is quite
’

wrong and that “Microfinance institutions can and indeed need to be self sustaining if

they are to achieve their outreach potential-providing rapid growth in access to financial

services by poor people™. (Ibid.)

lat clients reached by these

institutions are very small businessesithatw ify-for formal financial services.

The very poor were reached bylk kcepl| ong lof these [institutions. Moreover, these

institutions reach large numbers-—of-women|

DecAuSe—WwWomen—H

nd to go for smaller loan
. . . IUINIVERSITY of the .
sizes. Several of the msutunoEs‘ hﬁv[cﬂ'ac ﬁgé% ’mgj(‘;ﬂ" &liv"e'r'agc on a national level. For
WESTERN CAPE , _
example, the Grameen bank’s market outreach covers almost half the villages in
Bangladesh reaching 1.8 million poor clients. The BRI Unit Desa in Indonesia has more
than 2 million borrowers and 12 million savers while some programmes have expanded

very rapidly in terms of outreach with rates ranging from 25% to 100% per year (Ibid.).

The rapid growth in client outreach was associated with the ability to maintain financial

viability.
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In this study, indicators of strong client demand were growth in the number of borrowers,
the loan portfolio and savings deposits. Clients were also willing to pay interest rates
above the rate of inflation and repay loans on a timely basis (evidenced in low
delinquency rates). Some very large programmes have amongst the smallest loan sizes.
Mixed programmes that serve a range of clients (not just those of a given loan size) have
successfully reached very poor clients. A conclusion is also made that it is scale and not

exclusive focus that determines whether significant outreach to the poor will occur

(Ibid.).

According to the USAID Evaluation Highlights (1995) study, the two keys to self-

sufficiency are efficient operations and appropriate pricing policies. The study concludes

P . ——— _
that viability is not the direct restil-gf-eotilext, culturésortarget groups. This apparently
10
is in direct contrast to a claim madesby; ler < almers (2001) who point out that,

“examining why a certain imlt% : :1in one region than the other

always involves analysing many-variables—hi-the-case-of sierofinance, the explanatory

NAINIVERSITY of the

factors range from econommi"t(j! *rgg'tllgtbi%:?d go‘l‘ﬁlfﬁzrll‘i'ﬁhd cultural”. (Wenner and
. WESTERN CAPE. , )

Chalmers online, 2001). I tend to agree with the latter view because it takes into

consideration that MFIs operate in varying contexts. Hence it is more reasonable to

expect that a whole range of variables will impact upon sustainability.

Morduch (2000) commenting on the effect of successful program points out that these
successes have bred false generalisations such as “ Subsidization, inefficiency, and

limited scale necessarily go hand in hand....government involvement means trouble.
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Effective savings mobilization is incompatible with subsidised credit”. (Morduch

2000:620). These ideas are however not necessarily consistent with logic or experience.

2.5.2 The ‘Poverty’ Camp

Those in the poverty camp are of the view that micro enterprise finance helps poor people
and therefore is a desirable development activity but that it cannot be financially viable
(USAID Evaluation Highlights, 1995, online). Currently the view is tha.t sustainability is
necessary but it must not be pursued at the expense of reaching the poor. This thinking

emanates from what is currently happening on the ground with regard to institutional

sustainability.

Morduch (2000) points out that-impspiterofube : best practices, nearly all

programs remain substantially sq

most recent surveys show thats oorest borrowers generate

revenues to cover just 70% of -Ehch‘ rm ](-TSE MLJ&]] i(}hb‘ quoting the Micro banking
WESTERN CAPE

bulletin 1998). According toMouluch mosl programs are not moving towards f{inancial
sustainability quickly because micro finance best practice is not so easy to implement on
the ground. This supports an earlier observation by Edgcomb and Cawley (1993) that a
number of programmes have approached and reached the operational self-sufficiency
level, yet only a few have attained the financial self-sufficiency level because of the need

to have a very high volume of clients and a highly market oriented approach.

27

http://etd.uwc.ac.za/



Most of the lessons from this camp have been drawn from institutions delivering credit in
disadvantaged areas particularly in Sub-Saharan Africa. A study conducted in 1999 on
‘constraints  associated  with developing sustainable rural [inancing systems in
disadvantaged rural areas in Africa’ highlights challenges specifically associated with
providing credit in rural Africa Chao-Beroff (1999, online) points out that it is difficult
for MFIs to break even in Sub-Saharan Africa because of high transaction costs.
Transaction costs tend to be high because of a combination of the following factors:

v

- Managing large numbers of small loans which need substantial costs to issue and
monitor in any context.

- The dispersion of the population (low density, long distances between villages,

poor state of roads) whighdeadsto or

- High wages as compared torthe rat

the model draws its inspirati '
L4 J | 1l

- High costs of a centralized-systeimr—————
UNIVERSITY of the
WESTERN CAPE

According to Chao-Beroff (1999) an increase in revenue can only be achieved in two
main ways, which are also subject to severe limitations in disadvantaged areas. An
increase in interest rates or an increase in the volume of loans. (An alternative may also
be a decrease in salaries paid which tends to have legal implications most organisations
would rather avoid). An increase in interest rates could lead to competition with other
subsidised programs and the possibility of a programme pricing itself out of the market.

An increase in the volume of loans requires expansion into new areas thereby increasing
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costs for the institution. In fact this is a universal concern and was also an issue for the
Africa Region Microcredit Summit (ARMS) held in Harare in October 2000. The
Challenge faced is how to maintain financial viability while expanding outreach to the
poor. The summit observed that at a practical level this is possible but very difficult, to
the extent that there are going to be very few of such sustainable financial institutions

working with the poor (Final Report of the Africa Region Microcredit Summit. May

2001).

This study pointed out that previous financial projections showed that the network as a
whole would obtain the break-even point only by 2004/2005, or some 15 years alter the

start up of the projects, and only aflter a significant expansion into new areas (Chao-

Beroff, 1999, online). On the @
such significant expansions that'gave rise to-the ctis

the structural difficulties associ J aking-evien camie with the first major crises,

which were reflected in the field-by-a-disturbing levelof-delinquency, cases of fraud, and

[ INIVERSITY. of .the
sometimes also by localized lEr{iE} [C:)Ln}ift‘ll%%lhi(}?)‘.iIiTEl'lli{ilIﬁOIIS cited the following as
WESTERN CAPE

causes of the crises:
- Pressure from donors to increase volume of operations so as to break even quickly.
- Pressure to attain national coverage and the establishment of operations in

specific zones by donors and the state, as well as the difficulty of resisting

markets.
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- Saturation of markets with certain products leading to a drop in selling prices and

difficulties in repaying loans.

- Emergence of strong competition (some institutions had zero or very minimum
rates of interest so clients shunned institutions with higher rates).

- Political interference particularly during election times.

These institutions as a result of their experiences are now entering a phase of reviewing

¥

the choices made and are searching for new solutions. Donors also need to rethink.

In comparison to the Asian context where MFIs are most sustainable, the scenario is quite

different. According to the World Bank, Asia has the highest microfinance activities and

zx""f;::%tm\‘q
fastest growing institutions copipared ﬁmmzéml Africa (Mutalima, 2000
fﬂ-izﬁ,_.idh -

NEC—is attributed to the enabling

P"l

y higher population density.

Speaking of Cambodia for ex folated in the geographical

sense of the term, and the ax!:ragé %)Spl%l’di;o;‘] (Tl hsﬁy 15 15() people per square km as
WESTERN »

compared to 15 in Guinea al‘;:l Eiu?rtklfla‘:ligo in Alnci (EClmo Beroff, 1999, online).

Consequently the distances between villages are such that it is possible to go from one

village level institution to another in less than half a day. A study of the Grameen Bank

points out that its success has partly been dependent on its low percentage of defaulters

(Shahidur, Khandker, Khalily, Khan. 1995). * Analysis of branch data for overdue loans

suggests that local development indicators such as roads, electrification and education

infrastructure and branch characteristics such as age and manager’s incentives influence
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loan repayment performance”. (Ibid:36). The study concluded that bad loans are therefore
not an erratic behavior of certain borrowers, they are also dependent on both demand and

supply side factors determining the volume of lending.

2.5.3 Omissions in Sustainability Studies

There are, however, some important omissions in the studies conducted to determine best
v

practice, and it is that they have not critically analysed and compared client

characteristics that can impact on sustainability. Morduch (2001) points out that client

characteristics differ from region to region. He observes that some clients are traders

making a high rate of return on investments, others have to invest in longer-term

investments like livestock farming,-age d handicrafts. High costs of

borrowing for the later group of'€ ervices out of their reach. This

they earn adequate returns on

is because they will be required E\}

investments. Because of this WMW camp would argue that
clients who are unable to pay l‘ng‘h l{’ltCIkS’lignTCS" JEr "dc ltu{ and need social programs
WESTERN CAPE

like health and education.

According to Morduch (2000:618), “confronting the schism between rhetoric and action-
and between financially minded donors and socially minded programs will first of all
require that both donors and practitioners pay greater attention to who is being served”.
There is a need to analyse client characteristics by occupation, loan use, and income

level. The call to best practice can only be convincing if the financially viable institutions
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are serving clients with profiles similar to those of socially minded institutions. There is
also a great need to make cross-country comparisons of other local situations such as
population densities and cultures. Many studies that have been used as a basis for
determining best practice have not included client profiles and other comparisons. The
studies do not provide comparable and reliable evidence like incomes, occupations and
loan sizes of clients and of comparable non-participants. Morduch (2000) points out that
there is only one study that provided this information conducted by Hulme and Mosley
(1996). This concern for lack of empirical data on client profiles is convﬁrmcd by Rhyne
(1998:8): “ we still know very little about the poverty level of clients in various
microfinance programs, and we still rely on loan size as the only readily available proxy

for client poverty level™.

In my view. if comparisons betweenrsustainable and unsustainable institutions are made

without comparing client statistigs, the gompdrisohs are not fair.

2.5.4 Other Viewpoints

The above two view-points are not the only ones. There are still other analysts who assert
that microfinance does not necessarily serve the poor. It is indicated that “Although
microfinance can reduce poverty, the benefits are directly related to the level of poverty
so that they disproportionately accrue to the middle poor in society while the poorest
receive little benefit”. (Hulme and Mosley (1996) quoted in Bonti-Ankomah and Chamba

2000:8). Hulme and Mosley (1996) further argue that microfinance on its own may not
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be an effective tool in reducing poverty, and may particularly be inappropriate for the
poorest in society (Ibid). This view is even partly supported by empirical evidence (put
forward by the sustainability camp) which shows that the most sustainable programmes
are those serving a mixed range of clients as opposed to those targeting the poorest. For
example, according to Rhyne (1998), the focus of many in the sustainability camp is
more on the scale of outreach (large numbers) rather than depth of outreach (reaching the
poorest). In my view, the only difference is that the sustainability camp argues that mixed

programs ultimately serve the poorest because they are sustainable.
2.6 Determinants of Sustainability

The above debate raises -._Q stior 1 o what—really determines institutional

sustainability. Evidently, there ai@warious-factors determiting sustainability. Generally,

since sustainability is synonyn

institution, various f{actors Mﬂ—nﬁpaﬂ—upeﬂ—ﬂ—ﬁuwl#g to USAID Evaluation

Highlights (1995), factors mc,ludn, ﬂv}n%z‘ g[ Eumness sa.ale of client outreach), 2
WESTERN CAPE

Pricing policies, which is depc.ndem on the ability of the institutions to operale on

business principles. This is basically the ability of the institution to charge interest rates

that recover costs. 3. Efficient operations evidenced in keeping all costs low (an

expensive structure eats into profits).
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2.6.1 Scale of Outreach

The higher the scale of outreach the higher the revenue reached depending on the size of
loans. An MFI needs to have a certain pre-determined number of clients to enable it to
reach economies of scale and break even. A failure to scale up will result in high costs

and eventual loss in revenue.

