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THE GIANT AWAKENS—
THE FORMAL FINANCIAL SECTOR
MEETS THE BASE OF THE PYRAMID

by Matthew Gamser

We stand in the midst of a major shift in interna-
tional development, in which international private
capital and private enterprise are replacing inter-
national public capital and aid as the dominant
resources. These new private sector players may take
us much further in alleviating poverty and improv-
ing livelihoods—Dbut only if they appreciate the
opportunity at hand.

For years, corporate involvement in developing
countries and emerging markets focused on exploit-
ing key resources (natural and human). Extract the
resource, make the product cost-effectively, and sell
it where people have more money . . . that was the
mantra. Firms kept their public profiles low, made
quiet, individual deals with governments to support
local operations (sometimes facilitated by behind-
the-scenes diplomacy), and avoided extensive
involvement with local institutions and societies.

Opver time, this “stick to the knitting” approach led
to dissatisfaction both in-country and back home,
prompting a second phase in corporate development
strategy: demonstrating philanthropic spirit. But
initiatives such as building schoolhouses tended to
be small, one-off projects with little if any relation
to the core business and no concern for sustainabil-
ity. Short-term image building was the focus.

Many corporations remain in this second phase.
However, the last decade of the twentieth century
saw a few companies move into a different kind of
global citizenship, often through separate institu-
tions such as foundations. A notable example is the
Gates Foundation’s work on HIV/AIDS, malaria,
and tuberculosis. But such programs face concerns
about their sustainability, and they too bear little
relation to the companies’ core businesses. Short-

' The Economist, August 21, 2004.

term impact on poor households is limited, as are

collaboration and coordination among the firms

involved, which in turn limit learning. CSR, or

« . qe . .
corporate social responsibility,” remains the domi-

nant spirit of these ventures—not business, and

certainly not profit.

Now, however, a small vanguard of companies

is popularizing a radically different approach:
seeing poor countries first and foremost as markets,
and the poor masses first and foremost as prospec-
tive clients.

“If we stop thinking of the poor as victims or as a
burden and start recognizing them as resilient and
creative entrepreneurs and value-conscious con-
sumers,” says the University of Michigan Business
School’s C.K. Prahalad, an advocate for this

« . .
approach, “a whole new world of opportunity will
open up.”’

The new vision seeks to make the corporation’s
business a vital part of local economic development
by providing key products, services, and upstream
and downstream opportunities for local entrepre-
neurs. In this vision, the corporation’s development
work is integral to its core business, generating
short-term impact in-country and mutual profit.
Interestingly, this new approach may generate maxi-
mum returns when implemented with other large
international firms.

Mainstream Finance Meets BoP Finance

The mainstream financial sector’s involvement with
base-of-the-pyramid (BoP) markets has followed
this same general evolution. Until relatively recently,
extraction dominated the picture. If there was any
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involvement with BoP clients, it was to extract
their savings and offer little else. In many countries,
banks and other institutions put requirements on
services, such as minimum deposits and extensive
documentation/application requirements, that con-
sciously drove poorer people away from their doors,
into the hands of informal sector moneylenders and
other service providers.

The past 10 years have seen increasing public-

ity about financial sector involvement with BoP
markets, but most of this has been mere charitable
participation. For all the hoopla about the progress
of microfinance, there has been little real involve-
ment of the world’s largest financial institutions in
microfinance successes. Grameen Bank may have
“bank” in its title, but it is not legally established

as a commercial bank, has no equity participation
from Bangladeshi or international commercial
banks, and does not operate in a way that inter-
national financiers would consider viable. Some
notable nongovernmental organizations (NGOs)
have converted BoP operations into successful com-
mercial banks (such as Prodem’s conversion into
BancoSol in Bolivia), but few international financial
institutions have ventured into this market area as a
business. CitiBank and others have made contribu-
tions to microfinance through their foundations,
but until recently their business operations have not
been involved with this sector.

Although Dick Patten and Jay Rosengard wrote
more than 10 years ago about how there could be
“progress with profits” in financing the BoP, main-
stream financial institutions are only now awakening
to how lucrative these markets can be.? Patten cited
the achievements of the Bank Rakyat Indonesia
(BRI) “village unit” system, which at the time served
2 million borrowers and 8 million savers through

its 3,600 branches across the country. Yet, many in
international finance dismissed BRI’s excellent (and
today even better) results, saying they were due to

a special relationship with central government, and

even to special aspects of Javanese character (despite
much of BRI’s operations taking place outside Java,
with similar rewards).

But times are changing, in large part because a
growing band of local formal financial institutions
has launched new initiatives targeting the BoP.
BancoSol has been joined by other NGO conver-
sions. A growing number of local banks and finance
companies have introduced microfinance, cither
through their core operating structure (as in the case
of the Cooperative Bank of Kenya, Hatton Bank in
Sri Lanka, and BANESTADO in Chile) or by estab-
lishing new affiliates (as did Sogebank in Haiti).
Today we can point to a wider range of successes by
commercial financial institutions serving these mar-
kets, offering high-volume, high-efficiency services
that yield strong and consistent profits. These suc-
cesses are finally luring the international “big fish”
into the BoP financial market pond.

This issue of Developing Alternatives highlights

three cases in which the mainstream global financial
sector is beginning to sound the depth of that pond.
These cases, along with others, were presented at
Eradicating Poverty through Profit, a conference held
in San Francisco in mid-December 2004 organized
by the World Resources Institute (WRI), with DAI

as a major partner.

The first case, in Mongolia, involves the turnaround
of a large state-owned bank, whose new BoP success
has attracted a major international financial inves-
tor to take it over. The second case illustrates how
international remittances from economic migrants
to families back home—most of which are BoP-
to-BoP money transfers—are coming out of the
shadows and attracting major financial sector firms
into this market. The third case shows how inter-
national credit information providers are venturing
deeper and deeper into emerging markets, finding
new clients while opening up new opportunities for
local banks and BoP customers.

2 Richard H. Patten and Jay K. Rosengard, Progress with Profits: The Development of Rural Banking in Indonesia

(San Francisco, California: Center for Economic Growth, 1991).



Case 1—Khan Bank:
A Study in BoP Opportunity

With a per capita gross domestic product of only
$430, Mongolia certainly is not rich, but it is
showing signs of economic promise. Fixed-line and
mobile telephone use jumped from 48 to 141 per
1,000 people between 1998 and 2002, for example.?
The banking sector also has found good profits to
be made in providing Mongolians with basic finan-
cial services—despite the BoP market in Mongolia
being a highly dispersed population, in a vast, physi-
cally rugged country, with minimal infrastructure.
The Khan Bank case study—co-authored by J. Peter
Morrow, Robin Young, and Jay Dyer—describes
how a change in management and approach turned
abject failure into BoP-based success in Mongolia’s
only nationwide branch bank.

After many years of operating deficits, loan losses,
and a failed privatization, Mongolia’s Agricultural
Bank (now more commonly known as Khan Bank)
was placed in receivership in 1999. The only bank
with branches throughout Mongolia to transfer
money, make government pension and salary pay-
ments, and accept deposits, it was and is the only
source of financial services for rural Mongolians,
roughly half the population. The Government of
Mongolia decided to recapitalize Khan Bank with
assistance from the U.S. Agency for International
Development (USAID) and the World Bank, and to
install new management that would develop a more
viable business strategy.

The management team developed a new lending
program focused on the specific demands of the
bank’s customers, converted payment services into
deposits, developed a marketing program to improve
the bank’s image and attract clients, implemented
strong controls, improved the management struc-
ture, and increased training. Within a year, Khan
Bank’s operations were in profit. Pretax profits grew
to $300,000 per month in 2003, and the bank’s
return on equity (39 percent in 2004 [unaudited])

> World Bank Group, Mongolia Data Profile, 2004.

THE WORLD ECONOMIC PYRAMID

Mature markets:
>$20,000 i
(100 million people) Emerging
—— markets:
>$2,000-$20,000

(2 billion people)

BoP markets:
<$2,000
(4 billion people)

Source: World Resources Institute %

makes it one of the most profitable banks in the
country—all based on serving the BoP market.

Khan Bank now has 390 points of service, many
more than any of Mongolia’s other 16 banks (and
up from 269 when new management took over).

It employs more than 2,000 people. The average
deposit account is only $198 and the average loan
is only $489. These and other statistics demonstrate
that profit lies in high-volume, market-priced set-
vices. In short, the base of the pyramid in Mongolia
provides a solid foundation for business.

