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PREFACE

The aim of this publication is to summarise the approach and findings of a project supported by the
Ford Foundation to promote the development of social ratings for microfinance institutions (MFIs). The
publication was jointly prepared by M-CRIL and Microfinanza Rating, the two rating agencies involved
in the project.

This report marks a pioneering initiative to refine the methodology for social ratings that began in 2006,
when the Social Performance Task Force reached consensus on how to define ‘social performance’.
The rating agencies — and others — were then experimenting with different approaches to social ratings
or social performance assessments and issues of their relevance and application.

This review focuses on the elements of a social rating, including the value of having field-level data on
the socioeconomic profile of microfinance clients. This date provides evidence for ‘reaching the
unreached’ (and thereby improving the depth of outreach to poor clients) and captures aspects of
client awareness and feedback on microfinance services — elements that the authors believe are
critical to assessing whether or not an MFI is ‘putting its mission into practice’.

The authors trust that this initiative serves to highlight the social performance profile of the
participating institutions to microfinance, as well as clarifying what a social rating is, the type of
information it generates, and how this information is useful for tracking and enhancing the
achievement of the double bottom line in microfinance.

Frances Sinha Micol Guarneri

Monika Agarwal Lucia Spaggiari
M-CRIL, Micro-Credit Ratings International Ltd Microfinanza Rating
Gurgaon, India Milan, Italy

May 2009



1 INTRODUCTION TO THE PILOT PROJECT

Background

Until recently, microfinance ratings focused on organisational and financial performance as it related
to risk assessment. However, in recent years there has been a resurgence of interest in the social
mission of microfinance. Most microfinance institutions (MFIs) and the funders who support them
(e.g., investors, bankers, policy makers, and donors) have a social mission. Whatever the form of an
MFI’s mission statement, it is seldom backed by evidence as to whether the social goals and values
that the MFI professes are being achieved. A social rating addresses this gap; it is a reflection of other
initiatives that are gaining ground for social performance management and reporting.

The increasing interest in social performance management and measurement proceeds from a
conceptual shift from ‘proving’ impact to ‘improving’ performance to achieve better impact, that is, a
shift from a focus on research to measuring the changes created by MFls in clients’ lives. This
research is expensive, time-consuming, and often difficult to demonstrate because it looks at the
entire process by which the institutional performance of an MFI is intentionally managed by the MFI to
achieve results expressed in terms of outputs and outcomes.

Aligned to the conceptual framework adopted by the Social Performance Task Force®, microfinance
rating agencies have been developing social rating tools to provide an external evaluation of MFI's
social performance, defined as the effective translation of an institution’s mission into practice in line
with accepted social values.

Objectives and Activities

At a time when different approaches to a social rating were evolving, the Ford Foundation — one of the
most active promoters of the Social Performance Task Force — decided to support a pilot project to
promote social ratings of MFlIs with the following main objectives:

> to define relevant indicators for the assessment of an MFI’s social performance as part of a
social rating;

> to develop the methodology for a social rating, including the collection of client-level
information;

> to test the application of the resulting social rating methodology in multiple regions of the
world and with different types of microfinance organisations; and

> to promote understanding of social ratings across the microfinance sector.

The pilot project was implemented by two leading microfinance rating agencies, M-CRIL and
Microfinanza Rating, who:

» collaborated on the selection of indicators for each dimension of social performance to be
covered by a social rating;

* separately tested the indicators and methods with nine MFls in six countries on three
continents;

* developed social rating tools and reports; and

e obtained feedback from the rated MFIs on how they applied the social rating results to their
organisations.

The pilot took place during 2007-08.

® The Social Performance Task Force is a group of over 300 representatives of different microfinance
stakeholder groups. Since 2005, the Task Force has been active in building consensus on social performance in
the microfinance sector, including its definition, reporting, and the integration of social performance into
operational management.



Depth of Analysis and Information Sources: Approaches

The key dimensions of social performance that may be covered by a social rating are shown in table
1.1. These dimensions follow a conceptual framework for social performance that makes a distinction
between organisational processes and results.