2.6.2 Interest rates

Given that the scale of outreach is significant, the most critical of the above three factors
is setting of economic rates of interest. The above USAID study of the 11 institutions

revealed that the most viable institutions dill (Omethie-l€ss viable in their willingness

to set interest rates at levels thats ( cover Cos <" The less viable held down

interest rates and remained subsidy e : ‘or] example Corposol (Colombia) a

financially viable program charged an effective real rate of sinterest of 52 percent per

) 1] T _.‘v :‘ " | . r 1] " i’_ i

annum while K-REP (Kenya) c-gmgé‘es }cgd&%éﬁblpg;%lﬁ-{w{ﬁ!éh was the lowest rate of the
"WESTERN CAPE o

sample (See table 2. Appendix 1). If a programme charges uneconomic rates, it inevitably

subsidises interest rates. A prioritisation of social above sustainability goals would imply

that the poor cannot pay economic rates of interest. An increase in interest rates may not

lead to decreased demand of the financial product unless of course there was competition

in which case clients opt for the cheaper loans, given that a significant number of factors

remain equal.
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2.6.3. Efficiency of Operations

With regard to maintaining efficiency’ of operations, it follows logically that the lower
the costs of an institution, the more profitable it will be. For example, in the above study,
programmes like FINCA, BKDs and Grameen that used local personell to stafl their
operations were more profitable. Others like ADOPEM, K-REP and BRK (Niger) with

significantly higher salaries had less cost advantage (USAID Evaluation Highlights No.

49. June 1995 online. 11/09/01).

Efficiency is normally measured in terms of ratios, which measure the cost of providing

MFIs that provide savings have |

This is so because additional o-collect savings deposits. So

NIVEDR CITY o f ik a
the comparisons should not bc[mLa'dJ {}Ictl"vc@rrmli:‘hﬁﬁrihéldifferenl services unless a
WESTERN CAPE

kind of leveling off is made.

Two key factors tend to influence the level of activity and hence operating costs and
efficiency, i.e., turnover of the loan portfolio and the average loan size (Bartel, McCord,
and Bell, 1995 quoted in Ledgerwood, 1999). The efficiency of operations can therefore

be analysed by looking at operating costs as a percentage of portfolio outstanding and at

¥ Efficiency is defined as the ability to maximize output per unit of input. Operational indicators would
include the ratio of staff to clients, staff to loan amounts, and costs per unit of output such as number and
amount of loans released. (Chua and Llanto 1996:6)
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the costs associated with lending on per unit of currency basis or per loan basis

(Ledgerwood, 1999).

2.6.4 Operating Cost ratio

This provides an indication of the efficiency of the lending operations. This is affected by

increasing or decreasing operational costs relative to the average portfolio.

Operating Cost Ratio = Operating Costs

Average Portfolio Outstanding

(N_RIN NIS NIN NI

A - NL.DOTLLOITOS. &l

An observation is also made th cessful MIT tend-toshave operating cost ratios of
e B e e | e R

between 13 and 21 percent of tl

of their average total assets (Christen ¢l jal. 1995 Quoted|in Licdgerwood, 1999).

2.6.5 Other Operational Efﬁcwtrciflfgtﬁﬁ SITY ‘!-"'f-fﬂ the
WESTERN CAPE

Ledgerwood (1999) also puts forward the following efficiency ratios that are used to

further analyse operating efficiency:

1. Salaries and Benefits to Average portfolio Outstanding
Successful MFIs have salaries and benefits running between 4 percent and 16 percent of

average portfolio outstanding (Christen ET al, 1995 quoted in Ledgerwood, 1999). When
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making comparisons though, there is a need to consider the credit methodology, density

of population, and the salary levels in a particular country.

Salaries and benefits to Average portfolio outstanding = Salaries and benefits/ Average

portfolio outstanding.
2. Cost per Unit of Currency Lent

This reflects the impact of the turnover of the loan portfolio on operating costs. Again the
lower the ratio, the higher the efficiency. A consideration needs to be made with regard to

the term of the loans. Short-term loans will reflect lower costs than long-term loans of the

I I I I I
O S T T W ——— i

same portfolio disbursed.

Cost per Unit of Currency lent 5 ating| ¢osts for|the period/ Total amount disbursed

in the period. £ ' =,

UNIVERSITY of the

G
3. Cost Per Loan Made WESTERN CAPE

This ratio provides an indication of the cost of providing loans based on the number of

loans made. This is expressed as:

Cost per loan = Operating costs for the period/ Total number of loans made in the period.

37

http://etd.uwc.ac.za/



A lot of care however needs to be taken when making these calculations. As Ledgerwood
(1999) points out, “It is difficult to compare efficiency ratios among MFIs because the
average loan size and loan term are so significant in these calculations”. (Ledgerwood,
1999:214). For example, relatively larger loans will result in lower costs per unit of
currency lent or cost per loan made ratios than smaller loans. In addition, lending to
groups is relatively cheaper than lending to individuals. Inevitably, lending models also
have an impact. As a result the ratios are deemed to be more beneficial for internal

v
financial management than for comparison purposes.

The above are the factors directly influencing financial sustainability, ‘other things being

equal’. However, in the real world, all things are not equal and a lot of factors come to

bear either directly or indirectly-oh-th

(4NN

L. 11CL 11 e
allle iile

5. Some of these factors are

NN
jossediover. Extremes are however to

very real as in the African contex

be avoided. CGAP TFocusNotg

| 113 |
conditions where credit will bounsustamableasfollows——

UNIVERSITY of the
WESTERN CAPE

- In severely disadvantaged rural areas lacking infrastructure, services and or access to

markets.

- A population so dispersed that it is too costly to reach clients on a regular basis.
- Dependence on a single economic activity such as a single agricultural crop.

- Reliance on barter as opposed to cash transactions.

- A population with a high degree of mobility or instability.

- Likelihood of future crises such as civil disorder, natural disasters and hyperinflation.
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- Lack of social cohesion that can undermine the use of non-collateral credit

methodologies like group lending.

- A legal/regulatory framework that constitutes a barrier to microfinance activities.

Thus factors affecting efficiency will include both direct and indirect influences.
Although these may be widely debated, there is empirical evidence to show they impact

sustainability. (As shown in the studies alluded to in the above poverty/sustainability

¥

debate).

2.7 Conclusion

whether or not to subsidise thetMi they should be subsidized.
The ‘sustainability camp’ pushes for fin ' sustainability almost regardless of who is
being served while the povcrlyféanﬁ'ﬁadﬂwn‘eesztlmM(m of reaching the poorest

. o B JNINVERSITY of the . ’
as a priority. But it 1s also e;[rdgitlt;}all- T\H’l:' Legdﬁsftﬂs{dsés in order to develop into
o WESTERN CAPE .
institutions that are capable of delivering credit on a sustainable basis. Literature shows
that there are few financially sustainable microfinance institutions in the world and that
even the best of these have reached financial sustainability after substantial subsidisation.

The main reason for this is that best practice is not easily translated into practice on the

ground because of the varying conditions under which MFIs operate.
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Concluding from literature on experience around the world, the delivery of credit to a
broad spectrum of poor clients is more sustainable than that directed at the poorest.
Serving poor clients implies higher costs and risks for lenders because small loans are
more expensive to administer and yield relatively lower returns on investment for the
MFIs. Microfinance therefore does not necessarily serve the poorest and is not always the
most appropriate tool for poverty alleviation. In fact other programmes may be more
appropriate as long as in the end they will contribute towards enabling the poor have
access to or build an asset base to enable them engage in productive ec:)nomic activities.
Alternatively stakeholders have to make a choice between focussing on the not so poor

areas and obtain significant results that become apparent quickly or, to invest in remote

arcas where the cost will be much higher and the results will be seen only after a longer

|
and environmental [actors. |

Clearly, to me, sustainability is it}[’i'clﬁ“‘d le bngl iniil \ma’

?

both the supply side and the

agree with analysts who point

" CAINIVERSITY of dhe - 2
demand side factors determnnhg Lt'hcﬁ w‘oﬁﬂﬁéfd["léncﬁng-.‘ While efficient operations and

AT CT AT M ADD
WESTERN CAPI

appropriate pricing policies are critical, og'ric may not ignore for example, geographical
and socio-economic contexts in which some programmes operate. On this point I
disagree with those in the sustainability camp who make a conclusion that sustainability
is not a direct result of context, culture or target groups. I am of the opinion that
individual cases of MFIs should be analysed and treated as such, because programmes
operate in areas of varied cultural, economic and geographical characteristics. Therefore

consideration needs to be given to these regional differences.
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The biggest challenge that remains is to draw appropriate lessons from the mistakes of
the past as well as the successes of the high performing MFIs. It seems the most
important lesson to be learned from past failures is the need for operational efficiency and
appropriate pricing policies. The lessons provided seem to me to point to the fact that
after all i1s said and done, the path to follow is that of moving towards financial
sustainability. This should however be done with minimum pressure from donors and

governments in order to allow for local adaptations of best practices as well as varying

time periods for reaching sustainability.

TR N NI AT

T

UNIVERSITY of the
WESTERN CAPE
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CHAPTER THREE

RESEARCH DESIGN AND METHODOLOGY

3.0 Introduction

The previous chapter presented the sustainability debate, which highlighted the
viewpoints on sustainability, how they are formed and how they affect the formulation of
microfinance standards and best practice. A discussion of the concept of sustainability
and factors determining sustainability was presented and the framework for analysis of
sustainability set out. This chapter presents-the-mugthodology of the study. It focuses on
the following: study design and ratronate:selection-of casesstudy, data collection methods

and limitations of the research methodelogy.

3.1 Study Design and Rationale

The study used two research designs namely: a questionnaire, which was used to collect
information from the case study institution and a focus group discussion. The focus group
discussion was conducted with board members of the Association of Microfinance
Institutions of Zambia (AMIZ). This was done as a means of supplementing information
and explaining some of the responses emanating from the case study through the
questionnaire. A list showing the names of the board members and the institutions they

represent is attached as appendix three (3).

http://etd.uwc.ac.za/



3.2 Methodology

The nature of this study entailed the use of both primary and secondary sources of

information. It also entailed the use of both qualitative and quantitative analysis of data.

3.2.1 Primary Data

Primary information was obtained through an interviewer-administered questionnaire
(see Appendix 2). The other was the focus group discussion. The questionnaire allowed

for a close examination of Credit Management services (CMS) and was used to elicit the

TN NI N T
R
- Services offered by the institation =

- Characteristics of the clients Mﬁ@éﬁﬁ;@? E:&El{ﬁ@i{{fés

WESTERN CAPE

- Client Outreach and hindrances to mcrease(f%l'ient oufreach

following information:

- Nature of the organisation

- Interest rates and fees charged
- Operational efficiency
- Operational sustainability

- Financial sustainability ratios.
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The focus group discussion with the board members was conducted in order to get an
overall picture of the constraints affecting the sustainability of the industry. This was
done as a means of supplementing and explaining some of the responses emanating [rom
the institution via the questionnaire. The focus group discussion allowed for the
participation of practitioners who are directly involved in managing microfinance

institutions and could give an insider view point. Specific issues discussed were as

follows:

- Constraints in obtaining scale of client outreach
- Interest rates and fees charged and determining factors
- Cost of Operations and what leads to high costs

- External constraints impinging:oii .’.,n-m -
e S L o N P e T |
LN _NIN BiN NI§ NIN NI
_

3.2.2 Secondary Data

'y 1

This research uses secondary E“tlb‘ll}ﬁ ]ﬁ‘lgfl&&é [c&a{’éh‘r J'Eboks and topical articles in
WESTE l%“‘\ CAPE

journals and the institution’s reports and documents. Collection of secondary data

entailed an extensive survey of literature in order to appreciate the conceptual and

theoretical framework of sustainability, the current debates and actual factors determining

sustainability. Literature survey also provided data on the history and experience of

microfinance in Zambia.
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Quantitative analysis of data was used to calculate the operationai and financial
sustainability of CMS. Raw data was collected via audited financial statements for three
consecutive years 1999, 2000, and 2001. Efficiency and sustainability ratios for the years
1999, 2000, and 2001 were calculated by me based on the audited financial reports to

allow for analysis of trends (see Appendix 4).