The acid test for Khan Bank came when the
Government of Mongolia put it up for sale and
received three viable bids, all from strong, fully
qualified private sector parties. H.S. Securities

of Japan—a commercial investment firm—
purchased Khan Bank for US$6.85 million, not
out of any sense of social responsibility, but because
it saw a good deal that extends its presence into

a new market tapping hundreds of thousands of
new customers.

Case 2—Improving Remittances Services

As Cerstin Sander notes in her article, roughly
$100 billion per year flows from an expatriate
diaspora in more developed nations to families in

(SN
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poor countries (in officially tracked transfers), far
more than official foreign aid. As little as one-third
of all remittances move through formal financial
institutions; the rest go through hawala and other
informal money transfer agents. This huge market
has developed despite limited networks of formal
money transfer services in developing countries,
which severely restrict these movements. Specialized
money transfer operators, such as Western Union
and MoneyGram, have dominated this market,
aggressively expanding their network of agents and
points of sale but offering a relatively narrow (and
still expensive) range of services.

Now the remittances field is seeing an explosion

of new entrants. There are region- and country-
focused transfer specialists, such as Anelik Money
Transfers of Moscow (with branches throughout
the former Soviet Union and Organisation for
Economic Co-operation and Development coun-
tries) and Microfinance International Corporation
of Washington, D.C. (EI Salvador). Some large
banks are targeting specific migrant markets in new
partnerships, as in the case of Lloyds Bank-ICICI
Bank for the Indian diaspora, and La Caixa (Spain)
and Citibank’s (USA) collaboration with Latin
American banks.

Technological innovation is fueling further market
development. Business models for remittance
transfer still build on the original basics—involv-
ing checks, correspondent banking, or fax trans-
fers—but are increasingly becoming more innova-
tive by taking advantage of newer technologies.
Internet-, email-, and mobile phone-based transfers
are becoming more common; a text message or an
email through a secured system is all it takes to
transfer money.

Case 3—Private Credit Information Services
For Emerging Markets

Major international credit bureaus are discover-
ing substantial markets for their services in poorer
nations. As Robin Young writes in her article, BoP
niches such as consumer and microenterprise lend-
ing, with their high-volume transactions, present

significant potential for credit bureau expansion.
Credit history information provided by privately
run credit bureaus helps open up these markets for
banks and other financial institutions. The pro-
liferation of credit bureaus creates not a win-win
situation, but a win-win-win equation: banks, con-
sumers, and credit bureau operators all profit from
the new services.

Using their large databases, credit bureaus are able
to develop additional revenue-generating services
such as credit scoring and other decision-making
models that these lenders value. The recent expan-
sion into emerging markets of established credit
bureaus such as Transunion and Equifax, along with
the establishment of new local and regional credit
bureaus throughout Latin America during the past
decade, indicate the perceived profitability of these
ventures to multinational credit information firms.
Private credit bureaus of some type operate today in
Argentina, Bolivia, Brazil, Chile, Colombia, Costa
Rica, Dominican Republic, Ecuador, El Salvador,
Guatemala, Honduras, Mexico, and Peru. One
bureau in the Dominican Republic is processing
600,000 credit information requests per month. At
$1 per request, that is both serious business and a
doorway through which many poor entrepreneurs
finally get access to bank loans. DAI has helped
introduce new credit bureau operations in Ecuador,
where one operator has amassed 350 clients after
only a short period of operations and expects clients
to exceed 2,500—demanding 250,000 reports per
month—Dby 2006.

A Global Trend

These three case studies are part of an emerging
trend that has seen financial institutions all over
the world reappraising the financial and social
returns of providing services in BoP markets. In
India, for example, the ICICI Group includes the
largest private sector bank, the largest consumer
credit provider, and the largest private sector life
and general insurer in the nation. It has an asset base
of more than $30 billion, and made $375 million
in profits in its last business year (April 2003~
March 2004). Why should such a behemoth



THE REMITTANCES FIELD IS SEEING AN EXPLOSION OF

NEW ENTRANTS.

care about the BoP? As Nachiket Mor, ICICI’s
Executive Director, explained to the Eradicating
Poverty through Profit conference, much of the bank’s
achievement is in the urban sector, which accounts
for only one-third of India’s population. The upper-
and middle-income segments of this market are
fairly well served today, and the market is becom-
ing more and more competitive. At the same time,
741 million Indians in rural areas are poorly served,
despite a huge demand for financial services, includ-
ing an estimated annual credit demand exceeding
$10 billion. In this environment, ICICI is not
resting on its laurels. Its vision is “to become the
largest provider of financial services in India, with a

ubiquitous presence.”™

Implementing this vision requires transforming

the bank’s operations from top to bottom. ICICI
will move from a branch base to an entrepreneur
base (secking out business in the community rather
than waiting for clients to approach the bank),
from staff-intensive processes to technology-
intensive processes, and from a single-product
emphasis to a multiproduct emphasis. ICICI has
entered into risk-sharing partnerships with NGO
microfinance institutions, merging the social mobili-
zation skills and rural presence of the NGOs with
the capital resources and financial credibility of the
bank. And it is developing new securities based on
existing microfinance institution loan portfolios to
raise expansion capital from Indian markets for the
new partnerships.

Since launching the new strategy in March 2002,
ICICI has extended new services to 8,781 villages
and 450,000 new banking clients, and it expects
to reach some 920,000 more new clients by

March 2005! ICICI also has rolled out a new set
of partnerships with Indian corporations to install
“Internet kiosks”—offering a range of financial and
nonfinancial services—in the villages from which
the corporations source low-wage labor. Having
established 949 kiosks during the pilot year,

ICICI believes it can set up a further 10,000 in

the coming year, providing convenience, flexibility,
and more comprehensive financial solutions to
BoP microenterprises.

South African financial institutions are charting

a similar course. Motivated by social as well as
economic imperatives, they have agreed on targets
for improving their services to local mass markets.
Taking the Government of South Africa’s economic
agenda into its own hands, the financial sector

has committed to provide 80 percent of the poor
majority with basic transaction products (money
transfers, salary deposits, and so on) and with basic
savings services by 2008. It agreed on similar targets
for life insurance, short-term risk insurance, and
other financial products for the poor.” The sector
also established indicators to measure progress and
combined these into a “scorecard” to rate each
institution’s performance.

Although this initiative is new, it is already showing
returns. In October 2004, the four largest commer-
cial banks in the country launched a new national
savings account, the Mzansi Account. Four other
banks quickly followed suit. Mzansi is a low-cost
account that allows free deposits at all times and a
set number of free withdrawals per month. There

is no charge to open an account, and only a basic
identity document is required. Mzansi is intended to

* See Nachiket Mor, “ICICI Bank in Microfinance: Breaking the Barriers,” Eradicating Poverty through Profit conference, San
Francisco, California, December 13, 2004; presentation available at http://povertyprofit.wri.org/program/program.html.

> The charter defines this “poor majority” by the standards set out in the South African Advertising Research Foundation
(SAARF) Living Standards Measures (LSM). The targets refer to people from households in LSMs 1-5, which in 2002
accounted for more than 65 percent of all households and represented households with monthly incomes of less than ZAR
2,230 (approximately US$225/month). Data from SAARF presentation, September 2002.

N
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bring new clients into the formal financial system,
and already it is succeeding beyond expectations.
More than 100,000 new accounts were opened in
the first three weeks of the offer. This represents an
increase of 1 percent of the country’s 13 million
bank account holders. Banks report that the vast
majority of Mzansis are first-time accounts.®

Opportunity, Imperative, or Both?

These cases represent just a small taste of what

is now cooking in the mainstream financial sec-
tor’s investigation of BoP opportunities. At the
Eradicating Poverty through Profit conference, major
presentations on new BoP financial service initia-
tives were made by representatives of such firms as
Visa, Hewlett-Packard, Vodafone (integrating cell-
phones with financial services), Citigroup, Lloyds
TSB, ABN Amro, Equifax, and Datacredito (a
major Latin American credit information provider).”
The speakers did not come from these institutions’

charitable foundations, nor from their “corporate
social responsibility” arms, but from their business
divisions, because they are pursuing the new finan-
cial services as viable business opportunities.