Table 1.1 Key Dimensions of Social Performance

1 Context: Country level — socioeconomic indicators; microfinance sector

2 | Mission, strategy, and systems alignment: governance, strategy, and management systems

3 | Social responsibility:
e to clients: values and systems for client protection

e to staff: supportive working conditions and professional development opportunities
through appropriate HR policies

e to community and environment

RESULTS — OUTPUTS

4 | Outreach: depth and breadth of geographical outreach; target markets reached

Services: variety and appropriateness of financial and non-financial services

RESULTS - OUTCOMES

6 | Change: changes for clients, households, and enterprises associated with microfinance

At the time of the pilot, two broad approaches to social rating (including those of other specialist rating
agencies) existed. These approaches — referred to in this report as simple and enhanced — broadly
cover ‘context’ and ‘process’ (dimensions 1-3 in table 1.1) in the same way, but differ in how they
measure ‘outreach’ and ‘services’ (dimensions 4 and 5).

The enhanced social rating was developed because information typically available from MFls about
their clients is primarily derived from the tracking of loan performance (e.g., repayment and
delinquency information), loan size, and, perhaps, the gender and geographic location of clients.
These portfolio-based indicators typically are used by a simple social rating as proxies for an MFIs’
depth of outreach, client satisfaction, and perceived adequacy of its services.

On the other hand, an enhanced social rating covers dimensions 4 and 5 by administering an
individual and/or household questionnaire to a representative sample of clients in order to
identify the social and economic profile of the population, as well as conducting several focus
groups to obtain direct feedback on service quality. Dimension 6 (change) is captured by a follow-
up survey of the same social rating sample used for an enhanced social rating, thus capturing the
same data for the same clients over time.

The two approaches therefore differ in terms of the sources of data and information used and the
consequent depth of analysis of the results, as outlined in table 1.2 below. The focus of the pilot
project has been on the enhanced approach in order to explore the value of the additional client-level
information provided by this type of social rating, as well as its cost.




Table 1.2 Typical Differences in Approaches to Social Ratings

Approach to social
rating

Outputs: Outreach and services

Sources of information

Simple
Depends on
information available

Outreach: usually employs proxies of
depth of outreach, such as % of rural
clients, % women of women, loan size
Services: usually a range of products,
possibly the client drop-out rate

Data and information available at the
institutional level (e.g., MIS, interviews,
documents available at the MFI,
secondary sources)

Enhanced

Information available
plus survey and
focus group results

Outreach: complete socioeconomic
profile and poverty condition of clients®

Services: direct feedback about client
satisfaction and perceived adequacy of
MFI services®

Same as simple approach
PLUS

Client-level direct investigation:
- survey of recent clients

- focus groups with clients

Note: ®lt is significant to note that, particularly with recent developments in social performance management and
reporting, MFIs are beginning to collect such data themselves. In this case, or if there has been an evaluation that has
previously assessed these indicators, the social rating verifies and presents this data (see discussion in chapter 5).

MFI Participants in Pilot Project

Nine MFls took part in the pilot. Eight were Ford Foundation grantees; one was a member of a
country microfinance network supported by the Ford Foundation. Located in six countries, all pilot
MFls had an orientation to serve or to some extent include ‘poor people and to support
microentrepreneurs (sometimes also small entrepreneurs) who are otherwise largely excluded from
formal financial services. The MFIs differed in legal form, microfinance model, and scope of
operations and scale, as summarised in table 1.3.

Organisation of the Report

The rest of this report describes the experience and results of the pilot project. Section 2 reviews the
methodology of the social ratings and the adaptations made during the pilot process to suit each
rating to different MFls and contexts. Section 3 presents the main findings in terms of organisational
processes, examples of best practice, common gaps, and findings from client-level data. Section 4
investigates the value added derived from the client-level information by comparing the enhanced to
the simple approach to social ratings. Section 5 concludes with MFI feedback, a reflection on open
issues and future options for social ratings, and a cost comparison.