3.3 Selection of Case Study Institution

The study initially set out to study four institutions with the highest client outreach. This

was not possible due to time constraints because the study actually entailed spending a lot

of time with the organisations. But more, important, it turned out that institutions were

ha i miim iy

were eventually surveyed but ‘culysones-Credits agemient Services (CMS) could

provide financial data to allow for it dep aH}\Ey.'
1 I 01— -
Hence the study had to be narrowed-downto-one-mstitation—

UNIVERSITY of the
WESTERN CAPE

An MFI membership list was obtained from the Association of Microfinance

organisations in Zambia. (Attached as appendix 1. Table 3). The List shows outreach
activities of MFIs including the number of clients served as at Dec. 2001. Only
organisation with a high client base needed to be chosen. This allows for analysis of
sustainability because the institutions have a full cost structure and are already getting
some revenue. This allows for calculation of efficiency ratios, operational sustainability

and financial sustainability.
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3.4 Testing of questionnaire

Although a test case was not planned for initially, the questionnaire had to be adjusted
after the survey of the first institution. This helped to ensure clarity and relevance of
questions. It was also at this stage that the focus group discussion was found to be
relevant as a tool of data collection. Although the test institution could not provide data

A

on financial performance, the questionnaire was reliable enough to collect the rest of the

information needed.

3.5 Limitations of the Research Methods

The study was limited by timeicon ints-that-hi red-intcraction with the potential

institutions in the field. Appmxii ¢ was about two weeks. This

time period could have been shorterbutit not-possibleto get all the information in

one sitting because the 111f011ml\be11:kilg) l)xl:c“[ro i l\*'mous sources within the
TERN f APE

g :
organisation. Arrangements also ﬁmd {0 be made for the focus group discussion

It was difficult to get all the data relevant to the research because apparently, some
institutions have not developed their Management Information Systems (MIS) as to
portray accurate data on loan performance, sustainability and efficiency ratios. This
problem is also alluded to by Mbulo (2000) who points out that MIS for MFIs are not

well developed hence the need for exposure to what well established MFIs are using. But
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more important than this, there were transparency problems because the study also
inevitably included what some institutions perceived as sensitive because determining
sustainability levels indirectly involves discussing efficiency and cost effectiveness of
operations. The problem of transparency in some MFI is also alluded to by Morduch
(2001) as one of the problems affecting the sustainability of MFIs. In fact, this problem
largely contributed to the narrowing down of the study to Credit Management Services

(CMS), which was willing to provide all the information.

TR N NI AT

LI

UNIVERSITY of the
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CHAPTER FOUR

GROWTH OF MICROFINANCE INSTITUTIONS IN ZAMBIA AND

CONSTRAINTS AFFECTING THEIR SUSTAINABILITY

4.0 Introduction

The preceding chapter presented the research design, data collection methods and the
limitations of the research methods.Fhis-ehapter=prescnts the background of how the
microfinance industry has emegged-"and-grown in- Zambia and discusses constraints
impinging on sustainability of Zambian MHEls. Understanding the historical background
of microfinance is important in (s study-because it-gives the-reader some appreciation of
sustainability issues. The discu§siou therefore begitis With/the history of subsidised credit
in Zambia and then looks at‘hol micrafifance ds. welkimow it today has emerged.
Following this is a brief discussion of the institutional types as well as the services
offered by the institutions. After this the constraints faced by the industry are discussed.
The constraints are discussed both in terms of internal and external factors. Internal
factors are those that can be directly controlled by the MFIs, while external factors are
those that the MFIs have little or no control over. The discussion is largely based on
various research reports and articles dealing with microfinance in Zambia and the focus

group discussion held with the board members of the Association of Microfinance

48

http://etd.uwc.ac.za/



Institutions of Zambia (AMIZ). The results of the focus group discussion as well as the

names of the board members in attendance are attached as Appendix 3.

4.1 Background of Micro Credit

4.1.1 History of Micro Credit

Supervised and targeted microcredit in Zambia dates back to colonial lil;]CS in the 1950°s
when the Colonial government provided credit to small-scale farmers through the Land
Bank (Mbanacele 2000). After independence, during the mid-sixties, the new Zambian
government started to set up a number of financial institutions to cater for the needs of
small-scale farmers and entreprenéurs.the Credil Organtsation (COZ) of Zambia was set
up to replace the Land Bank to prowide erediteit-was however declared bankrupt because
the government could not recoyer thé|loans ang| its fundtipns were taken over by the

Agricultural Finance Company{AFCY.

On assessing the administrative capacity of the AFC, Mbulo (1990) observed that, “the
AFC failed to reconcile social objectives and commercial objectives as it was expected Lo
provide seasonal loans to small scale farmers as long as they were recommended by
government agricultural extension officers”. (Mbulo quoted in Banda 1993:11). The
Agricultural finance company was later merged with the Zambia Agricultural
Development Limited (ZADL) which was formed to cater for commercial farmers. The

company that emerged was called Lima bank. The Small Industries Organisation (SIDO),
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the Village Industries Services (VIS) and the Small Enterprises Promotion (SEP) were
created to cater for the small and medium enterprise (SME) sectors ( Mbanacele 2000).
Other institutions set up were the credit Union and Savings Association (CUSA) and the
Zambia Cooperative Federation (ZCF) which were basically member based. All these

institutions were government supported and/or controlled.

Like other subsidised credit interventions worldwide these organisations failed due to
liquidity and sustainability problems. Amongst the problems faced by these institutions

were: poor loan recoveries resulting from a poor credit culture, inadequate government

funding, political interference and poor marketing policies for agricultural produce.

ough the World Bank led to

privatisation of state owned ifids industries including the

G Bl INIVERST F ool il ; ;
lending institutions, collapsed (LIC‘ ﬁ)ilm(iv“\g? Jprgb‘icxhé.f Itie collapse of industries led
? S TER \] f APE
to a high rate of unemploymen and’ LOl]SL(.lLlLl y high poverty levels. As a means of
contributing to poverty reduction, the private sector and Non Governmental
Organisations (NGOs) have intervened and sought ways of providing microfinance to the

ever-growing informal sector. Thus, the vacuum created by the collapse of government

supported lending institutions is being filled.
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According to Mbulo (2000) there is considerable evidence that the demand for
microcredit is unmet in Zambia due to the fact that there are a lot of poor families whose
household expenditure depends entirely on income generated from microenterprises. As a
consequence, the number of MFIs is increasing. This assertion is supported by broader
literature on the relationship between poverty levels and level of microfinance activities.
For example, in explaining why microfinance seems to have thrived more in Latin
America than the Anglophone Carribean, Wenner and Chalmers online (2001) observe
that, “Microfinance tends to thrive in countries with .high rates  of
unemployment/underemployment, high rates of poverty, and high degrees of inequality in
access to basic services and government transfer programs™. In such circumstances, the
authors point out that many of the unemployed have no choice but to pursue self-
employment or wage employmght fi-'&'%trilcfhlfgrnmri etml@my. The larger the informal

sector the more likely it is that n‘;mr{; f1n

ance will be viable. ;Ihcy further point out that the
Il | |

Anglophone Carribean has less|micro entreprencurs| per 100,000 inhabitants than Latin

America. The lesser degree of poverty in the Anglophone Carribean does not create a

sense of urgency to access credit. "

Since 1992, a number of institutions have sprung up in order to provide credit to the poor.
Microfinancing is thus a relatively new industry in Zambia. (Dates of formation of MFIs
in Zambia are tabled in Appendix 1 table five). Nakalonga and Liato-Katundu (1999)
observe that both the government of Zambia and the donor community recognise that
institutions for the delivery of micro finance in Zambia are still in the formative stage and

that capacity building is still required. Examples of capacities needing to be built include:
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a sound governing structure; competent and stable local staff; a strong business plan for
expansion and sustainability as well as the development and usage of accurate
Management Information Systems (MIS). The need to develop a mission and a vision is

also critical for creating a sense of purpose, ownership and accountability by both the

organisations and their clients.

In Zambia, the government and donors are also concerned that microfinance should be
L]

targeted at the poor. The donor community is therefore also interested in microfinance

intermediaries making significant progress in expanding client reach and market

penetration (Nakalonga and Liato-Katundu 1999). Donors are also interested in the

financial performance of MFIs. There is need to offer loans at a cost that will ensure cost

recovery within a reasonablegp€itod=ot Tune. A5 suChy—past of the required financial

performance includes decreasing dependence on-subsidies-and increasing financial self-

sufficiency.

4.2. Types of MFIs

There are over 21 established microfinance institutions offering financial services in rural
and peri-urban areas of Zambia (Mbulo. 2000). The industry of practicing MFIs is
composed of Local private organisations in the form of companies, international and
local NGOs, Co-operatives, Associations and projects. The companies are registered
under the Companies Act and offer their services for profit and are usually wholly

Zambian owned. The NGOs are a mix of local and international NGOs mostly operating
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as non-profit making organisations. The Co-operatives and Associations are member-
based organisations like the Women'’s Finance Co-operative of Zambia Limited. Some
selected government institutions like the Credit and Savings Bank of Zambia and the
National Trust Fund for the Disabled (NTFD) also offer microfinance services. A list

showing outreach of major MFIs includes types of MFIs in Zambia and is attached as

Appendix 1 Table 3.

Institutions giving support to the sector include the Micro bankers’ Trust (MBT), and the
Association of Microfinance institutions in Zambia AMIZ. The Micro Bankers” Trust is
the biggest microcredit wholesaling institution providing wholesale credit to MFls. The

MBT was initially established to implement the ‘Micro Credit Delivery for the

Empowerment of the Poor’. 'Fhi 1y-supported by the European

Union and the Ministry of C Jhs d Social Services (MCDSS).

Apart from providing wholcsalc

lcs capacity building in form

3

of business planning and dev ,........u.._.._.,..._..-........-.....,.. . As at June 2000,

. LINIVERSI] ! :
the MBT also started lending ]ch %lﬁy to gi&ﬂﬁs‘. AM[Z".-‘ vas formed in 1998 to provide
WESTERN CAPE
services to its member organisations. Objectives of thc Association include strengthening
of lateral learning among its members; support of best practices and innovative
techniques; information dissemination and sharing; establishment of a national

defaulters’ register; advocacy and lobbying. The aim of the association is basically to

improve the Zambian financial sector providing services to poor entrepreneurs.
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4.3 Services Provided by MFIs

Most MFIs use the group lending methodology adapted from the Grameen Bank model,
although the systems differ from one microfinance institution to another (Mbulo 2000).
Services offered by the MFIs include credit, training and savings mobilisation. The
savings are mostly collected as a guarantee against default by group members. They are
compulsory as opposed to voluntary. These moneys are given back to group members il
there is no default. They are not available as capital for on-lending br;cause in essence
they do not belong to the institutions and legally, the MFIs are not allowed to take

savings per se from the public. This is a disadvantage because it limits capital for on

lending to donor funds and for companies, to shareholders equity only. The practice of

maximum of K2.5 million (U e —naens
UNIVERSITY of the
WESTERN CAPE

4.4 Constraints Affecting Sustainability of MFlIs

The focus group discussion looked at constraining factors in terms of constraints in
achieving the scale of outreach. Broader literature on the experience of microfinance in

Zambia discusses these constraints in terms of their general impact on sustainability.
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These factors are not discussed in any order of priority because for the most part,

institutions are affected at different levels.
4.4.1 Inadequate Funding.