As Allen Hammond and C.K. Prahalad point out,
serving BoP markets is probably more than a market
opportunity—it’s a market imperative: “Blocs of
poor consumers increasingly have the power to
reject what a multinational corporation wants to
buy or sell. . . . It may not be wise for corporations
to wait for governments to smooth the path of
globalization, or to depend solely on formal trade
talks to make developing markets safe for their
products.”® Instead, they should innovate in their
product and service lines to overcome the con-
straints that limit access to BoP markets. The
global financial giants, until recently slumbering
with respect to BoP markets, may be moving to
the vanguard in fighting poverty through profit-

driven initiatives. &

¢ “Mzansi Signs Up 100,000 in Three Weeks,” Business Day, November 17, 2004.

7 World Resources Institute, Eradicating Poverty through Profit conference, San Francisco, California, December 12-14, 2004. For

more information see http://povertyprofit.wri.org/.

8 Allen L. Hammond and C. K. Prahalad, “Selling to the Poor,” Foreign Policy 142 (May/June 2004): 37.



BANKING ON THE PEOPLE:

BOP ECONOMICS

IN MONGOLIA

by Jay Dyer, J. Peter Morrow, and Robin Young

After many years of operating deficits, loan

losses, and a failed attempt at privatization, the
Agricultural Bank of Mongolia (Ag Bank or XAAH,
now known as Khan Bank) was placed in receiver-
ship in 1999. Many observers in the international
community saw Ag Bank as an unsustainable
operation that should be closed, but Ag Bank was
the only bank with branches throughout Mongolia’s
vast territory to transfer money, make government
pension and salary payments, and accept deposits—
closing it would have had a devastating impact on
the rural economy. The World Bank therefore made
reforming the bank a condition of its Financial
Sector Adjustment Credit Program for Mongolia,
and USAID agreed to fund an outside management
contract. In turn, the Government of Mongolia gave
this outside manager full authority to manage the
institution free from political or other interference.

DALI was selected to manage the bank, and in

July 2000 a team led by J. Peter Morrow arrived

in Mongolia to restore financial soundness, bring
financial services to the country’s rural population,
and prepare the bank to operate independently as a
precursor to privatization. To achieve this mission,
the management team developed a new lending
program, converted payment services into deposits,
launched a marketing program, implemented strong
controls through new policies and procedures,
reorganized management, and increased training.

In January 2003, the Government of Mongolia
received three viable bids for the bank—all from
strong, fully qualified private sector buyers—and

in March 2003 sold it for $6.85 million to H.S.
Securities of Japan, which hired DAI to continue
managing the institution on a contract paid entirely
out of bank income.'

! DAI has since taken a 2.3 percent ownership position in the bank.

Rural Mongolia has been the bank’s main focus,
and its successes there have laid the founda-

tion for substantial growth and new services for

all Mongolians, guided by its mission “to be the
principal nationwide financial services company in
Mongolia by delivering first-class products with the
highest level of customer service.” Key to the bank’s
turnaround was profitably developing and imple-
menting products throughout the country. Ag Bank
has shown that financial products can be created
and delivered gainfully even in sparsely populated
and poor areas—if those services truly meet the
needs of customers. And the institution has proven
that in addition to sustaining itself, it can contri-
bute significantly to Mongolia’s overall economic
development: aside from the large impact of its
loan and deposit activity, the opening of more than
100 new branches and the creation of more than
1,000 jobs have boosted the economies of many
communities, and Ag Bank—once a cash drain on
the government—is now one of the largest taxpayers
in Mongolia.

In short, the case of Ag Bank shows that effec-

tive management and sound business principles
applied to a BoP market can yield a viable enterprise
and deliver tangible social goods. This article reviews
how it was done and what was learned.

Objectives: Sustainability and Privatization

At the beginning of the management contract, the
DAI team knew it would be crucial to build internal
staff capacities, develop proven products for the
market, and free the bank from pervasive political
influence. The initial goal of privatization would
require stabilizing the institution and creating trans-

~
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parency so buyers would understand what was on
offer. And it would be crucial to develop and expand
the product and service offerings so the bank could
generate the profitability to sustain itself.

Political Issues

Before the intervention of outside management, Ag
Bank was closely supervised by political authorities,
particularly at the local level. Soum (county) and
aimag (province) governors appointed the bank’s
local managers and considered them part of the local
municipal management team. Loans were directed
or heavily influenced by local political needs. The
head office had relatively little control over offices
and their operations. Thus, a critical part of the
restructuring plan was to insulate the bank from
this political interference. Agreements between the
Government of Mongolia, Central Bank, World
Bank, and USAID required the government to
refrain from interfering in any Ag Bank operations,
other than continuing Central Bank supervision
and monitoring.

In effect, normal corporate governance was sus-
pended for the remediation period. An indepen-
dent board of directors—two members from the
Government of Mongolia, two nominated by
USAID, and an unaffiliated professional chair-
man—was appointed to monitor the remediation
process and ensure the government did not inter-
fere. This board, a semiannual meeting between the
management team and donors, an annual indepen-
dent audit, and Central Bank supervision comprised
the ad hoc corporate governance structure for the
restructuring period. Essential to break the pattern
of interference that had contributed significantly to
the bank’s demise, this arrangement survived a com-
plete change in government from the Democratic
Party back to the former Communist Party in 2000.
Although initially suspicious of the agreements
made for Ag Bank’s remediation, the new govern-
ment eventually supported it fully.

Credit Culture

No bank in Mongolia had previously attempted to
develop and implement a fully transparent lending
program available to all who qualify. Some donors
suggested that Mongolia’s loan culture was so bad
that the bank should be remediated without lending
powers, but the DAI team felt that it was critical to
make loans; otherwise, the bank could not recover
financially or restore services to the public.

Designing appropriate financial products and moti-
vating staff proved to be the keys to building a new
credit culture. Previously, most people in Mongolia
had to rely on pawnbrokers and family members for
loans, so the bank’s new lending products were truly
welcome: they allowed people access to larger sums
of money at a lower cost. Likewise, in the past, loans
secured from banks were associated with the govern-
ment. Institutional pressure to repay on time was
often lax, the culture of timely repayment typically
weak or nonexistent.

For the sake of growth and profitability, that cul-
ture had to change, among branch managers and
customers alike. Ag Bank began to hold branch
managers completely accountable for their decisions
and granted zero tolerance to politicians who tried
to influence lending practices. Needless to say, it was
easier to build this firewall with an outside manage-
ment team running the bank.

Staff Culture

Some observers felt that the bank had too much of
a “state sector” mentality and that the staff would
be unwilling to accept changes necessary to turn the
bank around. However, the employees were well
educated and competent in their day-to-day tasks.
Although it was clear that a new organizational
culture could not take hold overnight, the key was
to harness the capabilities of the staff right away and
then expand on their skills. Management wrote new
policies and procedures for all functional areas of the
bank and developed a training program. Given the
bank’s regional and branch operating structure, the



DAI team used training-of-trainer programs at the
aimag level—at provincial or regional hubs—with
aimag staff then training staff at rural locations
reporting to that hub. The program became a fast
and efficient way of disseminating new products

and other communication, and the “state culture” of
rule-following meant employees caught on quickly
and responded to the changes.

In addition, each aimag center branch manager now
comes to the head office in Ulaan Baatar once a
quarter for substantial one-on-one time with senior
management, in which quarterly targets are set (for
lending and deposit generation) and administra-
tive issues handled. Because they are set mutually
between the regional areas and the home office,
these targets tend to be realistic yet in line with
overall bank strategy and objectives.

The achievement of targets is reinforced through an
incentive system that has become a critical part of
the bank’s success. Every quarter, employees receive
incentive compensation that is a significant percent-
age of their salary. This incentive system is emblem-
atic of a new culture—changed from one focused on
tasks to one focused on customers and revenues—
that is still evolving but clearly much improved.

Brand and Image

A major obstacle to the turnaround was changing
the public’s perception of the bank as politically
driven, untrustworthy, and insolvent. The first

step was to provide valuable products and services
to customers as soon as possible. The 1 percent
withdrawal fee—a major impediment to mobilizing
bank deposits—was immediately dropped and rates
on time deposits raised to the top of the market,
quickly giving the bank the liquidity it needed.

The management team also brought in external
marketing expertise and launched a public rela-
tions campaign to convince Mongolians that the
bank was serious about business and open to all.
The bank rebranded itself by switching its name
to an acronym, “XAAH”—khan or king—a name

with strong local appeal because of Genghis Khan.
Television and radio campaigns followed.

Product Strategy

The management team’s strategy has been to
develop products that meet the needs of a large
segment of the market, ensuring diversification by
product and geographic area. The idea was to pilot
products and then expand delivery rapidly country-
wide, while maintaining a focus on quality lending.
All products were designed to be integrated into the
branches by existing staff responsible for delivering a
wide array of products.