Table 1.3 Profile of Nine Pilot MFls (as of date of rating)

No. of
LA Target population Lending methodology TS ers
Gty Area of operation Non-financial services e e 9" i
Legal form Portfolio (US$
millions)
CEP Diverse — focuses on poor and 72,663
Vietnam poorest residents Group (Grameen) 64,233
NGO Urban, peri-urban $10 million
BASIX-BSFL ; ; ; n/a
India \I;Vc:)\;vng:ome, including poor Joint liability groups, individual 198282
Non-banking finance Rural Livelihood support services -
company ura $27 million
2 ASP Socially marginalised Cooperatives, self-help 71,500
India communities groups 20,200
Cooperative Rural Cooperative training $1.8 million
KWFT Low-income business women, Group, some individual 96,881
Kenya economically active poor Enterprise exposure linkages | 82,500
NGO/Trust Rural/ towns (e.g., health, legal advice) $29 million
WDB Poor and poorest women; Village bank n/a
S Africa enterprises Enterprise workshops 13.740
Section 21 company Rural $1.6 million
FDL Rural micro- and small Individual, group n/a
Nicaragua entrepreneurs Technical assistance and 61,555
NGO Rural, peri-urban training $44 million
=2 AlSol Low-income women Group n/a
 Mexico Rural, peri-urban Literacy training and nutrition | 11,102
‘ NGO program $1.8 million
EDPYME Confianza Micro- and small enterprises Individual, group n/a
Peru o Rural, urban At pilot stage 36,326
B Non-banking finance $42 mill
company million
Finca Peru Women who are socially and/or Village bank n/a
Peru economically disadvantaged Training on different topics 8,494
NGO Urban, rural (e.g., gender empowerment $1.3 million

and savings promotion)

Notes: n/a — not applicable. The MFls above were rated in 2007 or 2008.




2 SOCIAL RATING ANALYSIS AND METHODOLOGY

This section sets out the questions addressed by a social rating, the different scope of the two basic
types of social rating (simple and enhanced), and the adaptations made as part of the evolution of the
enhanced methodology.*

A social rating analysis reflects the key dimensions of social performance: context, process, and
output results, as shown in table 1.1. Both types of rating address the same questions and follow a
similar methodology with respect to context and process, and both include an analysis of services
provided and an institution’s management information system (MIS). The enhanced methodology
adds field-level data in order to assess results in terms of the socioeconomic profile of clients at entry,
client awareness, and client feedback on MFI services.

The following text provides a broad profile of the questions asked by a social rating. Note that some
differences among rating agencies are expected in terms of the content of specific questions and how
they are analysed.

Social Rating Analysis: Common Features of Simple and Enhanced
Methodologies

The following dimensions and content are common to both types of social rating.

Context (Dimension 1)

MFls operate in different country contexts with varying socioeconomic conditions and access to
financial services. Analysis of national data provides a benchmark for assessing MFI outreach and
potential outreach with reference to human development, specific poverty lines, and poverty rates in
each country, as well as the regional distribution of poverty and relevant country development
features. National data is available on UN and World Bank websites,’ although the date of this data
may not be current. Lack of current data reflects a substantive generic weakness of this aspect of
social information.

Country MFI data is available on the MIX website® or through various national networks. This data
positions an MFI vis-a-vis its peers with reference to microfinance outreach and the average loan
amount outstanding.

Process: Mission and systems (Dimension 2)

Social mission, by definition, is fundamental to microfinance. Mission statements vary in content,
clarity, and follow-up (i.e., commitment) in practice. Social rating questions focus on the scope of an
MFI's mission, clarity of terms, and articulation of goals; these questions look for evidence of
commitment to an MFI's mission in its governance, strategic planning, communications, product
design, staff systems, and the tools used to assess its performance.

Evidence of strategic commitment comes from reports to the board, business plans, and other
documents, as well as from activities implemented and products offered. It is also reflected in an
institution’s approach to staff recruitment and training, including whether staff appraisals and
incentives include social indicators. Tools used by MFls to assess their performance include the data
they collect about clients, how they analyse their portfolios, mechanisms for market feedback, the
tracking of the impact of MFI services on clients’ lives, and how an organisation communicates and
uses this information as part of monitoring and planning.

* Annex 1 contains a complete set of questions addressed by a social rating.