According to the results of the focus group discussion, some MFIs cannot get adequate
capital needed in order to scale up their operations. Considerable amounts of money are

needed for on-lending and institutional development. Inadequate funding cripples scaling

up and ultimately sustainability. That is why some institutions either fold up or maintain

a small clientele.

4.4.2 Institutional Capacity == = - %—"

Institutional development is th city to be self-sustainable is

introduced or strengthened in ‘ﬁ#iﬁi—itﬂt@i—@f—ﬁfg?ﬂﬁﬂtﬁi—éﬂgcomb and Cawley 1993).

INIVERSITY of the .
Most MFIs have inadequate ini‘siihﬁi‘!);hul}éal}a%ty iII;\(lcr‘n'{s"('J'I‘cxperlenced staff and board
' ) WESTERN CAPE ) )
members. As earlier pointed out, microfinance institutions are relatively young and still
need to develop their capacity to deliver their services in an efficient manner. MFlIs
combine both for profit and social motives and need staff, managers and boards that are
appropriately trained to manage MFIs. This means that a balance in skills needs to be
created. Mbulo (2000) points out that most managers and staff come with considerable

experience from NGOs specialised in charitable programmes, while most boards of

directors either have experience in non-profit or for-profit organisations. Therefore, there
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is a great need for exposure, training and reorienting of staff and MI1 boards to equip
them for managing MFIs efficiently and effectively. It also takes time for staff to reach
productivity because of the need for training and re-orientation. So some considerable
investments need to be made to build capacity in the organisation to deliver credit and

scale up.

This view is supported by the results of the focus group discussion that there is

inadequate qualified staff to manage the institutions. This is sometimes worsened by the

problem of high staff turn over which has affected some institutions, due to low

remuneration and inadequate incentives especially among field staff.

making is not produced in good ime. This is also supported By Mbulo (2000) who points

out that there is still a need l‘orLE(B?;zlx;}év&; S @cgétléd'drl‘;y well-established MFIs.
WESTERN CAPE

If MFIs are to deliver credit in a sustainable way they have to invest in the above

mentioned aspects of institutional development.
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4.4.3 Poor Infrastructure

This refers to a whole range of infrastructure required by MFIs and their clients i.e.,

roads, various types of communication, post offices, banks. High operational costs are

incurred due to poor and inadequate infrastructure especially in rural locations. This is

especially a constraint to those organisations trying to reach a rural clientele, as they have

to invest highly in overcoming problems posed by poor infrastructure. In fact, most
'

institutions tend to operate in the provincial towns to avoid incurring higher costs of

operation. This problem was pointed out in the focus group discussion

4.4.4 A Scattered Rural Population

Zambia is a large country withsa-gel ' : ensity especially in the rural

areas. Most MFls are therefore disc wreas because of the high cost

of operation. This is a ..%'=..=.-:....‘......... v

SieEmTiviviEmEm

in rural areas and require

credit for agriculture and relatbd \lea’ch:b:}EclschJﬂEs‘ilh'\]ifs'*revnew of literature on credit
interventions in rural areas, ééna? 139%) ﬁoﬁed{'z)ﬁ} (Il;a%i'agricultural credit tends to
marginalise the small-scale producers and that there is a need to uplift the subsistence
producer with emphasis on the poorer, the weaker and those who are remote. This

problem will continue to persist until development of rural infrastructure is made a

priority by the government.
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4.4.5 High Dropout Rates

Dropouts are clients who leave the programme for various reasons. One of the reasons
has to do with default. Defaulting clients cease to be active after three months and
inevitably drop out. Another cause of dropouts is the group lending methodology, which
is tailor made to suit MFIs with inadequate consideration to client needs. Making an
observation on this, Likulunga and Simonda (2001) point out that “it would appear that
for a number of institutions, there is no adequate research and ground \:vork done in order
to design products and services actually demanded by clients”. (Likulunga and Simonda

2001:8). An example given is that of weekly repayments instituted by MFIs that are not

suited for manufacturing businesses which need more than a week to get returns. Some

clients therefore drop out eve p—ﬁ!};ﬁ-—ﬁ?ﬁ” ng ﬂ?‘ﬁﬂn%ﬂq other potential clients are

‘4 I I I Y T Xl
1St ated in Appendix 1 Table. 3

oS 1 ,u.

/ Jhb:H ]il

since the MFI started compated:ta:ﬂ:tﬂtmbﬂ:ﬂi:aeﬁﬁemhmls now shows quite a

showing the outreach of major

{no% MFIs, the number of clients

11

. . | % ki w1 1Y ntf flpm
significant drop. UNIVERSITY o Ly

WESTERN CAPE

4.4.6 A Poor Credit Culture

Poor credit culture basically refers to the attitudes both people and institutions have
developed towards credit overtime. This is also referred to as a ‘poor credit discipline.” It
is a culture of poor loan repayment, which seems to affect quite a good number of

institutions. It dates back to the post independence era and is referred to in the above
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discussion on the history of microcredit during which the government created
microfinance institutions. “The general perception was that this was a way of
compensating the people for having supported the independence struggle and therefore
these loans were not to be paid back”. (Likulunga and Simonda 2001:4). This problem is

also alluded to in the focus group discussion.

A schedule of repayment rates is attached for selected institutions for the year 2000 as

¥

appendix 1 Table 4. This includes various institution types including those providing

consumption loans.

Likulunga and Simonda (2001) further point out that according to MFIs best practice, the

‘--'*‘

recovery rate of a given MFI eﬂ%cmmjye sustainable. According to

Fﬂ-*mﬁ_.idh
these authors, the repayment ratescobi

'-"' pe=

ountries are higher than this,

Jor example, the authors point

| =
=
-
] &
pj==
i
»: «
o,
=

g Lo a review conducted in

cﬁ"'
=
=

March 2000. (Likulunga and S}‘mmhu[d‘b&}li

WESTERN CAPE

4.4.7 Macroeconomic Environment
This section considers the impact of the macro economic environment on the
sustainability of microfinance institutions. The ability of Zambian small and micro

entreprenuers to benefit from microfinance depends on favourable trade policies. The

current trade policy allows for unrestricted importation of goods into the country without
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consideration of the impact on local manufacturing. Manufacturing is especially affected
due to high taxes on imported raw materials and low taxes on imported goods. This
exposes local industries to unfair competition. It has become expensive [or local
manufacturers to produce goods; while at the same time, imported goods have become
cheaper. Thus, liberalisation has inevitably led to the closure of domestic industries. The
current macro-economic environment is therefore hostile to the development of micro
enterprise especially for small industries that cannot compete with imports.
.

The inflation rate is also quite high leading to low returns on any form of investment. The
macro economic indicators pose a threat to sustainability of MFIs. The inflation rate as at

December 1999 stood at 20.6% and at 30% in the year 2000 and 19.6% in 2001(See table

has always taken an upward swings

steadily increased from K2.434

(See table 5.1 below). i

UNIVERSITY of the

AT O "T L | 1 L
In this case MFI returns 01!;'5i11‘\-'é§lnllcfil' [lz'u;‘ﬁ Igﬁil}glw%lhc and could lead to de-

capitalisation unless the MFI increases interest rates charged on loans. The clients’ return
on investments are also reduced because although they are able to charge higher prices,
the money progressively loses value. The high interest rates make it expensive and

difficult for them to repay the loans. This is also confirmed by Mbulo (2000) who points

out that:
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“The high interest rates make borrowing very expensive and in most cases, borrowers do
not graduate but continue to borrow after every loan indicating that they have not earned
sufficient returns to enable them graduate from microcredit to formal financial

institutions”'.( Mbulo, 2000:7)

Table 4.1 Zambia: Inflation, Exchange rates, Real GDP 1999-2001

1999 2000 2001
Inflation % 20.6% 30.0% 19‘).6
Ex. Rate to 1IUS§ | 2434 3147 3619
Real GDP % 2.0 3.5 -

Source: SADC, Regional Ieonotiic: Revi w,-2008-and-Bank of Zambia, Statistics

-

Fortnightly, 2002.

448 Politteal intervention. &
UNIVERSITY of the
WESTERN CAPE

Political intervention is also said to have contributed to the poor credit discipline and
even up to now this is prevalent especially during election time. This view is also
presented from results of the focus group discussion and supported by Likulunga and
Simonda (2001) who point out in their research that political intervention has included
the following: some political leaders encourage loanees in their constituencies not to pay
back as a way of buying votes: some politicians give directives to government supported

institutions to give loans to people of their choice, regardless of whether they are
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creditworthy or not; and still, some political leaders borrow from institutions and do not
pay back. For example “it is public knowledge that about 90% of the agents who
borrowed from the Food Reserve Agency (FRA) and have not paid back are politicians”.
(Likulunga and Simonda, 2001:10). The poor credit culture is inevitably worsened by all

the constraints discussed above.

But in addition to this negative intervention, another problem identified during the focus
group discussion is the lack of ‘political will’. In this case politicians lack the will to

implement policy in general. So even if a lot of good policies are formulated they are not

translated into action. This of course is of no benefit to the industry.

4.4.9 The Regulatory/legal Framiewo:

MFIs in Zambia are required by

Companies Act. They are required {o also register with the-Bank of Zambia under the

Banking and Financial Servibed ‘Alkt‘}'?}-?lii&%tggré’éu’lﬁtbly framework on MFIs is
inadequate and inappropriate Ki\:rfjril\/{&lxlsl 1(%35%.\%115‘;:1“&!'2;15%egulatory framework offers
limited options for MFls in that it basically caters for commercial banks with a very high
start up capital requirement for example. MFIs are also unable to take savings deposits
from the public and this limits the expansion especially of those with little access to
donor funding. As a result AMIZ in conjunction with the Bank of Zambia has been

working out a legal framework appropriate for MFIs. This new framework has however

yet to be implemented.
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The legal process prosecuting defaulters is also deemed unfavourable to MFIs because it
is long and time consuming. According to Likulunga and Simonda (2001), because of
this, many defaulting clients are not motivated to pay back. In addition, defaulting under
such circumstances works to the advantage of the client because they buy time to clear
their loans and the amount outstanding will be worth much less because of inflation.

Currently, legal redress is also expensive for MFIs in that what 1;1ay be eventually
recovered is much less than the amount spent on the legal process itself. MFIs have been
pressing for the establishment of a small claims court, which can allow for quicker

disposal of default cases.