Loans. Ag Bank continues to identify market
opportunities for new loan products. Starting with
working capital loans for micro and small busi-
nesses just four months after the management team
took over, the bank has expanded to medium-sized
enterprise, pensioner, herder, payroll deduction,
and agricultural loans. Now it is piloting mortgage
loans. Although most loans are in the local currency
(tugrug), some are available in U.S. dollars. Prudent
credit policies ensure lending decisions are based
primarily on a client’s cash flow, followed by col-
lateral, to ensure low default rates.

Deposits. DADs deposit strategy has had three goals:
(1) increase the deposit base to fund the bank’s
growth; (2) attract many and diverse custom-

ers (business and consumer) to solidify the bank’s
franchise and strengthen the network; and (3) lessen
the dependence on government funds. By creating
products that meet the needs of the market, drop-
ping withdrawal fees, and providing good customer
service, the bank has been able to increase its deposit
base 1,129 percent since July 2000. This growth

has in turn propelled the bank’s expansion. Deposit
products include personal or business current
accounts, savings accounts, time deposits, pension
direct deposit, and payroll direct deposit.

Money Transfer Products. All transfer products are
available to anyone, but with reduced fees for Ag
Bank customers. Quick Pay has been key to the suc-
cess of the bank. It guarantees fast delivery (in three
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hours or less) of cash transfers between offices in the
capital and any one of more than 75 online loca-
tions throughout the country. The Money Transfer
program allows the transfer of money from one Ag
Bank location to another, with delivery the next day
to a regional center and within three days to a rural
center. Through Western Union, money can be
received at any Ag Bank location in Mongolia and
funds sent to more than 180 countries worldwide.

Impact

As noted above, the DAI management team
developed a new lending program, converted pay-
ment services into deposits, launched an extensive
marketing program to increase deposits, imple-
mented strong controls, reorganized management,
and increased training. The product portfolio has
been expanded to include loans, deposits, domestic
and international transfer products, and govern-
ment payment services, for clients including
micro and small businesses, herders and farm-

ers, consumers, and government organizations.
Individuals who would not qualify for the bank’s
small business loans often use a consumer loan to
get started in a new venture.

Ag Bank has effectively created a new class of

bank borrowers. By recognizing the informal
lending sector as a real competitor, it has been

able to provide a service that encourages many
borrowers to move into the formal financial system.
Ag Bank’s branches are quickly replacing pawn-
shops, store owners, and relatives for business

and consumer borrowers. As a result, families and
businesses are able to borrow more money at better
terms and lower costs. As of January 15, 2005,
1,308,352 loans had been disbursed and 143,884

were outstanding.

Another important change has been the conversion
0£ 200,000 government social security and salary
payments into deposit accounts. Experience at

Ag Bank shows that one-third of all government
payments made through a deposit account stay in
the account for an extended period. This conver-
sion has brought more deposits to the bank and has

RESTRUCTURING RESULTS

The results from the new products introduced and other
restructuring initiatives have been impressive. Some

of the remarkable statistics for the period July 2000 to
January 15, 2005, are:

= The number of banking offices grew from 269 to 390.

B The number of employees increased from 803 to
2,134.

® The total portfolio outstanding is $70 million.
B The average loan size is $489.

® Deposits grew 1,129 percent from about $9 million to
$110 million; the 471,283 deposits have average bal-
ances of $198 (as of January 31, 2005).

® In 2004, return on assets was 2.6 percent and return
on equity was 38.8 percent.

helped build relationships with new customers who
could then take advantage of other bank services
and loans.

Money also has moved out from under mattresses;
individual deposits grew from $2 million to $54
million between December 2000 and February
2004. Most new depositors are people who were
not previously depositors in banks, and the average
deposit account at Ag Bank is $198.

Ag Bank’s aggressive increase of deposits and loans
and a subsequent expansion of other banks’ opera-
tions throughout Mongolia have had an impact on
the intermediation of Mongolia’s money supply. In
2000, more than half the country’s money supply
was in the form of currency outside banks; today,
less than one-third is held as currency. The long-
term benefit of this intermediation for Mongolia’s
development is considerable because it provides
internal resources for increased investment.

Another measure of the bank’s impact is the
growth in the small businesses that dominate
rural Mongolia. Average small business loan sizes
have increased steadily over the past three years
as increased inventory levels have translated into
increased sales. Today, with loans to micro, small,
and medium-sized enterprises, Ag Bank’s average
outstanding business loan is $1,453.



From a cost recovery perspective on the original
work begun in July 2000, the value of the bank

has increased so much over the period that it could
easily have paid for the turnaround by the value

that was created, witnessed by the sale price and

the ongoing management contract between H.S.
Securities and DAL The earnings in 2003 were close
to the entire cost of the three-year, donor-financed
turnaround.

Lessons Learned

Turning around a large state-owned bank is no casy
matter and depends on a confluence of political and
financial circumstances, both internal and external.
The most critical lessons learned from the turn-
around of Ag Bank are summarized below.

Management must be politically independent and
qualified. Ag Bank’s new management was able to
pursue successful turnaround strategies at Ag Bank
because of the remediation’s unique design and the
support of the bank’s stakeholders. As the traditional
state-owned bank in the countryside, Ag Bank was
under strong pressure to serve the government’s
political needs. But because the USAID-funded
project team was given full authority for the bank—
a unique approach for USAID—a new credit and
operating culture had the space to develop, and this
in turn produced a profitable, high-quality credit
portfolio. This carefully structured independence,
buttressed with donor conditionalities, was essential
to rebuilding a sound bank.

The starting balance sheet must be clear. Before
beginning an assignment, the turnaround team
must understand the true position of the bank’s
balance sheet and negotiate accordingly with the
government. All earnings and fixed assets must be
properly evaluated, and any needed capital injected
into the institution to raise the capital base to no
less than zero. Capital can be injected as cash or as
development bonds, depending on the institution’s
liquidity. If bonds, the interest should be paid in
cash to provide adequate cash flow. Adequate funds
must be available to cover initial operating costs and
to purchase immediately required fixed assets. And

a long-term cash flow stream must be identified to
support ongoing operations.

Staff require training, incentives, and protection
Jfrom political pressures. Staff require ongoing
training in skills, policies, products, and systems,
especially during a time of significant organizational
change. Transparent and performance-based incen-
tive systems help ensure that priorities and behav-
ior are aligned with the institution’s best interests.
When staff are threatened by political forces, senior
management should provide protection by taking

a hard line on new policies and giving staff an
“excuse” for not succumbing to political pressure.

Marketing is essential. Focused research, strong
brand promotion, and customer-responsive prod-
ucts that provide an income stream to sustain the
organization are essential. In their market research,
for example, Ag Bank’s managers combined the
local knowledge of branch managers, formal market
surveys, and experience from other developing
countries.

Financial intermediaries can profitably service low-
income markets. Some doubt whether low-income
populations are willing and able to pay for the
financial products and services they need, but the
experience in Mongolia proves otherwise. Where per
capita incomes are low, experience shows there is a
large market for the right kind of deposit and credit
products, even if interest rates and fees are relatively
high. Low-income market segments will pay for the
right products and good service.

Meeting clients’ financial services needs has a posi-
tive economic impact. Often, small businesses will
borrow smaller amounts of money than they need,
which can be valuable in building a borrowing
history. However, if the lending products do not
adequately meet the needs of the businesses and
match their ability to service certain levels of debr,
a large dropout rate will occur. Thus, the products
(including the delivery and services attached to
them) must grow and develop to accurately reflect
the needs of the market. The most expensive part
of a borrower relationship is acquisition—bringing

—_
—

SIAILVNHILIVY ODNIdOT3IATA



—
o

DEVELOPING ALTERNATIVES

the borrower into the institution for the first time.
Profitability and sustainability will come from loan
renewals and cross-selling other products.

Penny-wise may be pound-foolish when it comes

to operating efficiency. Although competitive and
profitable banks must operate efficiently, the focus
should not be exclusively on cutting costs. Rather
than closing branches, the focus should be on
revenue-generating services that take advantage

of the network. Incremental revenue can add up

to significant net income. Operating costs must
remain under control, but state-owned banks can
usually meet the needs of their market segment with
relatively low-cost operations. The intent is not to
compete with international banks going after high-
end customers but to appropriately serve rural and
low-income market segments. Banks should spend
money to make the branches adequate and comfort-
able, but these branches do not have to be the best
in town. Occasionally, only two people are needed
in a location, and hand ledgers and a calculator may
be adequate technology.