® See, for example, the Web sites for the most recent (2009) UN Human Development Report indicators,
http://hdrstats.undp.org/en/indicators/, and the World Bank catalogue of databases,
http://data.worldbank.org/data-catalog (both URLs accessed May 2010).

® See the MIX Market Web site: http://www.mixmarket.org/mfi (accessed May 2010).



Process: Social responsibility to clients (Dimension 3.1)

Social responsibility to clients — or client protection — is an accepted value in microfinance. An MFI
may have a formal code of conduct for client protection, or, without an explicit code, a set of principles
embedded in its operations. With reference to either approach, social rating questions focus on the
extent to which an MFI covers different elements of client protection: transparency, effective
communication, fair pricing, reasonable guidelines for staff in the case of a client default on loan
repayments, security, and avoiding over-indebtedness.

A social rating also assesses how such values are ensured in practice through staff training,
monitoring, reporting, and the scope of internal audits. A social rating assesses ‘fair pricing’ with
reference to the key elements that affect MFI costs (e.g., loan size, loan methodology, type of
services offered, cost of funds, operational expenses, loan loss provisions, write-offs, and inflation)
and compares an MFI’'s prices with those of alternative financial service providers and regional
benchmarks.

A social rating includes non-financial services in this dimension. These services may be provided
directly by an MFI or through linkages to other organisations. Social rating questions relate to the
extent of client access, information on the effectiveness of these services, and their cost to clients.

Process: Social responsibility to staff (Dimension 3.2)

A social rating looks for policies that encourage supportive working conditions. Questions about an
MFI’s responsibility to its staff relate to the overall quality of human resource (HR) policies, including
specific aspects of these policies, such as labour climate and safe conditions, communication and
participation in decision making, alignment of salaries and benefits with those prevailing in the sector,
performance assessment, and training opportunities for staff professional growth. Having a separate
HR department and a formalized manual is an important feature as MFIs grow to be large institutions.

Process: Social responsibility to community and environment (Dimension 3.3)
Other values of social responsibility relate to an MFI's approach to gender, community, and the
environment.

Gender approach is an additional consideration, one commonly associated with ‘corporate social
responsibility’. Microfinance, for example, commonly targets women as clients. Social rating questions
take an MFI’s targeting approach as the starting point to explore issues of gender equity in terms of its
institutional awareness, orientation, and strategic approach to gender issues. That is, questions
address whether an MFI has practical strategies that address the constraints faced by women clients
in different cultures, whether it monitors information separately for women and men clients (if it has
both), and how product design and service offerings specifically take women’s issues into account.

At the HR level, a social rating analyses the ratio of women to men at the level of the board,
management, and field staff; as well as examines issues of gender sensitivity, for example, working
conditions of and support for women staff.

The other elements of corporate social responsibility — community and environment — are adapted to
be applicable to MFIs. Social rating questions about responsibility to community therefore focus on
policies regarding the activities supported and values exemplified (rather than specific donations). A
social rating looks for policies that encourage environmental awareness and practice, especially in the
case of MFls that support agricultural activities and small enterprises.

A social rating also takes into account the indirect effect of financing enterprises on job creation.
Questions on responsibility to the environment that are applicable to microfinance in general relate to
natural resource use and the potential linkages of credit products to alternative energy, as well as
organisational activities (mainly, paper and energy usage).



Results: Products and MIS information (Related to dimensions 4, 5, and 6)7

Results are addressed here in terms of information that can be generally found at the institutional
level (through interviews with MFI staff, analysis of internal documents, and MIS data). A social rating
seeks product and MIS information relevant to social analysis. This data relates partly to inputs and
partly to outputs and can be used to analyse the following:

Outreach (Dimension 4)

« client distribution by region of the country (the location of branches in different regions can be
linked to national information, such as the incidence of poverty or UN Human Development
Indicators by region, to assess the extent to which an MFI is operating in less-developed
regions);

« percentage of men and women clients;

« portfolio distribution by different products and services, economic sector, lending
methodology, and loan size;

« average loan outstanding as a percentage of per capita gross national income (GNI);

and, if possible:

« percentage of rural and urban clients;

« average loan disbursed as percentage of per capita GNI;

« median loan disbursed in purchasing power parity (PPP) dollars;

« percentage of loans below US$ 100-300 in Asia and Africa, below US$400 in Latin America
and the Caribbean, and below US$ 1,000 in Europe and Central Asia®;

« loan size trends by product and over time; and

« other possible available data (e.g., percentage of client businesses in informal sector; civil
status, etc).