4.5 Conclusion

The Zambian microfinance industry—has—been—tcrmed—as—young and developing. In its

relatively short history, it has[fiak'é-?u[ ?l?lhr"ﬁ);“‘l‘()}‘ clzm's{rdl"ﬁts that pose a threat to the
industry. The constraints ldent}:rcg are re aud\ﬂu&,d to in .varlous literature and in the
focus group discussion. Due to the ever-growing size of the informal sector, the number
of microfinance institutions has however continued to grow in spite of the constraints.
The survival or sustainability of the MFIs will nevertheless, depend a great deal on their
internal capacity to mobilise funds for scaling up, generate enough revenue to cover their

operating costs, as well as adapt their systems to suit their clients. The constraints in the

external environment require various stakeholders in the industry to work through. Since
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microfinance plays an important role in poverty reduction and employment creation,
there are already efforts within the industry to bring together various stakeholders. This is
evidenced by the existence of the Association for Microfinance Institutions of Zambia
(AMIZ) and the Micro Bankers Trust (MBT) whose objectives center around the building
capacity of MFIs and lobbying for a more conducive environment for microfinance.
There is also a lot of research in Microfinance whose results are being utilised evidenced
by the number of workshops to discuss the findings and the way forward. The constraints
: v

are therefore real, but not totally insurmountable especially with a lot of collaboration

between MFIs and other stakeholders in the area of poverty reduction.

— —— — a———
'y 1
v |

UNIVERSITY of the
WESTERN CAPE
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CHAPTER 5

DATA PRESENTATION AND ANALYSIS-CREDIT MANAGEMENT SERVICES

(CMS)
5.0. INTRODUCTION ;

The previous chapter discussed how microfinance institutions have emerged and grown
in Zambia. It set out the various constraints experienced by the industry as a whole and
how these have affected the susgﬁnubiléiy ofthe-MFis-in_general. Given this context, this
chapter zeroes in on Credit Management Sé}‘vi@ésﬁf,lmltfed(GMS) and seeks to analyse its
operational efficiency and sustitﬁnuliiflily. (The||¢hapter l?pd'gins by presenting a brief
background of the institution aud!discusses the findings-of | the field survey in terms of
client and target group chara&@rﬁs_tic.'fjAf{“t:lE:g;L%)e:if ﬁpdiings op the lending methodology,
outreach and interest rates arg'piésented: The QUGSH(};L@E how staffing policies, the
training of credit officers and management information systems can enhance the capacity
of the organisation to deliver credit and increase its outreach is discussed. In one of the
key sections of this chapter, the operational efficiency, operational and financial
sustainability ratios of the organisation are presented and analysed. The analysis is based

on information based on the audited financial reports obtained from Credit management

Services for the years 1999, 2000 and 2001(Appendix 4 shows the calculations of
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efficiency and sustainability ratios). The data is interpreted given the question whether

Credit Management Services Ltd. is sustainable and finally some conclusions are drawn.

5.1 BACKGROUND OF CREDIT MANAGEMENT SERVICES

Credit Management Services started in 1992 as a limited company. Initially it managed
credit funds on behalf of the European Union for a large-scale' agricultural crop
marketing loan fund. It became a full-fledged MFI in 1997 when it started lending on its
own account. In effect, the institution has been operational for about 5 years. It started off

by borrowing loan funds from The Micro Bankers® Trust (MBT) at subsidized rates of

interest. The company has also begti-funded b ATDaidA O.

The company is registered with

li;—-i-il'-ri-|i--;-i;-£;-il—j 4
UNIVERSITY of the
WESTERN CAPE

Institution under the Banking :

5.1.1 Mission and Objectives

The mission of the institution is “to improve the access by the poor to financial services

and credit to enable them improve their standard of living”. (CMS Progress Report 2000)

Their objectives include:

To promote savings and credit as a tool of social and economic change.
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To educate clients in enterprise development and sustainable economic growth and

generation of new employment activities.

To assist clients develop self-confidence, self-discipline, concern for others and also

create social pressure.
To create a fully commercial and sustainable company.
5.1.2 Geographical Coverage

CMS covers five out the 10 provinces in Zambia namely: Eastern, Southern, Lusaka,
eeSHhtS-1 oth-Urbaland rural coverage although it

LR NIN SIN NI NIN NI
has a significantly higher propottion-of elients-in-the-r

Central and Copperbelt provine

reas. The spread of clients is

Al el

nce for sustainability because

UNIVERSITY of the
WESTERN CAPE

5.1.3 Staffing of CMS

The company has a decentralised structure with a skeleton staff at the Head Office. The
Head office staff are as follows: Director, General Manager, Chief Accountant, a
computer advisor and a driver. Regional staff are as follows:

Three (3) Regional Managers

One (1) Regional Accountant
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Twenty five (25) Credit Officers

Three (3) Regional Receptionists/Cashiers
Three (3) Credit Co-odinators

Six (6) computer Operators

Two (2) Drivers

Three (3) Cleaners

5.1.4 Lending Methodology

CMS uses the solidarity group lending methodology. Clients come together in groups of

20-25 and guarantee each other’s loans. They pay 25% of the loan amount before the loan

is granted as guarantee in case-of Yy a | " the group. The guaranteed

amount is kept by the organisati ' 7 s have paid back their loans.

Legally, the organisation is not jpermitted 1o use| this/ money as a source of capital for on-

lending. The loan guarantee iHoney is paid back to-elients apon full repayment of their
. UNIVERSITY of the
WESTERN CAPE

All Clients have to undergo orientation and training in the credit methodology for about
five weeks before the loans are disbursed. The training is conducted by credit officers and
evaluated by regional managers. The training is to ensure that the methodology is

understood and the groups are well consolidated before any moneys are disbursed.

68

http://etd.uwc.ac.za/



5.1.5 Credit Officer Training

In house training is conducted for credit officers. Some of the topics covered include:

Client selection, disbursement and monitoring, record keeping, loan methodology,
prevention of default, risk management, time management and work planning. After this
classroom training, they are attached to branches for a four-month period of orientation

before they are allowed to handle clients.

5.1.6 Management Information Systems (MIS)

The company uses specifically designed MIS, which combines loan tracking and

accounting. This is suited

[N NN NIS i
decision making at any give timesE€MSsis one-ofthedd

developed MIS.

5.2. DATA PRESENTATION N [VERSITY of the
WESTERN CAPE

5.2.1 Services Offered

CMS offers credit, training and savings services as shown in table 5.1 below. The
company plans to introduce life and medical insurance. This is because most clients tend
to fall back on their working capital in case of illness or death in their families. The

organisation is planning to introduce life insurance in case of death of a client before the

69

http://etd.uwc.ac.za/



loan is fully repaid. A considerable amount of default is attributed to use of working
capital on urgent family problems. It is expected that introduction of life and health
insurance will improve loan repayment. The clients will contribute to the insurance

scheme and be paid upon the death or sickness of a member or their immediate family.

Table 5.1 Services Offered /Planned

Credit IForced Training Life Medical
Savings Insurance | Insurance
Services X
Offered
Planned X
Services

UNIVERSITY of the

WESTERN CAPE
5.2.2 Target Group Characteristics

The target group of CMS is small business operators, small-scale manufacturers, and
small livestock traders. The company targets both men and women who are credit
worthy. The percentage of clients that are female is estimated to be 66% while the
percentage of male clients is 44%. These groups of people would be those who have little

or no access to financial services from commercial banks. According to the company,
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these are middle and lower income groups in urban centers, peri-urban and rural areas.
The company covers a range of literacy levels, i.e. literate, semi-literate and illiterate.
Currently 90% of its clientele is in the rural while 10% is in the peri-urban areas. The

target group of the organisation is a broad range of the poor and not necessarily the

poorest.

5.2.3 Economic Activities of Clients

Economic activities of clients are trading, manufacturing (bricks, furniture, clothing),

crop marketing and agriculture. The majority of the clients are in small business

harvest resulting from drought-tond e
UNIVERSITY of the

VESTERN CAPE
Table 5.2 Economic Activi(ie]shl};)l]CﬁeAtsi'("% N CAPE

Trading Manufactur | Service Agriculture | Other Total
ing
70 12 10 5 3 100%
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5.2.4 Client Qutreach

According to data obtained from AMIZ, the number of active clients for the year 2000
was 12,100. The total number of clients who have received loans since the program
started are 35,600 (See Appendix 1. Table 3). CMS records show that the drop out rates
as follows: Drop out rate 1999=3%, 2000=3%, 2001=5%. The dropouts are those who
leave the programme for various reasons including default, and conditions imposed by
the group lending methodology. Such conditions include frequent wc‘ekly repayment of
loans and guarantee conditions. According to this institution, the main hindrance to
increased client outreach is the default rate. This is alluded to in the focus group

discussion as a high drop out rate due to default. When clients default, they automatically

drop out of the programme.

5.2.5 Interest Rate and other char

The organisation currently LE&'lEEs[ };g{@:ﬁtgx ]J:;[Jﬁﬂ;zﬁ'!i!iﬁlel‘esl rates of 100% per
annum. The rate was 120% i?}"‘i ‘}95: I‘Oé"oﬁ()}m&o "zi}n!]:i 5601. Since the average loan
period is about four to nine months the organisation normally calculates interest on a
monthly basis. To provide an incentive to good clients, the interest rate is reduced for
consecutive loans. The average interest rates per month are as follows: first cycle 10%;
second cycle 8%; third and subsequent loans 7.5% per month. Credit Management

Services calculates the interest rate to cover operational costs as well as inflation.
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In addition, an administrative fee equivalent of US$1.40 per client is charged. This fee is
meant to cover the cost of administering the loan to the client. A training fee of 5% of the

loan amount is charged per client to cover training related expenses.

Table 5.3 Annual Interest rates and other charges

1999 2000 2001
Interest 120% 100% 100%
Training 5% 5% 5%
Fees
Admin Fees | US$1.40 US$1.40 US$1.40
TN O AR

Average loan sizes are as follows;

I*loan  US$ 70 : 3
2" loan  US$ 140 UNIVERSITY of the
3%loan  US$ 210 WESTERN CAPE

maximum US$ 700

5.2.6 Efficiency Ratios

As reflected in the table below, the operating cost ratio has been decreasing in the past

three years. This ratio stood at 118% in 1999, 97% in 2000 and 89% in 2001. The ratio of

operating costs to average portfolio outstanding is however above the average cost ratio
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for successful MFIs that is estimated to vary between 13-21% (Christen et al, 1995
quoted in Ledgerwood, 1999). However the consistent decrease in the ratio is a positive
indicator of increasing efficiency. The high ratio is attributed to the cost of hiring field
staff due to expansion of the operations of the organization. The table also indicates that
the number of clients per Credit Officer increased in the period 1999 to 2000, but
remained stable in 2001. An observation is also made that successful MFIs tend to have
operating cost ratios of between 13 and 21 percent of their average loan portfolios and
between 5 and 16 percent of their average total assets. However co;lsideralion is also

given to the fact that this institution has been in existence for a comparatively shorter

time than the sustainable institutions.

Successful MFIs have salaries \m'_ cheftts 1g-betwetn4 percent and 16 percent of

average portfolio outstanding (Chn .,7 n Ledgerwood, 1999). Credit

management with levels of 65%‘_
1L L

outside the “successful’ rangc@M@W1 the three years indicates

that there is an lmploveme]ﬂ fh ll"ué} J‘ﬁ?uengy ritiol ! h] the absence of critical
WESTERN. C ’H"F-

comparisons like credit methodology, and popuhhon density (Christen et al, 1995 quoted

in Ledgerwood, 1999), however it would be premature to conclude that it is inefficient.