State-owned banks can be turned around. With

a low operating cost basis and good returns from
lending, Ag Bank was able to generate the profits
to reinvest in physical and human infrastructure
and make the bank sustainable while providing the

needed services to the underserved market. The
process evolved into a “virtuous cycle” driven by
strong demand, as well as unmet need, for the new
services. Ag Bank’s experience refutes the commonly
held view that state-owned “dinosaur” banks cannot
be turned around and successfully privatized. And
there may well be other such dinosaurs out there—
banks where, despite a poor history and state sector
culture, the franchise value latent in the branch
network or customer flow can be capitalized into
profits and sustainability.

For its part, H.S. Securities is moving quickly to
consolidate the turnaround. Ag Bank’s buyer has
stated that it wants to continue to expand, based

on Ag Bank’s target markets, and will invest mil-
lions of dollars more to deepen outreach and market
penetration. Since privatization, the bank has
continued to grow rapidly, practically doubling its
loan portfolio from $24.7 million to $49 million
during the first year. This was supported by a 110
percent capital increase (from 3.9 billion to 8.2
billion tugrugs, or $3.32 to $6.98 million at actual
exchange rates), through reinvesting all earnings and
H.S. Securities’ fresh capital injection of $2 million.
This profit-driven financial commitment is the best
assurance possible that Mongolias people—urban
and rural, poor and otherwise—will continue to
receive the financial services they need. &



MIGRANT REMITTANCES:
A PROFITABLE PROPOSITION FOR
THE FINANCIAL SERVICES SECTOR'

by Cerstin Sander

Migrant remittances have turned into a boom-

ing business for savvy service providers. In 2003,
migrants sent approximately $100 billion home

to developing countries, and the numbers con-
tinue to grow as people become more mobile and
international migration emerges as a significant
global phenomenon. Some 3 percent of the world’s
population is counted as migrants and many more
elude the statistics. Migrant populations are highest
in high-income countries but are still significant in
middle- and low-income countries.

From a financial service and business perspective,

at the core of remittances is money transfer or plain
transactional banking, in itself an excellent business
opportunity, as Western Union and MoneyGram
have long recognized. More recently, many smaller
providers have entered the market, especially in
regional corridors such as between the United

States and Latin America or between Russia and

the Commonwealth of Independent States. Most

of these providers focus on the business of money
transfer. The key is to recognize the remittance cor-
ridors, build reliable and efficient networks to serve
the sending and the receiving communities (partner-
ships or open networks), make the product acces-
sible and attractive (such as through pricing, service
hours, and appropriate language services), and make
it known (marketing).

Although migrants and their families back home
often remain unbanked, banks have begun to rec-
ognize the opportunities in this client segment and
have developed business models and approaches to
serve it. These concepts extend beyond transactional
banking to include integrated financial services; the

remittance is the entry point for service offerings
that aim to provide complementary financial ser-
vices to migrants and support asset building among
the senders and recipients of remittances.

Reliable money transfer is one of the primary
financial services migrants require. The lack of
accessible services—or insufficient awareness of the
services that are available—means many migrants
send money through informal channels. While often
efficient and reliable, these informal mechanisms
actually represent missed opportunities for the send-
ers and recipients of remittances to save and build
assets, and the loss of a large flow of capital and
potential deposits for the financial sector.

MIGRANT POPULATION
AS A PERCENTAGE OF GLOBAL STOCK BY REGION

Oceana (Pacific Africa
Islands) 9.3%
o,
s > Europe
O,
28.5% 32.1%
Latin America and North
the Caribbean America
3.4% 23.4%

Migrant population (stock):
as a percentage of total global population = 3%
in more developed countries = 60%
in less developed countries = 40%

! This article combines new material with the author’s contributions to Migrant Remittances, a quarterly newsletter published
under USAID’s AMAP Financial Services Knowledge Generation Project (www.microlinks.org).
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MIGRANT REMITTANCES TO DEVELOPING COUNTRIES,
1970-2003 (in US$ million)
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It’s a Big Market:
Global and Regional Remittances

Migrant remittances, recorded at $93 billion

for 2003 and estimated at $200 to $300 billion

a year, have grown alongside the growth of migra-
tion. Remittance flows to developing countries
have tripled in the past decade or so. With $68.4
billion recorded in 2000, the data also suggest
accelerated growth, although it is hard to determine
how much of this increase reflects actual growth in
volume and how much is due to improved records
and to more of the transfers being sent through
formal channels. The baseline, however, is that
remittances are significant flows of funds to devel-
oping countries—second only to foreign direct
investment (FDI) and much greater than official
development assistance (ODA).

Migrants typically send home $100 to $200 per
month; from host countries with higher incomes,
transfers of $500 per month are common. Given
these relatively small individual amounts, migrants
would probably be surprised at the global aggre-
gate of money remitted. Yet to migrants and their
families, sending money home is a natural thing to
do—to support the family, save for the long term,
or invest in a family home. Remittance recipients
use most of the money to finance daily needs and
consumption and thereby invest in “human capital”

(such as food and education); they also invest in
assets (such as real estate or savings) or in business.

For many countries—such as Albania, the
Dominican Republic, El Salvador, India, Tonga, and
Yemen—remittances constitute an essential low
that is often the single largest inflow of foreign capi-
tal and exceeds both ODA and export revenues.

Regionally, World Bank data for 2003 show that
Latin America and the Caribbean receive the larg-
est share of remittances in nominal terms ($29.6
billion); South Asia is in second position ($18.2
billion). Relative to gross domestic product (GDP),
however, South Asia is the largest recipient, with
remittance receipts amounting to 2.4 percent of
GDP (compared with 1.7 percent of GDP for Latin
America and the Caribbean). East Asia and the
Pacific and Sub-Saharan Africa record much smaller
remittance receipts, especially Africa. However, this
picture is skewed by underreported or missing data
(close to two-thirds of Sub-Saharan African coun-
tries lack data).

Intraregional and Domestic Remittances

Although much of the international discussion
revolves around remittance corridors between
high-income industrial economies and developing
countries, official and unofficial estimates typically
neglect intraregional and especially domestic remit-

DESTINATIONS OF REMITTANCE FLOWS

Middle East & North Africa South Asia

14% 20%

Sub-Saharan
Africa
4%

East Asia
& Pacific
19%

Latin America & Europe &
the Caribbean Central Asia
32% 11%




tance flows. Yet both intraregional and domestic
migration and their respective remittance flows are
important. Some service providers make such cor-
ridors their niche, and profitably so.

Intraregional flows include, for instance, money sent
home by Mozambican and Basotho mineworkers

in South Africa, by Moldovans working in Russia,
or by Nicaraguans in Costa Rica. Domestic remit-
tances are monies sent home by migrants who move
within their home countries to capitals or centers
with better opportunities for employment. The data
on these types of remittances are extremely sketchy;
domestic remittance flows are not recorded because
they are not captured as a separate category of
domestic financial transactions (they can be traced

only through household surveys).

While international remittance flows often dwarf
domestic and intraregional remittances in value,
studies indicate that domestic transactions in par-
ticular are much more common and that intra-
regional and domestic flows can be significant
sources of income for more households than over-
seas remittances. And although individual transac-
tion values are usually lower, their cumulative value
can be substantial.? Market data are harder to gain,
but savvy providers with a good sense of which
migrant constituencies they can serve have devel-
oped profitable services in such remittance corridors.

Remittance Transfer Channels

The typically limited network of formal money
transfer services in developing countries affects
international, intraregional, and domestic remit-
tances. Estimates indicate that perhaps two-thirds
of remittances flow through formal financial
service providers, such as banks or money transfer
operators; the remaining third is remitted through
informal channels—through services not registered
for money transfers or through bus or taxi drivers,
relatives, or friends carrying cash. For individual
countries, the ratio of informal to formal flows can

be very high. In Sudan, for instance, informal flows
are estimated to be as high as 85 percent because
of social instability and the barely existent financial
service sector.

Not surprisingly, informal channels tend to be used
more where the financial sector is either missing,
weak, or mistrusted. Foreign exchange controls

also make the use of informal channels more likely.
Other factors that influence the sender’s choice of
service channels are language, familiarity, and the
physical proximity of the service provider. Similarly,
proximity of pay-out points for the recipient is often
an advantage of informal services; formal channels
tend to reach only major urban cencers.