Services (Dimension 5)
e number and range of products and services

and, if possible
« client exit and retention rates.

An institution’s MIS can be an important source of data for this type of social analysis, provided that it
is based on a client ID, not just a loan ID. If the MIS only tracks outstanding financial transactions
based on a loan ID, some analysis based on outstanding accounts is possible, but trends over time,
including exit analysis, will not be possible.

Many MFIs collect data on the socioeconomic characteristics of their clients at the time of loan
appraisal. This data can be a source of relevant information, but often it is not collected systematically
or effectively monitored for quality, or it may not include sufficient or standard information. Most
importantly, most MFls do not enter this information into their MIS, making it impossible to analyse or
track routinely. Some MFIs conduct or commission market research (including client satisfaction
surveys or exit interviews), which can also provide relevant client-level information, if such reports are
available and up-to-date. Both methodologies for social ratings use such information if it is available
and adequate.

Similarly, in the event that reliable information on outcomes or impact is available (in an institution's
MIS or through external research), it is included in the social rating. However, because such
information is not usually available, the enhanced methodology collects relevant client-level data as
part of the social rating exercise.

"The analysis presented here is valid both for the simple and enhanced approaches. The data added by the
enhanced rating methodology is addressed in the next section.

8 Differences in the range of loan sizes that are used as proxies of depth for outreach are due to general
differences in purchasing power parity in the economies of each regional group.



Social Rating Analysis of Results: Client-level
Information in Enhanced Methodology

An enhanced social rating seeks to obtain evidence at the client level that: (1) an MFl is serving the
target groups identified in its mission statement; (2) in terms of generally accepted values, the MFl is
reaching poor and ‘excluded’ groups, as defined in each country; (3) the MFI is meeting the needs of
its clients appropriately; and (4) clients are aware of the financial options available to them and of the
key features of microfinance.

In the absence of up-to-date, quality information at the client level available within an MFI, the
enhanced social rating surveys a field sample of newly joined clients in order to assess MFI outputs.

In rating terms, this approach is analogous to the early days of financial performance ratings, when
MFls seldom had good-quality portfolio data on hand with the aging analysis necessary to calculate
portfolio at risk. In this situation, rating teams would undertake data collation and analysis directly.
This task was seen as an essential component of the financial performance rating, as well as a way of
demonstrating best practice to the given MFI.

Results: Outreach — Socioeconomic profiles of clients and their households

(Dimension 5)

The enhanced social rating measures the depth of outreach of an MFI (and its alignment with its
social mission) through a sample survey of clients who have joined the MFI in the previous year. M-
CRIL and Microfinanza Rating use a similar formula (derived from the statistical binomial theorem) for
a field sample to achieve a confidence level of 95 percent with a 7—10 percent margin of error (i.e.,
based on the binomial theorem, a sample of 130—-192 client households is selected, depending on the
expected incidence of poverty). The sample is based on a cluster approach that covers up to six
different clusters with proportionate representation of the main characteristics of MFI clients (e.g.,
women, rural clients, lending groups).

Socioeconomic information about client households is collected through a household questionnaire
that covers the following indicators:

« context information: remote rural, rural, semi-urban, urban
« client features: age, education, group member or leader, individual client

« household features: whether headed by a woman or belonging to a marginal community;
sources of income

« household members: occupation, age, education and/or attending school

o use of microcredit

« type of enterprises supported with microcredit, who in the household manages the enterprise,
number of people employed (e.g., women, men, children; family, hired)

« financial inclusion: previous access to credit and use of other financial services (e.g., formal,
microfinance, moneylender)

« household assets, access to basic services, food security

e economic poverty: household income and/or consumption or PPI°

Analysis of these indicators in an enhanced social rating enables a detailed profiling of the
socioeconomic status of clients when they join an MFI, including a direct assessment of household
poverty levels, exclusion, and vulnerability. This analysis also covers ‘indirect’ outreach in terms of
hired employees in microcredit-supported enterprises — a question relevant to small enterprises.
Moreover, an enhanced social rating provides all the elements necessary to judge whether or not an
MFI is achieving social performance results, that is, whether it is translating its mission into practice.