This high percentage (as in the above discussion of the operational cost ratios) is

attributed to salary costs due to expansion. On the whole there is a positive trend in CMS

because the decrease in ratios is an indication of cost recovery as the organization

expands.
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Table 5.4 Efficiency Ratios

Efficiency

Ratio

Ratio

1998

1999

2000

2001

Operating Costs
as % of Average
portfolio

outstanding

Operating costs/
Average
portfolio

outstanding

98%

118%

97%

89%

Salaries as % of
Average
Portfolio

Outstanding

Salaries/Average
portfolio

outstanding

44%

65%

53%

41%

Cost Per Unit of

Currency Lent

Operating ¢

Total am

disbursed i

|

Cost Per Loan

Made(Kwacha)

87%

87%

Operating COste

Total numbu rg'f]

WE.!

loans made

s TERN

IVERSI]

183.000
'Y of the
CAPE

171,000

379,500

Number of
active borrowers
per Credit

Officer (CO)

Average No.
active

borrowers/Avera

ge no. COs

103

154

154

Source: Adapted from Appendix 4.
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5.2.7 Operational and Financial Sustainability

The data indicates that the institution is neither operationally nor financially self-
sufficient. According to the calculations I made based on audited financial statements for
the years 1999, 2000 and 2001, the ratio for operational and financial sustainability has
been going down by margins indicated in the above table. This trend can be explained by
the increase in the cost of operation which (as indicated is Appendix 4) is going up.
Income for the organisation has been increasing while the costs of olneraling have also
been increasing (see Appendix 4). The operational costs have however increased at a

faster pace. As explained above, this is due to the expansion in the operations of the

organisation. This scenario is also alluded to in Chapter 2 with regard to concerns raised

i

.LV:. i I i E.'- 11|

‘ WN- - -

is that an increase in the volumesof-loa

SR s

: _Wpaﬁq;on into new areas thereby
lmmil ' i I
increasing costs for the institu #n h'r]lu_ ;+ d“f, g | TLLJ s how to maintain financial

viability while expanding out ¢ vit-observed that at a practical

level this is possible, but very dl{‘ﬁ"calt té‘thc e‘\denl ﬂmt (HEHE are going to be very few of

EL""E"'\"" _yg‘:'
%

such sustainable financial institutions \\011\mg \\uh lhc poor (Final Report of the Africa

Region Microcredit Summit. May 2001).
Prior to 1999 the company only paid management fees as opposed to salaries. In 1999,
the institution put in place a staff structure with a salary package of more than double of

the management fees (See Appendix 4). The wage bill has been increasing in consecutive

years. Further calculations in fact show that the percentage increase in the salary bill has
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been reducing in consecutive years as follows: 158 % in 1999, 67% in 2000 and 37% in
2001.This indicates that the situation is in fact stabilising. This also explains why the
number of active borrowers per Credit Officer has increased by 50% from 1999 to 2000,
but remained the same in 2001. This shows that the increase in clients has not been
accompanied by a corresponding increase in Credit Officers. Consequently, the
organisation has been able to increase the number of clients without necessarily
increasing staff. According to this Company, because of the solidarity group

methodology and peer pressure, the individual members of the group do most of the

monitoring, thereby reducing the load for the Credit Officers.

Operations for the organisation are decentralised. This means that most staff are located

ets. This reduces the cost of

travel and allows for close monitering-ofetienis-—One-of the problems of breaking even is

intet! out by Chao-Beroll (1999)

e el franc
RO DTentransi
=

and discussed in chapter 2. Otlie ah

1SONRS— 21Vl
-

wction costs in Sub-Saharan

Africa are poor infraslrucmre,Ia‘l (‘!\?';;;ekeh &S?ﬂlat]:)hahﬁ h%!gﬁ wages as compared to the
. YESTERN CAPE . :
Asian context (Chao-Beroff 1%59 oniine)i. ”lllﬂ{e rest of h]C costs, i.e., the cost per unit of
currency lent and cost per loan made have also increased in the period under review.

These basically increase with increasing operational costs as in this case.
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Table 5.5 Operational and Financial Self-sufficiency (%)

Year Operational | Financial
Self- Self-

sufficiency | sufficiency

1998 110 105
1999 73 01
2000 17 70
2001 37 54

Source: Adapted from Apper

5.3 Is CMS Ltd. Movmg'loﬁfﬂrtts—busmmmw‘—‘
UNIVERSITY of the

WESTERN CAPE

On the outset, the institution is neither operationally nor ﬁnanually sustainable as tabled

above. But because of the fact that the organisation has only been in the field for a
relatively short period, one may look at the trend and practices in the organisation and
speak of whether the institution is showing positive trends and make deductions from
there. This question needs to be answered in relation to direct factors determining
sustainability, i.e., level of outreach, interest rates and other charges, as well as the

efficiency of operations. The indirect factors are discussed in chapter 5 and these apply to
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the industry as a whole. But of special relevance to this organisation is the fact that 90%

of its operations are in the rural areas, where infrastructure is relatively poor and

travelling distances longer.
5.3.1 Outreach

First of all, its outreach in 2000 was the highest among the Zambian MFIs for which data

L]

is provided. (See Appendix 1 Table 3). According to CMS, there has since been a
decrease from this number to 6,000 because of non-repayment of agricultural loans
occasioned by a drought period. The company has now stopped giving agricultural loans

for seasonal crops. This company now focuses more on the scale of outreach rather than

depth of outreach. This is dm@m&(’ﬁv its. "Iﬁ'{:g-a-‘:ggle range of clients who are

Fﬂ-*mﬁ,_.idh LR
mostly traders and small mantifaeturen: peanpbepdes

focussed more on clients with y }l FJI nd 4 tivif
A

1]
. PR A . | e
economic activities. This kinde

under the subheading ‘the L{léféu[-lablht CJlm;j ‘Ofé,cmf%'ltlons that move towards
WESTERN APE

financial sustainability faster are those t dlbctm;: a ml\u! range of clients rather than the

poorest. The organisation has put in place some measures to retain its clients and improve

the repayment rate. For example it does not charge training fees for subsequent loans.

The interest rate is also reduced for clients who repay loans on time. The current rate of

repayment is indicated at 74% per annum although the planned rate is 92%. The

organisation has further plans for the expansion of its client base and improved

repayment rates as follows:
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31% March 2001 6000 clients and 92% on time repayments
31" march 2002 9,000 clients and 93% on time repayments
31% March 2003 12,000 clients and 94% on time repayments

Source: Credit Management Progress Report 2000

5.3.2 Interest rate and Other Charges

The organisation makes deliberate attempts to recover its costs by charging economic

interest rates. CMS also charges its clients {or any training done as well as administrative

charges. Although the figures seem high, consideration is given to the fact that the

The interest rate of CMS is cla

respectively, considering lhaiméumbn:lm:a:mgtmzmzmmmon. (See Appendix 1.
Table 2 showing interest l’iltel."'i\hll;%lk a}l%:?eltl‘gl“.ﬁlﬁﬁs%atg). Corposal has the second
_ = WESTERN CAPE. _
highest inflation rate of the eleven institutions studied which at 19% per annum is
relatively close to that of Zambia at an average of 23% per annum (See Table 4.1 in
Chapter 4). K-rep with a high rate of inflation of 47% charged only 38% and made the
lowest return on investments (See Appendix 1. Table 2). Corposol makes the second
highest return on investment. There is therefore a high correlation between the interest

charged and return on investment. So far CMS seems to be going in the right direction

with regard to charging economic rates of interest.
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5.4. CONCLUSION

Although CMS is not yet operationally or financially sustainable, evidence shows that the
trend in its efficiency rates are getting progressively better. The operational costs are high
initially. This is because the institution has had to put in place a comprehensive stafl’
structure and expand into new areas in order to allow for future growth in its client base.
In the first few years, the organisation has been investing in inslituli'onal development,
which as indicated in literature, is a pre-requisite for the sustainability of any MFIL. This

in fact is typical of the formative years even of the most sustainable institutions like the

Grameen Bank. Shahidur, Khander, Khalily and Khan (1995) in speaking of the

sustainability and subsidies withizfegaid-t0 the Granw
TN NI

fact that group pressure promote: 5 pr higly loan recovery, it is doubtful

that the Grameen Bank could l‘“'c % ’

E

Bank point out that, despite the

yenue in the early years of its

operation to support these ¢

nagement Services however,

o g IINIVERS |i Y of i the -
findings indicate that the coslé—vf *i'uhnnu%g e Institution Have already started to stabilise,

A At . WESTERN CAPE
thereby indicating cost efficiency.

Credit Management Services {rom the onset has included financial sustainability as one
of its objectives and is deliberately working towards achieving this. Although the mission
of the organisation is to make financial services available to the poor, it has a selection
process that over the years ensures that only those operating viable and relatively risk free

businesses are recruited. In addition it ensures that its clients are developed to the extent
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that they are able to manage their businesses. There are also indications that the
organisation has set in motion mechanisms to recover costs and reduce dropouts thereby
increasing its client outreach. Another good indicator for sustainability is that there is no
significant increase in its operation costs over the past three years although the number of
clients has been increasing. The relatively higher cost ratios in my view are not an
indicator of inefficiency in this case, given the number of years in operation as well as the

organisation’s rural orientation.

CMS gets subsidized loan capital for on-lending as oppesed to donated equity as in the
case of many other institutions locally and internationally. The interest rates are set with a
view of recovering costs as well as cover the rate of inflation. As discussed above, CMS
Ltd. also happens to have si ,?.,—:,;.--r:tﬁ.mm-aé.tstm institutions referred to

e e L Sl Wl ) o e B b i
(I8 BIN BN NIF WNIN NI
in Chapter 2 except that it is relatively-youngasamicrofinazice institution.

'y 1

UNIVERSITY of the
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CHAPTER SIX

SUMMARY, CONCLUSION AND RECOMMENDATIONS

The thesis aimed at analysing the sustainability of Credit Management Services limited
(CMS) within the context of the Zambian microfinance industry. The research discussed
the sustainability debate, the emergence of MFls in Zambia and the constraints faced by
the Zambian microfinance industry as a whole. The research then discussed and analysed
the efficiency and sustainability of CMS as a case study of the Zambian industry. This
concluding chapter of the thesis will summarise and discuss salient findings of this
research in both the literature survey and the empirical findings. It will then discuss how

the findings of this research have—relevanceLoi-lic=niierofinance industry in Zambia.

Recommendations for further résearch-and-for stakeholders#re also made.

6.1Summary and Conclusions

Findings of this research show that there are few financially sustainable microfinance
institutions in the world and that even the best of these have reached financial
sustainability after substantial subsidisation. It is also evident that most microfinance
programmes have failed not because they have been subsidized, but because they have
been inefficient and their costs of operation have been too high resulting in their closing
down due to insolvency. MFIs therefore need to operate more efficiently and recover

costs in order to be sustainable. The facts on the ground however point to the fact that for
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some programmes, increasing outreach will entail increasing costs thereby compromising
sustainability. This is a paradox also discussed at the Africa Region Microcredit summit

and alluded to in other literature.