Some money transfer services have developed a
niche in domestic and regional markets that lack
efficient financial systems. For instance, in many
countries, courier and overland bus or coach
companies provide money transfer services within
country borders or to neighboring countries. Where
migration routes are frequently traveled, especially
by overland transport, bus drivers often serve as
money couriers. People use such services for private
transfers, including remittances, as well as for busi-
ness purposes.

Trends in Remittance Transfer Services

Specialized money transfer operators, such as
MoneyGram and Western Union, have dominated
the remittance market in many countries. In recent
years they have aggressively expanded their networks
of agents and points of sale, in part because of
increased competition. Concurrently, smaller

and often regionally focused operators—such

as Anelik Money Transfers, headquartered in
Moscow—have entered the market and quickly
gained share. This healthy competition has helped
cut the cost of transfers.

Banks, for the most part, still consider money
transfer a service for their corporate customers.

* For instance, a study on Vietnam showed that seven of eight transactions received were domestic remittances, but they consti-
tuted only 50 percent of the total value of remittances (Donald Cox, “Private Interhousehold Transfers in Vietnam in the Early
and Late 1990s,” Boston College, Department of Economics, 2002).
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NEW OR IMPROVED BUSINESS MODELS AND TECHNOLOGY SOLU-
TIONS MAKE SERVING THIS CLIENT SEGMENT A PROFITABLE
PROPOSITION EVEN IN COMPETITIVELY PRICED MARKETS.

In select markets, however, banks such as ICICI
Bank (India), La Caixa (Spain), Lloyds TSB (U.K.),
and Citibank (the United States) have recognized
migrants and their remittances as a profitable busi-
ness opportunity and offer easy and competitively
priced money transfer services, as well as access to
complementary financial services.

Mortgage finance providers also are keen to profit
from the migrant and remittance markets; examples
include Mexican mortgage companies setting up
operations in the United States and bank agree-
ments between Spain and Latin America that allow
migrants to pay their mortgages in Spain, where
they earn their income, for real estate acquired back
home in Latin America.

New or improved business models and technol-
ogy solutions make serving this client segment a
profitable proposition even in competitively priced
markets. For instance, in the U.S.-Mexico corri-
dor, ATMs and debit cards are increasingly used to
transfer remittances via providers such as Citibank;
Filipinos and Chinese can receive their remittances
by mobile phone.

Most business models for remittance transfer
still build on the basics—checks, correspondent
banking, and electronic transfers—but they are
increasingly becoming more innovative by taking
advantage of new technologies. Internet-, email-,
and mobile phone-based transfers are becoming

motre common; a text message or an email through a
secured system is all it takes to transfer money. And
yet technology is not always the panacea, in part
because of still limited (although growing) mobile
communication network coverage in many regions.

Many of the well-established service approaches
continue to be competitive, especially where banks
have recognized their room for improvement.
Partner banking relationships are still successful, for
instance, and new ones continue to be forged. Small
adjustments to how they work—such as prepay-
ments in settlement and daily profit netting—can
provide the competitive advantage necessary to
attract partner banks and market share. Similarly,
targeted marketing and efforts to reduce barri-
ers—by going to the clients with mobile units or
by sending free transport to take them to a branch,
for example—are effective in reaching the migrant
client population.

In high-volume markets, some banks command a
large market share and may generate much of their
fee revenues and significant profits with remit-
tance money transfers. Those that attract a profic-
able market share in this business have sought out
high-volume markets, grown to scale quickly, and
established networks in strategic locations. They
also have found ways to make their service accessible
(such as through expanded service hours, language
capabilities, and competitive pricing) and have built
trust in their services. &



CREDIT BUREAUS

IN LATIN AMERICA:

EXPANDING FINANCIAL AND OTHER
SERVICES TO THE BASE OF THE PYRAMID

by Robin Young

Credit bureaus are being established in more and
more markets, selling more information on more
people to more firms. For those in the business of
providing financial services to low-income popula-
tions, these institutions are critical—the informa-
tion they collect on loan histories, bankruptcies,
foreclosures, and criminal records enables banks,
other financial intermediaries, and commercial
enterprises to make informed decisions about
individuals and businesses that may otherwise be
considered bad risks.

Private credit bureaus, which operated in only a
few Latin American countries a decade ago, are
now more numerous and more profitable through-
out the region. Local, regional, and international
credit bureau companies are taking advantage of
expansion and competition in financial markets,
spurred by economic stabilization, financial sector
liberalization, and the growth of consumer and
microenterprise lending. They also are capitalizing
on privatizations in recent years that have expanded
telephone and cellular phone markets (and thus
client payment histories) and on department store
credit and other consumer services in the region. In
Latin American countries, where 20 to 80 percent
of the population can be poor, this growth among
credit bureaus has only been achieved by addressing
the base of the economic pyramid.

Latin America’s credit bureau expansion into so-
called BoP markets generates three sets of winners.
The credit bureaus are winning new clients, increas-
ing transactions, and generating growing profits.
The financial institutions and other firms that use
credit bureaus are reaching new markets that in
many cases are more profitable than traditional
client segments. Perhaps most important, the poor
gain access to financial services at better terms and
conditions than previously were available. This

article explores the business case for credit bureaus
and their relationship to poverty reduction, with a
focus on Latin America.

Translating Reputation into Capital

Small businesses, low-income microentrepreneurs,
and salaried employees are the primary Bol

market segments that can benefit from the
establishment and expansion of credit bureaus in
developing countries. In much of Latin America,
anywhere from 20 to 50 percent of the economically
active population is employed in the microenterprise
sector. Credit reference services allow people and
firms to turn their reputations (credit and social
history) into collateral for loans to finance busi-
nesses, home improvements, and consumer pur-
chases and to respond to other opportunities and
needs that require financial services. Borrowers can
use their credit reports as substitutes for formal
financial statements and traditional collateral to
access loans usually unavailable from the formal
financial sector.

Credit bureaus can help increase access to client
information, thereby lowering costs on loan
appraisal, collections, and losses. They can increase
competition for smaller borrowers, which expands
access to credit and lowers costs on financial services
for these traditionally underserved segments. When
credit bureaus expand their databases and services
to include sectors beyond banking—into udilities,
telephone companies, and department stores, for
example—they can facilitate expanded access to
these service markets as well.

In her comprehensive literature review for Credir
Reporting Systems and the International Economy,
Margaret Miller notes that “information sharing is
associated with higher levels of lending in relation
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to GNP [gross national product] as well as lower
default rates.” Inessa Love and Nataliya Mylenko
of the World Bank, in their empirical study of credit
bureaus’ impact on credit markets, found that the
presence of private credit registries “is associated
with lower financing constraints and higher share of
bank financing. . . . Small and medium firms tend
to have higher share of bank financing in countries
where private registries exist and stronger rule of
law is associated with more effective private credit
registries.” They found that 49 percent of small
firms report credit constraints in countries without
a credit bureau, compared with only 27 percent in
countries with one, and the probability of obtaining
a loan improves from 27 percent in countries with-
out a credit bureau to 40 percent in countries with
one.” The increasing numbers of bankers and other
lenders buying private credit bureau reports as part
of their credit appraisal process indicate that they are
relevant for decision making among lenders.

What Innovations Have Been Necessary
To Serve the BoP Viably?

The credit bureau is itself an innovation, a form
of cooperation among firms that improves their
business environment by sharing information on
client indebtedness and credit history. Innovations
in loan underwriting, data acquisition, technology,
business strategy, and public policy have all been
critical in developing credit bureaus that include
BoP market segments.

Loan underwriting moves toward character- and
cash flow-based lending. Because of various external
and internal factors (insider lending restrictions,
competition, excess liquidity, and so on), banks
throughout Latin America have moved from a focus
on corporate banking toward retail lending to public
and private sector salaried employees and, increas-
ingly, micro and small businesses. This type of retail

lending is information-intensive and is based more
on character and cash flow than on formal financial
statements and traditional collateral. A review of

an applicant’s payment history, combined with a
review of personal and business credit histories and
other relevant behaviors, is essential to an individual
loan assessment. As more banks enter the consumer,
micro, and small enterprise markets, they look for
tools such as credit bureaus and credit scoring to
reduce costs, increase efficiencies, and control risks.

Data acquisition is expanding in its quantity,
diversity, and source. Credit bureaus help over-
come two challenges to assessing a microenterprise
client’s creditworthiness: lack of reliable information
and mixing of personal and business finances. A
credit report that includes data on the personal and
business finances of an applicant can facilitate and
simplify the loan appraisal. A credit bureau report

is not a perfect substitute for reference checks and
other elements of credit analysis, but it can serve as a
filter to reject unqualified clients, such as those with
a high level of arrears. Such screening mechanisms
for bad loans free lenders to focus on other poten-
tial clients rather than wasting time searching for
references and other information on applicants who
clearly do not qualify.