Results: Quality of services — Client awareness and feedback (Dimension 6)
The questionnaire for the enhanced social rating includes a set of questions on MFI products and
services that clients are expected to know, such as applicable product terms (e.g., savings — interest

o Progress out of Poverty Index. An initiative of the Grameen Foundation, is a poverty score card of 10 indicators
statistically correlated to a poverty line based on national survey data. It is now available for over 20 countries.
See the index Web site: www.progressoutofpoverty.org (accessed May 2010).



payable and withdrawability; credit — interest, fees, compulsory savings; insurance — premium
amount, terms of coverage) and client complaint mechanisms. In group models, questions also
address the responsibilities and rules of group members; in member-owned institutions, questions
concern client awareness of elections, leaders, and member roles.

Based on this information, the social rating analysis provides a quantified assessment of client
understanding of MFI policies on transparency and communication. The survey questionnaire may
also include questions on client satisfaction and client perception of the strengths and weaknesses of
specific components of MFI services (e.g., requirements, cost, loan amount, customer care, etc.).

The enhanced social rating also seeks client feedback on the quality of MFI services via focus groups.
Around four to six focus groups (with eight to ten clients in each group) are conducted by a rating
team and involve clients who have been with a given MFI for a number of years and reflect different
client sub-targets (e.g., rural/urban, women/men, group/individual).

Focus groups cover client opinions and suggestions on MFI services and products, the extent of
benefits, comparison with locally accessible alternatives, and questions on why some people drop
out. Receipts and passbooks are also reviewed. In group-based MFls, a focus group meeting
includes a quick assessment of group records and systems (e.g., regularity of meetings, attendance,
whether group records are up-to-date, group transparency, and the ability to enforce norms).

Focus groups provide additional material to that gained from the client survey in the enhanced social
rating, enabling analysis of key MFI service features from the perspective of the client and highlighting
both positive features and issues for possible improvement.

Results: Change in the lives of clients and their households (Dimension 7)

A significant feature of the questionnaire developed for the enhanced social rating are key indicators
that assess change over time, including indicators relevant to the Millennium Development Goals
(e.g., household poverty level, education of girls and boys, access to water and sanitation, household
assets, employment in microcredit-supported enterprises). The survey used in the enhanced social
rating thus provides key profile information on new MFI clients. Even though this information does not
provide an analysis of change the first time a social rating is conducted for an MFI, it can be used in
future exercises (after a few years) as a baseline to assess such changes.

Implementation

The social rating process is similar to that of a credit rating, with additional tasks related to collecting
client-level information in the enhanced methodology (see table 2.1).



Table 2.1 Rating Process

Simple and Enhanced Enhanced
Preliminary » Collect preliminary information and data > Review context documents (e.g.,
phase (before through submission of standard form available household surveys, census,
rating team visits % Review MFI documents and data etc.); first adaptation of survey
the MFI) questionnaire
» Share questionnaire for field survey with
MFI
» Collect information and data for selecting

client sample; plan for and create team of

interviewers
Visit to MFI > Introduce social rating concept and » Final adaptation of questionnaire to MFI
issues to MF| via a presentation and its context .
> Interview management, staff, board, > Orient team of interviewers on
network, competitors questionnaire
% Collect data from MIS > Field visits for client survey and focus
; . groups
> R_eylew board minutes » Supervise and conduct quality audit of
» Visit branches questionnaires
Reporting » Conduct analysis and draft report »> Enter, tabulate, and analyse client data
» Get MFI feedback on draft report > Grade data (includes assessment of field-

» Rating Committee finalises report level results)

Adaptations and Evolution of the Methodology

Conducting a social rating in the nine pilot MFIs led to a streamlining of the enhanced methodology,
which included focusing the survey questions, improving the data formats for information, and
clarifying the relevance of different types of reports. Clear lessons were learned during the pilot
regarding MFI involvement, cost-effective approaches for the collection of field-level data, the
adaptation of social rating methodology to different MFI contexts, and data analysis.