Findings also indicate that some microfinance programmes have failed because lending
methodologies have been inappropriate. Coupled with this is the fact that some
programmes have operated in unsuitable geographical locations because of donor and
government pressure to extend services to the poorest. This partly s;ggesls why it has
taken longer for some institutions to be sustainable than others. A lot of experimentation

has therefore had to take place for institutions to arrive at methodologies and systems

appropriate for their clients. This requires time, flexibility and financial investment in

e ——
capacity building. Hence I\flbisﬁﬂmﬁ‘fbc HIVC‘T"‘&:"j pportunity to grow into stable

| N .JJ___‘JE; =
institutions because only then can ;

Concluding from literature on experience around the world, the delivery of credit to a

't

. . AINIVERSITY of.thn. .
broad spectrum of poor chcnté—ﬂ f'n%ré s}tr'si?iﬁ'bble thaft that ‘directed at the poorest. This
WES % ERN CAPE
is because serving poor clients 1mplth ubhcr costs and risks for lenders. Small loans are
more expensive to administer and yield relatively lower returns on investment for the
MFIs. In Sub-Saharan Africa, which includes Zambia, most clients in this group are

found in rural locations where the costs of operating are relatively high. As a result, some

institutions have preferred to serve a mixed range of clients rather than target the poorest.
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Lessons also point to the fact that microfinance is not always the most appropriate
intervention in alleviating poverty. Where it is not appropriate or sustainable,
stakeholders need to invest in other interventions that will provide an enabling
environment for micro enterprise to flourish. Notably investments in both social and
physical infrastructure need to be made. This will create an enabling environment for
rural enterprise to survive and consequently contribute to sustainability of MFIs.

Credit delivery mechanisms seem to have been evolving because of un'sal.isfactory results
in terms of impact and sustainability of institutions. And so, there has been a continued

bid to increase impact by way of creating more appropriate institutions for credit

delivery. The trend has been from subsidised bank loans, to subsidised socially oriented

- A AINIVERSLIT.Y of the : :
Findings show that Credit MLT’laQeg'nén% ’:—;L%“rvrrcleq"m‘ ot yét operationally or financially

Ix";'-i'*rE';-,*“ }E

5

sustainable, but analysis of the trends of c['llucmy shows that this is improving by the
year. If this trend can be maintained, the institution is on its way to financial viability.
The high operational costs are attributed to high investment in capacity building to enable
the institution to expand into new areas and allow for growth in its client base. This in
itself is a pre-requisite for the sustainability of any MFI. Findings indicate that the costs
of running the institution have already started to stabilise, thereby indicating some

measure of cost recovery.
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CMS operating in the Zambian context, is beginning to embrace best practice like
charging economic rates of interest and increasing client outreach. Credit Management
Services has a high client outreach compared to other institutions in Zambia. In addition
to this. it has also streamlined its selection process for clients as well as the kind of
activities to support. This is an indicator that the organisation is working at maintaining
and expanding its client base. Findings also indicate that CMS, with regard to pricing
policies has practices similar to financially viable institutions in ol;ler regions of the
world. The fact that the other organisations have received substantial subsidies while

CMS uses borrowed capital for on lending is a good indicator that the possibility of

eventually becoming financially viable exists.

that it might delay the fidz

decentralised its operations in[a; ghl[k}'?bkligﬂ:h ks Eh\én\'falﬁﬂl cut operational costs. These
s TERN CAPE

are efforts that contribute to c.ost ef [lClency and increasing revenue.

The organisation also displays a greater measure of transparency as compared to the other
Zambian institutions. This makes it possible for the organisation to get input into its

operations and make necessary adjustments.
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CMS though not financially sustainable can serve as a model for microfinance ‘best

practices’ for the rest of the Zambian MFIs.

6.2 Relevance of Findings for the Zambian Microfinance Industry

Findings of this research indicate that building a sustainable microfinance industry in
Zambia will not be easy. First of all, the Zambian microfinance industry is young and
developing. Secondly, in its relatively short history, a number ol'conslr'aints ranging from
internal ones like institutional capacity and inadequate funding, to those in the external
environment like macroeconomic policies and political intervention have been identified.
These constraints need to be addressed in order to enhance sustainability of the industry.
A number of factors have beey-idenititicdtal can-ehaiice-sustainability or work against
it. In the light of the findings oF-this-+research-on-both.the international scene and from
Credit Management Services a mumber of |lessons and applications are therefore drawn

for the Zambian microfinance JCHSEY:

Most Zambian MFIs are donor furided and still haveé "a lot'of social considerations to
make. The result is that they do not charge economic rates of interest because they are
deemed exorbitant for poor clients. However for a country like Zambia with a currency
that loses value at a fast rate, it is important that interest rates be set high enough to
recover operational costs as well as the inflation. As shown in the broader literature and
CMS in particular, only those institutions that set their interest rates high enough are able

to move towards efficiency and ultimately, sustainability.

87

http://etd.uwc.ac.za/



One of the biggest hindrances to client outreach by Zambian MFIs is the lack of funding
for operations and expansion. The main problem is that most MFIs have been depending
on donor funding for their operations and lack the capacity to source other funding. One
way of resolving this is to change their legal status, for example, to register as limited
companies. This will allow for sourcing of funds other than subsidies. This has in fact
been done by CMS. One of the biggest assets of CMS is that it has been able to borrow
funds for on lending from various donors. The survival of Zambian I\/;Fls will therefore
depend a great deal on their internal capacity to mobilise funds for scaling up and
generate enough revenue to cover their operating costs. Findings of the literature
reviewed on the Zambian MFIs indicate that some initial investment in building the

‘--'*‘

capacity of the MFIs is req@tgﬁ?-__iﬁi ﬁ‘TﬁncC"Tn»@_@»gf a stable staff structure,

Lﬂ-*m.;_,;’?‘,_.idh
management information systems-and-z

ing client base. CMS has been

able to invest in this because of i ing other than grants.

r

d

I

; ININERSITY.af the : .
MFIs need to avoid remote rurLl Hbgubn}s-'\u\e}el mictofihance is not feasible, due to low
1A L E P W] [ »
WEST E‘f-"'-rif
density of population, poor state of roads and other infrastructure. In some cases there
might even be a demand for microfinance services, but this demand has to be adequate to
cover the operational costs in order for microfinance to be feasible. Remote rural

locations require more travel time and consequently higher costs of operating. Some

Zambian MFIs operate in relatively remote locations and stakeholders need to reconsider

whether microfinance is the best intervention.
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Caution also needs to be exercised with regard to the type of economic activities to
support. CMS lost almost half its client base because of their inability to pay back
agricultural loans due to drought. Credit Management Services has had to stop giving
agricultural loans because of the risks involved. Mono crop economic activities pose
higher risks than that of mixed non-seasonal activities. MFIs need to avoid this because
the chances of default are much higher. This can perpetuate a culture of non-repayment

as clients eventually fail to take loans seriously.

High wages contribute to high operational costs. For example in the case of CMS,
findings show that this constitutes half of the operational costs. This has been the most

expensive operational cost. MFIs need to work more at utilising local local human

‘--'*‘

resource for monitoring in @@‘%\M “"ee}sl thereby increasing their

1t N .Esi B 1
operational efficiency. Linked to-

"\“ \""u\ 'II"

of? tihis |
‘!.h 1 11

reducing on top-heavy structufes—and-hire’]

staff structures. The implicati 4}

. . ; W] ['ﬂ"_%f E’l ST T-Y.af the .

Asian MFIs. Simple management" struet fred ‘and “ctedit 'methodologies need to be
1 I. e L E 1 1 4 ‘7 i} E.

developed in order to make it powble i’ol fhe-institutions to be financially viable without

imposing costs that are too high on clients.
One of the problems of maintaining and attracting clients is the inappropriate application
of the lending methodology. This is widely discussed in literature and seems to be a

problem in general for Zambian institutions. The group lending methodology needs to be

adapted according to local needs. Market research should ideally focus equally on both
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client and MFI needs. This is important because the MFIs need to maintain their clients to
be sustainable. Therefore a good balance needs to be struck between client needs and

MFI needs in order for the MFIs to be sustainable.

Organisations also need a clear mission and objectives that deliberately include the need

to create sustainable institutions. Most of the organisations have set good social

objectives but have not articulated the need to create financially sustainable
L}

organisations. Setting the sustainability objective is important because it helps the

organisations focus on working towards viability while serving the poor. This has been

the case with CMS.

CMS therefore provides some paltabiedessons, whiel:thécothier Zambian MFIs can learn
from. The constraints faced bysZambiansivitissarenthercfore real but not totally
insurmountable because there ar¢ a lot of examples of what works and does not work for
creating sustainable MFIs.

6.3 RECOMMENDATIONS

6.3.1 For Further Research

1. A serious concern pointed out in the literature is that there is inadequate empirical
data on client poverty profiles and occupations served by various institutions.

Researchers therefore need to look into a comparative study of the poverty levels
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and other economic profiles of clients being serviced by institutions across
Zambia. This will equip stakeholders and researchers with readily available
information for making informed decision with regard to the type of investment to
make in an organisation. This being an international concern will also make such

research more attractive for funding.

2. There is a need to do sustainability analysis of a representative number of
L]

microfinance institutions in order to determine the extent to which the Zambian
MFIs are sustainable. This will give stakeholders more empirical data as to the

sustainability of the MFIs.

3. There is a need for MFJst6-provide comph

: 7-,1_._,._11_1,‘3? irate information especially

on financial performance

of programmes serving tl or. The current|levell of transparency needs o be

improved upon if resulés
UNIVERSITY of the

"ESTERN CAPFE
6.3.2 For Stakeholders WESTERN CAPE

1. Stakeholders need to be conscious of the fact that microfinance as a poverty
reduction instrument is not always the appropriate intervention. There are
circumstances that would undermine the financial sustainability of institutions and
need to be avoided. Microfinance should ideally target poor entreprencurs

needing to build an asset base to operate enterprises and not the destitute.
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2. Donors need to consider investing in and strengthening local institutions owned
by local communities which have been there and have survived through time.
This is because people will support and contribute more to what they own and
already have a stake in. The best example is the utilization of the village bank
model, which is being used in many parts of Africa.

3. Zambian Institutions need to look into mobilisation of voluntary savings from the
local communities. This will serve as a potential source of loar; capital instead of
depending on grants for on lending. This will also reduce risk for the MFIs as the

clients’ deposits are controlled by the institutions. The introduction of deposit

taking will also reduce the dropout rates because there will be more bonding

I I T
[ T R e R ——

UNIVERSITY of the
WESTERN CAPE
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APPENDIX 1.

Table 1. Age and Type of Selected Institutions

Name(country) Age | Type of Institution Urban
yrs /rural
ACEP (Senegal) 8 NGO/credit union Both
ADOPEM (DR) 12 NGO Both
BancoSol (Bolivia) 7 Private Commercial Bank Urban
BKD (Indonesia) 40+ | Village-owned financial Institution Rural
BRI Unit Desa System (Indonesia) 10 Division of Gov’t commercial Bank Both
BRK (Niger) 3 NGO Rural
CorpoSol (Colombia) 6 NGO/finance company Urban
FINCA (Costa Rica) 10 NGO Rural
Grameen bank (Bangladesh) 18 Gov’t/member-owned bank Rural
K-REP (Kenya) 4 NGO Both
LPD (Indonesia) 10 Village/gGverament-owned bank Both

Source: USAID Evaluation Highlights Ne.49. June 1995. P4.

http://www.dec.org/pdf docs

Table 2. Interest rates, Inflation, and return on Assets at Selected Institutions, 1993

NARBSS521.pdf 22/10/01

Institution Nominal Estimated Real effective | Return on
effective rate Current rate, average
Percentage inflation, percentage Assets,

Percentage percentage

ACEP 20 6 14 0.1

ADOPEM 72 5 67 -0.8

BancoSol 55 9 46 1.0

BKD 55 10 46 3.2

BRI 34 10 25 1.8

BRK Niger 18 0 18 -11.5

CorpoSol 71 19 52 4.9

FINCA 32 9 23 -6.3

Grameen 20 8 12 -3.3

K-REP 38 47 -9 -18.5

LPD 36 10 5 7.4

Source: USAID Evaluation Highlights No. 49. June 1995. P5

http://www.dec.org/pdf docs/PNABSS21.pdf 22/10/01
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TABLE 3: OUTREACH OF MAJOR MFIS (ZAMBIA)