More sophisticated credit bureau operations also
offer data on the timeliness of loan repayments and
outstanding loans from a variety of regulated and
unregulated lenders and other service providers.
This helps in both preparing credit appraisals and
motivating repayment: once clients realize good
repayment patterns help them access loans, pos-
sibly at better terms and conditions, they have an
incentive to repay on time. Lenders reduce arrears
and hence collection and provisioning costs. In a
competitive marketplace, these benefits translate
into lower interest rates and better terms and condi-
tions for clients. In their empirical analysis using

! Margaret J. Miller, Credit Reporting Systems and the International Economy (Cambridge, Massachusetts: Massachusetts Institute

of Technology, 2003): 9.

? Inessa Love and Nataliya Mylenko, “Credit Reporting and Financing Constraints” (World Bank Policy Research Working Paper

3142, October 2003).



data from a private credit reporting firm in Chile,
Kevin Cowan and Jose De Gregorio found that
“both the positive and negative information avail-
able in credit reports in Chile significantly contrib-
utes to explaining defaults. . . . Their results suggest
that information sharing increases the volume of
lending, and that the longer the historical record

or the more data in the credit record, the greater is
this effect.” Credit bureaus also can help provide a
client risk profile, which helps lenders better tailor
their products and services to clients. The benefits of
credit bureaus are similar for other services sold in
advance of payment, such as phones.

When credit bureaus are subscribed to by a wide
variety of lenders—such as banks, department
stores, credit unions, telephone companies, and
unregulated microlenders—the poor can move from
less formal to more formal institutions, from small
consumer loans at a local store to larger business
and housing loans with banks. A credit bureau helps
low-income people who have developed a credit
relationship with one institution signal their credit-
worthiness to the market, allowing them to access
diverse sources of financing at competitive rates and
terms. This relationship is well established in the
United States, where college loans and credit cards
set the stage for future car loans and mortgages.

Increasingly, credit bureaus in Latin America are
incorporating the commercial and microfinance
sectors, including stores, telephone and utility com-
panies, and consumer and microenterprise lenders.
In Peru, where private commercial credit bureaus
have incorporated a wide variety of data, the largest
and most profitable banks are rapidly expanding
into the microfinance market with loans as small

as $100. Although credit bureaus are not the only
driver of this financial market deepening, they are
certainly a critical tool for market expansion and
risk management.

Other factors underlying the growth of credit
bureaus include the following:

Information communications and technology
enables more frequent and timely data sharing and
analysis. Improving and expanding telecommunica-
tions, including phone lines and high-speed Internet
connections, have drastically improved data transfer
in much of Latin America. Banks and other finan-
ciers can provide more data, more quickly, and more
reliably to the bureaus. The financial institutions
also can use information communications and tech-
nology to improve their analysis of the data gener-
ated by the credit bureaus. This leads to improved
credit reports and to the introduction of new deci-
sion-making tools, such as credit scoring. Expanded
communications via extended telephone lines and
the Internet provide quick and direct access to credit
bureaus even in remote regions.

Business strategies have begun to target BoP data
sources and tailor credit bureau services to BoP
lenders. Some private credit bureaus have begun

to see BoP lenders as attractive clients and have
developed a business strategy and service offering for
this segment. In some cases, microfinance lenders
themselves have set up specialized credit bureaus,
such as InfoRed in El Salvador. In other cases, donor
projects have encouraged large commercial credit
bureaus, such as Equifax in Peru and El Salvador, to
consider microfinance institutions (MFIs) as viable
clients and to tailor their services for this sector.
Other local and regional credit bureaus—such as
Datacredito in the Dominican Republic and Caltec
in Ecuador—have catered to the traditional bank-
ing, commercial, and microfinance market segments
from the start. The growth of commercial credit
through department stores and supermarkets, com-
bined with the growing trend of commercial banks
moving into microfinance, should encourage more
credit bureaus to expand their registries into BoP
market segments.

% Kevin Cowan and Jose De Gregorio, “Credit Information and Market Performance: The Case of Chile,” in Credit Reporting
Systems and the International Economy, ed. Margaret Miller (Cambridge, Massachusetts: Massachusetts Institute of Technology,

2003).
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Policy and regulatory frameworks that promote
information collection and sharing. In some coun-
tries, such as Ecuador, public entities have devel-
oped public credit registries and provided credit
bureaus with client data to kick-start the develop-
ment of private credit bureaus. Establishing univer-
sal, unique, and easy-to-obtain citizen identification
numbers facilitates data compilation and sharing.
Many credit bureaus operate using tax identification
numbers, but these are relatively costly to obtain
and most microentrepreneurs do not have them.

In El Salvador, where credit bureaus were using a
mix of tax identification numbers and locally issued
identification cards known as cedulas, the situation
was improved with the creation and dissemination
of a unique identity document.

By contrast, bank secrecy laws that prevent private
credit bureaus from integrating nonbank or non-
regulated institutions’ data into the credit bureaus,
or that prevent nonregulated institutions from gain-
ing full access to credit bureau reports, are policy
obstacles to credit bureau development. This has
been the case, for example, in El Salvador. In some
countries, banks can work around existing bank
secrecy legislation—for example, by incorporating
client notification clauses in loan applications.

How Does Serving the BoP Market
Help Alleviate Poverty?

Financial services are a key element of economic
development. With relatively small loans, the poor
can leverage their ideas and hard work to develop
viable businesses, generating incomes for their
families and, in some cases, generating employment
and income for others. Credit bureaus help the poor
build credit histories that they can then use to shop
around for the best and most appropriate financial
services available, turning their reputation—defined
in a formal credit history—into collateral to access
financial services. As credit histories and credit

bureaus develop, they facilitate other types of
business transactions; for example, poor entrepre-
neurs can use their credit history as references for
business relationships with suppliers and other busi-
ness connections.

Credit bureaus can help the poor use their good
reputation to gain access to other services, such as
telephones, that can improve their quality of life
and, in some cases, their business opportunities.
Depending on the data included and used in credit
bureaus, they also facilitate business-to-business
transactions and commerce, in theory at least, for
micro and small enterprises as well as larger firms.

How Profitable Is Serving this Market?

Once established with traditional lenders and mar-
kets, BoP niches such as consumer and micro-
enterprise lending—with their high-volume trans-
actions—present significant potential for credit
bureau expansion. These are the highest-margin and
fastest-growing sectors in many financial systems in
Latin America. This is a volume business requiring
upfront investments in information and commu-
nication systems, data processing, marketing, and
client management. With relatively high fixed costs,
capacity and quantity are critical in terms of the
number of clients and transactions per client. Using
their large databases, credit bureaus are able to
develop additional revenue-generating services such
as credit scoring and other decision-making models
that these lenders value.

The recent expansion into emerging markets of
established credit bureaus such as Transunion and
Equifax, and the establishment of new local and
regional credit bureaus throughout Latin America
over the past decade, indicate the perceived profit-
ability of these ventures to multinational credit
information firms. Private credit bureaus of some
type operate today in Argentina, Bolivia, Brazil,

CREDIT BUREAUS HELP THE POOR BUILD CREDIT HISTO-
RIES THAT THEY CAN THEN USE TO SHOP AROUND FOR
THE BEST FINANCIAL SERVICES AVAILABLE.



Chile, Colombia, Costa Rica, the Dominican
Republic, Ecuador, El Salvador, Guatemala,
Honduras, Mexico, and Peru. Their owners and
operators include local business associations and
chambers, local and regional private credit bureaus,
and international (U.S.-based) credit bureaus.

DAT’s Experience in Latin America

DAI includes credit bureaus as part of its finan-

cial sector development and microfinance work.
Specifically, in projects throughout Latin America,
and increasingly in other parts of the world, DAI

is working to develop industry infrastructure to
promote financial sector deepening, particularly for
microenterprises, while supporting the sustainability
of financial intermediaries. Credit bureaus are a key
part of this support infrastructure.