It emerged during the pilot that it is particularly important during the preparation phase to: identify the
extent of information available within an MFI, define the relevant field-level information (i.e., by
adapting the survey questionnaire and checklists for focus groups), and select the clusters for field
visits and sampling. No less than for a credit rating, substantial commitment is required from an MFI to
conduct a social rating — both during the preparation phase and implementation itself, in terms of
providing data, making staff of different departments available for meetings, and providing support to
coordinate activities,

For the collection of field-level information, the pilot project experience highlighted the following:

« The opportunity to involve MFI field staff in implementation of the questionnaire should be
assessed on a case-by-case basis. Involving internal staff (but avoiding having loan officers
interview their own clients) may be more cost-effective because the questions effectively
require an understanding of microfinance. Administering the questionnaire also enhances
staff understanding of their own clients, including their households and livelihoods. On the
other hand, involving internal staff may limit the quality of results (due to the reduced time to
submit the questionnaire and potential bias).

« Hiring external investigators is more costly and requires a larger effort in terms of
communication and logistics; however, a team of adequately trained external interviewers can
yield higher-quality results. In either case, on-site supervision of the quality of implementation
is important and must be integrated into the rating methodology.

« The risk of potential bias and poor-quality data related to the use of internal interviewers
should be assessed on a case-by-case basis, and the benefits of an external team should be
analysed in comparison to the price of local interviewers when determining the relative
advantages of internal staff versus external interviewers.

o An MFI can directly train and supervise the field staff that undertakes the field survey when it
has the experience to do so, as did two MFls rated by M-CRIL which have designated
departments and staff for client research with experience in undertaking client surveys and

10



managing data. CEP made this choice in Vietnam due to local administrative restrictions: the
only way to conduct the survey was to have CEP staff do it.

BASIX, with operations across seven states of India, chose to do so because it wanted to
increase the sample size to cover an additional state beyond the two states visited by the
rating team. Here the role of the rating agency was to provide the questionnaire format and
guidance on the questions (to ensure clear understanding and consistency in how questions
were asked), as well as to quality check the completed questionnaires. (Data entry was done
by the rating agency).

« Applying the Progress out of Poverty Index for poverty assessment is simpler than using
household per capita income or expenditure data and has a higher probability of accuracy.
Subsequent analysis10 suggested that, for some countries, the field sample size will need to
be increased to maintain the expected margin of error for assessments based on a ‘poverty
likelihood score’™".

o Itis necessary to tailor the questionnaire on a case-by-case basis to the MFI context, that is, it
is necessary to adjust the questionnaire’s vocabulary, the types of basic and financial
services available, and the socioeconomic profile of the target clients (e.g., food security for
low-end target clients versus property or assets with larger value for intermediate target
clients). A questionnaire should be shared with an MFI prior to a rating visit to invite their
suggestions on relevant questions and indicators;

o Sampling and organisation of the survey required different procedures in MFls, depending on
whether an institution used individual, group, or village banking methodology and whether it
served clients in remote rural areas. Given these potential differences, the sampling process
and schedule of activities is best completed before a rating visit.

The strength of the social rating approach is that it can be adapted to differences in MFI models and
contexts. The following differences were incorporated as part of the pilot:

« for three MFls that did not specifically focus on the poor, field-level questions and analysis
addressed indirect outreach (or hired employment in microcredit-supported enterprises)

« for three MFIs with substantial non-financial services (with at least 25 percent client
coverage), client feedback also addressed the appropriateness of these services; it was not
feasible to include such feedback for services that had limited coverage

« for one member-owned MFI (a cooperative), specific questions were included to investigate
effective member representation, capacity building, and accountability

» for four MFls with an explicit gender focus, a more specific analysis of gender-related barriers
faced by clients and a deeper investigation of women’s empowerment activities were carried
out