Organisation Type of Org Number of clients | Number of Active
since program clients
started
1. Luena NGO 530 254
development
Agency
2. Lutheran World NGO 13 groups of 10-35 | 11 groups
Federation people per group
3. Women Finance | Co-operative 2300 700
Co-operative
Zambia Ltd.
4. Credit Company 35,600 12,100
management
Services Ltd
5. PULSE Holdings | Company 13,800 2365
Litd.
6. Pride Zambia Ltd. | Company 8031 4341
7. ECLOF Zambia NGO 2972 903
8. Zambezi Youth Compaiy 802 631
Organisation Ltd.
9. CEBCA NGO 8 8
10. Keepers Zambia | NGO 309 257
Foundation
11. People’s NGO 40 groups of 10-15 | 25 groups
Participation people per group
Service
12. National Company 8914 3092
Savings and Credit
Bank (Zambia) Ltd.
13. CPG Castor Oil | Company 11 groups of 9-11 No active clients.
Zambia Ltd people per group Company
concentrated on
loan recoveries
14. Micro bankers’ | Trust/NGO 1668 1668
Trust
15. FINCA ( Company 1433 1250
Zambia) Ltd
16. NDSTF NGO 100 86
17. YSEI (YWCA) | NGO 232 200
Total 76,928 28,215

Source: AMIZ, June 2000. Unpublished.
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Table 4: Recovery Rates for Selected MFIs and other Financial institutions

Name of Organisation Recovery Rate % Comments

Credit Management | 70-75 Rate lowered due to poor

Services recovery in agriculture

PULSE Zambia 60-70 Low rate for old product,

95 high rate for new product

ECLOF (Zambia) 63-70

FINCA (Zambia) 100 Just started operations

Women  Finance Co-op | 98 Rate improved 40-50%

Zambia after some intervention

Lutheran World Federation | 45-60 Trading (60-70%), Agric
I (50-70%). Manufacturing

(45-50%)

Economic Expansion in | 45-85 45% on whole portfolio and

Outlying Areas 85% on dues

Zambia Co-operative | 96-100 Rates  obtaining  before

Federation Finance Services liquidation

Co-operative  bank  of\{24 Rates  obtaining  before

Zambia liquidation. To be revived

Zambia National | 50-60 For agriculture and trading

Commercial bank loans

National savings and Credit | 85-95 Microcredit only

Bank

Zambia National building | 50-60 Recently improved to 85%

Society after interventions

Pride Zambia 80 Chaisa (80%), Chachacha

(94%), Ndola (100%)
Food Reserve Agency 10-20

Source: Likulunga and Simonda (2000). Unpublished.
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Table 5: The growth of MFIs in Zambia

Institutions Date of Formation Target Group

Pulse Holdings Limited 1994 Micro entrepreneurs in per-
urban Lusaka compounds

Credit management 1992 Micro, small scale

Services enterprises and small scale
farmers

Country Services 1997 Small scale farmers and
businesses

C.P.G Castor Oils Zambia 1996 Peasant farmers

Ecumenical Loan Fund 1993 Women and youth groups,

(ECLOF) and church related groups

FINCA Zambia 2001 Self employed poor and
Village Banks

Irish Aid 1996 Small scale entrepreneurs

Keepers (Z) Foundation 1997 Livestock farmers

Micro Bankers Trust 1996 Microfinance institutions

(MBT) ‘

Mukungwila Village Bank 1998 Rural poor

Peoples Participation 1996 Rural microenterprises

Service (PPS)

Pride (Zambia) 2000 Small scale manufacturers

Progress Financing Ltd. | 1998 Women and Youth

Women Finance Co-op 1995 Low income women

' | entrepreneurs
Zambia Federation of 1998

Women in Business
(ZFAWIB)

Women entrepreneurs

Source: AMIZ, Unpublished papers, 2000.
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APPENDIX 2.

QUESTIONNAIRE

The Institution/Funding

1. Age of institution (years)

2. Geographical location of clients:
[ JRural
[ JUrban
[ 1Both

3. What is your source of funding?

[ 1Donor _ .

[ ] Savings MY ALK EI5 EIE _DIF El
[ ] fund raising e — L c—
[ ] share capital

[ ] others (specify)

4. What is your legal status?
. UNIVERSITY of the
[ ] Company limited by guarantee ;

[ 1 Company limited by stiel. S T ERN CAPE
[ ] NGO

[ ] Co-0p

[ ] Other (specify)

5. Do you have a business plan and if so, how many years are covered?

Services
1. What services does your organisation offer?

[ ]Credit

[ ] Savings

[ ]Training/councelling
[ JInsurance

[ ] Other (specify)
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2. Do you plan to offer any other services apart from the above?

[ ]Yes
[ INo

3. If yes, what type of services?

-+

a.
b.

C.

Interest Rate

L.

[ Voluntary savings
[ ] Life Insurance
[ ] Health Insurance

[ ] Other (specify)

Why would you offer the above services?

1 1
I L e A L
What fees do you charge

UNIVERSITY of the

What is your real rate of interest?............
WESTERN CAPE

How do you determine your rate of interest?

[ 1 Admin
[ ] Training
[ JInsurance

a.
b.
c.

Do you have any competitors?

[ ] Yes.
[ 1 No.

If so, what rates are they charging?

What is your rate of repayment?

http://etd.uwc.ac.za/



Client Characteristics

1. Type of business activities (% of clients).

[ 1Trading

[ IManufacturing
[ 1Service

[ JAgriculture

[ ]Other (specify)

2. Annual income categories/percentages

3. Loan use.
[ 1Working capital m
[ JInitial capital e —— e,
[ 1Other (specify) TN N AT
| L —— .1

General target group baselines .

1. Type of economic activitie
[ ]Trading UNIVERSITY of the
" WESTERN CAPE

[ |Processing
[ JAgriculture
[ ] other (specify)
Client Outreach
1. Number of active clients.
2. Planned client outreach for the period
[ 11999

[ 12000
[ ]2001
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3. Reasons for short fall of clients:

[ |Drop outs

[ ]Not enough eligible clients
[ 1 Not enough funding

[ ] Other (specify)

4. Drop out rate

[]1999
[ 12000
[ 12001

5. Loan sizes

6. What would you consider as the main hindrances to increased client out reach?

[1a

[1b

[1c

[1d
Efficiency Ratios
Efficiency Ratio Ratio 11999 12000 2001
Operating Costs as | Operating costs/
% of  Average | Average  portfolio
portfolio outstanding
outstanding
Salaries as % of | Salaries and
Average Portfolio | benefits/Average
Outstanding portfolio outstanding

Cost Per Unit of
Currency Lent

Operating costs/
Total amount
disbursed

Cost Per Loan
Made

Operating costs/
Total number of
loans made

Number of active
borrowers per credit
officer

Average number of
active
borrowers/Average
number of credit
officers
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Operational Self-sufficiency-

Year Operating | Operating | Financing Provision Operational
income Expenses costs for  Loan | Self-
losses sufficiency
1999
2000
2001
Financial Sustainability
Year Operating | Operating | Financing Provision Cost of
income Expenses €osts for  Loan | capital
losses
1999
2000
2001
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APPENDIX 3.

FOCUS GROUP DISCUSSION

A focus group discussion was held with the board of the Association of microfinance
Institutions in Zambia on the 27" February 2001. The Discussion focussed on constraints
to sustainability of microfinance institutions. The main focus was on constraints to
achieving scale of outreach and external factors. The discussion also looked at the

question of whether the MFIs are charging economic interest rates and whether the cost

of operation was under contrgl

At this meeting the aim and background of the research was given and also the purpose
for requesting that meeting. This was to verify some assumptions and information

collected from the selected institution.

Present at this meeting were the following board members representing some key MFIs:

1. Mr. Abraham Ndofor FINCA

2. Mr. Micheal Mbulo PULSE

3. Mr. Derek Molver CMS

4. Ms. Mary Nandazi MBT

5. Mrs. Maluba H. Wakung’uma ECLOF

6. Mr. Paul Mayanja PRIDE
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7. Mr. Webby Mate AMIZ

Constraints in Achieving Scale of Outreach

These were tabled as follows and they are not discussed in any order of priority because

for the most part, institutions are affected at different levels.

- inadequate funding

- inadequate qualified staff

- poor infrastructure i.e., foads,Ceminunicatiof, banks.
- A scattered rural population

- A high dropout rate due t0 default

- A high population mobifity-leading to-fossin-clients

- A poor credit culture

- Political interference

Interest Rates/Fees

Most institutions do not calculate to cover costs due to the social nature of their
objectives. Some pointed out that they calculate interest rate to recover costs over time
although the time period was not given. Some reasons given for not charging economic
rates is that consideration is give to enterprises which take a while to become viable

especially those in agriculture.
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Cost of Operation

High operational costs are incurred due to poor and inadequate infrastructure especially
in rural locations. It also takes time for staff to reach productivity because of the need for

training and re orientation.

External Factors Affecting Sustainability of MFIs

Policy Environment

Government policy especially-in rasal arcas does noi favour micro enterprise and
agriculture. There is inadequate support to agricultural marketing and little or no

incentives to farmers.

Government through the Food Reserve agency dumps cheap fertilizer on the market and

spoils the credit culture because of poor repayment.

Legal/regulatory Environment
The bank of Zambia is currently supposed to regulate microfinance activities but this has

not taken off because some institutions are still not registered with the Central Bank.
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Macroeconomic Factors

- A depressed economy with high unemployment due to closure of companies.
Manufacturing is especially affected due to high taxes on imported materials so this
introduces unfair competition to local industries.

- An inflation rate of 19.6% per annum and devaluation of the local currency leads to
low returns on any investments.

- Donor funding has become unstable and commitments are not honoured. This affects
both MFIs and governméntexterfial funding.

- Very high poverty levelsieadinig to low productivity-and investment in economic
activities.

- There is no political wiltso-thatthe-government-doesnot adequately implement

policy decisions.

http://etd.uwc.ac.za/



APPENDIX 4.

Table 1. Efficiency and Sustainability Ratios of Credit Management Services

Year 1998 1999 2000 2001
End of year Portfolio outstanding 278037613] 512382734 1119003860 1797304176
Average portfolio outstanding 2250000001 395210173.5] 815693297 1458154018
Total expenditure 232625255 648944856| 977226116/ 1448033687
Operating Costs 220814155 467628982  793151266{ 1304824044
Salaries and Wages 99791789 258391494 431246400, 591578374
Provision for Loan losses 0f 77603041 95229381 77370903
Cost of Capital 11811100f 103712833 88845469 65838740
Operating Income 243334085 396961098 684683777 784493724
Operating costs as % of average

portfolio outstanding 98% 118% 97% 89%
Salaries as % of average portfolio

outstanding 44% 65% 53% 41%
Operating self sufficiency 110% 73% 77% 57%
Financial sustainability 105% 61% 70% 54%

Source: Calculated From CMS Audited Annual Reports.|1999, 2000,2001.

List of Formulas Used for Calculation of Ratios

1. Operating costs as % of average portfolio outstanding

Operating Costs/Average portfolio outstanding

2. Salaries as % of average portfolio outstanding

Salaries and wages/Average portfolio outstanding

3. Operational self-sufficiency (%)

Operating Income/ Operating Cost + Cost of Capital

4. Financial Sustainability (%)
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Operating Income/Operating Costs + Cost of Capital + Cost of Capital +

Provision for Loan Losses

o | | | | ) .:'
UNIVERSITY of the
WESTERN CAPE
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