In El Salvador, DAI has supported the increased use
of credit bureaus among microenterprise lenders and
supported dialogue between lenders and the credit
bureaus to improve services. As part of a USAID-
sponsored rural microfinance project in El Salvador,
DAI subsidized credit bureau participation on a trial
basis for nine of the program’s participating MFIs.
DAL offered the participants—two banks, three
credit unions, and four NGOs—the services of two
very different credit bureaus, DICOM/Equifax and
InfoRed, encouraging participants to enroll in both
for points of comparison. As a large, generalist credit
bureau, DICOM/Equifax dominates the Salvadoran
market for credit information, but it only recently
began to target MFIs with the introduction of

a new, MFI-focused credit-reference product,
Credimypes. InfoRed, on the other hand, serves
almost exclusively MFIs; it was established with
USAID assistance for that purpose and maintains an
inherently small, niche clientele.

Although both programs returned an impressive
percentage of requested credit reports—InfoRed
with 35 percent and DICOM/Equifax with 33
percent—the distinction in client focus between the
two bureaus, as well as the higher costs of DICOM/
Equifax’s services, may have led to the final deci-
sion of many participants to continue using only

InfoRed services after the conclusion of DAI’s
four-month subsidy program. All nine institutions
using InfoRed actually decided to continue using
that service at their own expense. As a direct result,
InfoRed achieved profitability for the first time,
and DICOM/Equifax redesigned its product and
pricing to retarget the MFI market. Use of the credit
bureaus allowed participating MFIs to dramatically
change their loan approval process. One participant
reported that resulting changes had compelled it

to decline 180 applications during the trial period
as a result of exceptionally poor credit history or
overindebtedness.

In Ecuador, where the largest banks in the country
have launched microfinance programs in recent
years, DAI developed a proposal for the legal and
normative framework to allow credit bureaus to
operate for the first time in the country. In addition,
DAI prepared a market study that demonstrated

the business potential of this market; currently,

six private credit bureaus have operating licenses.
USAID’s DAI-managed Strengthening Access

to Microfinance and Economic Liberalization
(SALTO) project in Ecuador continues to promote
public-private sector dialogue and public policy con-
ducive to maintaining an enabling framework for
credit bureau development and assists financial insti-
tutions in incorporating the new information gained
from the credit bureau reports into their microcredit
loan appraisal policies and procedures.

In Bolivia, one of the more highly developed micro-
finance markets in Latin America, private credit
bureaus are in their infancy. Here, USAID’s Policy
and Regulatory Enhancement for Microfinance
Innovation and Expanded Outreach (PREMIER)
project is taking a two-pronged approach: (1) tech-
nical assistance to strengthen existing credit bureaus
by upgrading their technology and financial capac-
ity as well as developing stronger, commercially
oriented business strategies, including facilitating
relationships with international credit bureaus; and
(2) evaluating the legal and regulatory framework,
facilitating public-private sector dialogue, and
making proposals for improving public policy.
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In Haiti, USAID’s Financial Service Network for
Entrepreneurial Empowerment (FINNET) project
helped establish a “bad debtors” list among diverse
institutions—including banks and bank affiliates,
credit unions, and NGOs—to share regional lists
of clients in arrears. This monthly list was recently
expanded with a technological upgrade, and a more
robust Internet-based credit liability system is being
tested between two of the lenders. Although hopes
for a more highly developed credit bureau remain,
the political and economic landscape in Haiti is not
encouraging. But this rudimentary system devel-
oped in the microfinance industry is the basis of a
credit reference program in the country.

DAT’s experience shows that the development of
credit bureaus is much more than a technical issue.

A successful credit bureau requires business acumen,
financial resources, and strategic vision and manage-
ment. Moreover, good public policy is essential to
strike the right balance between consumer protec-
tion (privacy, data accuracy, and use) and credit
bureau development. And there is no single, static,
definitive framework to serve as a model—even in
the United States, which has one of the most mature
credit information systems in the world, laws and
operations are continually being updated in response
to concerns such as identify theft, for example.
Developing and transition countries therefore have a
lot of work to do to foster successful credit bureaus,
but it seems clear that the benefits—in terms of
bureau profits, financial sector development, and
public goods—are justifying the effort. «



LOOKING BACK/LOOKING FORWARD:

AN EARLY REPORT ON ERADICATING

POVERTY THROUGH PROFIT: MAKING
BUSINESS WORK FOR THE POOR

San Francisco, December 11-14, 2004

by William J. Kramer and Allen Hammond

To attempt to summarize in a few words nearly
three full days of events—including 40 plenary
addresses and workshops involving 165 speakers
and approximately 1,000 participants—would do a
serious disservice to both the spirit and the outcome
of the conference organized by World Resources
Institute (WRI), in partnership with DAI and
others. We will content ourselves, therefore, to offer
readers what we see as a few memorable moments,
in the belief that they will speak to the challenges
and opportunities that lie ahead.

Moment #1: Christopher Rodrigues, CEO of

Visa International, at his plenary address, holds up
a jewel-like bit of technology—a mobile phone with
an attached, integrated, secure, point-of-sale device.
Visa and its member banks view the device as a

way to bring millions (dare we say billions) of new
customers into the formal financial system. Cash is
the scourge of the poor, and its eventual elimina-
tion—or at least its minimization—in low-income
communities is, in our view, one of the keys to pov-
erty eradication. For Visa and the banks, there are
profits to be made. Lowering the cost of transactions
is the quickest way to make the poor richer, even
absent new income generation. Profits for banks
and their service providers, lower prices for poor
people, and greater access to goods and services—

a powerful vision.

Moment #2: Ramon Isberto of SMART Communi-
cations, in a workshop on connectivity, provides a
riveting account of how SMART’s mix of services—
text, voice, multimedia messaging, data services,
money transfer, mobile banking, and textmail—is
transforming the telecom market in the Philippines
and, in the process, creating a new currency: phone

minutes, which move through the economy not just
like money, but as money. Everyone is impressed,
including representatives of a global mobile opera-
tor, who confess that this agile national company is
way ahead of a multinational giant. It is a compel-
ling picture of low-income communities creating a
powerful business model, delivering value for them-
selves and the companies that treat them as address-
able markets. Connectivity—the ability to perform
varied transactions, create community, and express
individuality—these are transformative elements in
the lives of poor people.

Moment #3: A few eye-openers from the day-long
pre-conference workshop on the technology of
remittances, with more than 100 participants: (1)
there is an estimated $200 b://ion or so in annual
remittances flowing around the globe; (2) this
amount is equal to, or perhaps exceeds, the total

of foreign direct investment and official develop-
ment assistance; (3) remittances are the most
consistent financial flows in the world and, as such,
are securitizable and leveragable; and (4) available
technologies are able to lower the costs of remit-
tance transfers to a fraction of previous levels. Better
regulatory policies, greater involvement of big
banks, and creative use of the flow of funds—all can
substantially improve the lot of the poor without

an actual increase in their incomes. But opening

the doors of the formal financial system to the poor
holds enormous promise for providing some of the
capital that will generate higher incomes.

Moment #4: ]. Erik Fyrwald of DuPont Agriculture
& Nutrition tells the plenary audience that he had
made a call that morning to his CEO to say DuPont
must pay more attention to low-income commu-
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WRI's second global conference will be held

in Frankfurt, Germany, at the Congress Centre,
October 31-November 2, 2005. Details on reg-
istration, sponsorship, and program events will
appear at http://povertyprofit.wri.org.

nities as markets and that he would return with a
commitment to do more—a perspective that he
acquired by attending the conference.

Companies that get it, companies that think theyve
got it but are finding out theyre behind the curve, and
companies, government agencies, and nongovern-
mental organizations that are documenting who’s
doing it and how all came together for a few days

in San Francisco. If these “passionate practitioners”
(in the words of another plenary speaker, Herman
Mulder of ABN AMRO Bank) are inspired to do
more, and to do it better, then we can count the
effort a success.

The financial services sessions were among the most
interesting and best attended of the conference. DAI
played a critical role in that result. However, what
was on view in San Francisco is just the tip of the
iceberg. There is a confluence of activities among
technology, connectivity, and financial services
serving the interests of low-income communities,
and the potential for results is extraordinary. We
are, it seems, realizing that attention to serving the
base of the economic pyramid for financial services
is exactly what is required to begin to animate the
dead capital of the poor, as Hernando DeSoto has
said for a generation. If this new awareness is com-
bined with better multilateral development bank
investment policies and bilateral efforts to improve
business conditions in emerging markets, we may
see a significant uptick in the prospects for the
industrializing nations. &
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e b

4
(]

&/

WY
I

.
=

A
S
e . I S

_EY
S
&
E

o



Development Alternatives, Inc.
7250 Woodmont Avenue
Suite 200

Bethesda, Maryland 20814 USA

PRESORTED
STANDARD
U.S. POSTAGE
PAID
Bethesda, MD
Permit No. 7802