Analysis of information requires benchmarking. Benchmarks and standards within the microfinance
sector will become available as more social ratings — and social reporting — develops. Already, useful
economic information is available from the Microfinance Information eXchange (MIX) — though the
fields for social reporting (poverty outreach, for example) have up till now remained empty in the MIX
database. National data is an important input for context, though there is considerable variation in the
availability and detail of such data, particularly in tracking population groups below different poverty
lines, quality-of-life indicators, and regional development analysis. Gender-related indicators are
available for school attendance in many countries, which provides some sense of differential
opportunity. But indicators related to economic status are limited to formal sector employment,
omitting the informal sector, where microfinance clients are usually engaged.

Poverty analysis requires benchmarking against specific poverty lines. In relation to the Millennium
Development Goals, global interest is focused on the contribution of microfinance to reducing poverty
below the level US$ 1/day (recently updated to $1.25/day) at purchasing power parity (PPP).

' The analysis was conducted by microfinance consultant by Mark Schreiner.

" In the case of Peru, the following sample sizes (n) are associated with specific margins of error (e) for the
estimation of the incidence of national poverty at one point in time with a 90% confidence level: n=16,384 ,
e=0.5%; n=4,096 , e=1.1%; n=1,024 , e=2.1%; n=256 , €=4.1%; n=128 , €=6.2%.

11



However, the significance of this benchmark differs for countries with varying incidences of poverty at
this level. The national poverty line, based on analysis of the costs of meeting minimum calorie
requirements and other basic needs, is a more contextualised measure of a minimum standard of
living and is therefore relevant for comparing microfinance outreach. A social rating provides data
benchmarked to both national poverty lines (general and extreme, if available) and international
poverty lines (US$1 PPP/day and US$ 2 PPP/day) with reference to available data for the
percentage of the population living below the different poverty lines.

The microfinance industry has yet to agree on a standardised formula for the dropout rate, given
different definitions of client exit'®. It is significant that this indicator is now recognised as strongly
relevant both for financial performance (high dropouts reduce growth and increase outreach costs)
and social performance (early exit limits the potential of microfinance to contribute to change in the
household; dropout rates may also be a lag indicator for client dissatisfaction, depending on the stage
at which a client leaves and his or her reasons for doing so). It is time, therefore, that the industry
agree on a formula — it is good that the debate is on.

As part of this project, M-CRIL and Microfinanza applied slightly different rating formulas. The authors
adopted the M-CRIL formula to present the data so that the findings are standardised.

As part of the assessment of fair pricing (as part of client protection questions), data to calculate the
effective interest rate on microfinance loans is collected. Additional related data should also be
systematically collected as follows:

« for comparison with the formal sector, data on transaction costs of low-end bank lending
(bank transaction costs are notoriously high; these should be included to estimate the
effective interest rate on bank loans, so as to give a more transparent comparison with
microfinance)

« for assessment of other costs in microfinance, interest paid on savings, insurance premiums,
and charges for remittances should be compared with their formal sector alternatives

» costs to clients for any non-financial services

Finally, MFI staff are increasingly recognised as essential to organisational sustainability. It is
accordingly important to obtain their perceptions and feedback as part of a social rating — especially in
the absence of staff satisfaction surveys by an MFI. Collecting staff feedback during the pilot was
achieved through informal conversations and focus groups. A staff questionnaire could be introduced
as part of future social ratings to provide more systematic feedback.

2 No agreement has currently been reached on a standard formula with universal applicability that accounts for
all factors that influence dropouts, which include lending methodologies, financial needs, the economic sector of
clients (including seasonality), resting, lack of need for subsequent loans, depuration by the MFI (i.e., default and
change in product offering), etc. The various formulas currently used in the sector more or less depend on MFI
context and the given case.
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3 FINDINGS

This section reviews the main findings addressed by the survey questions in an enhanced social
rating. The first three subsections relate to process questions and supply-side analysis, which
concern information that is also collected by a simple social rating.

The issues highlighted below reflect what data is covered by the M-CRIL and Microfinanza Rating
Enhanced methodologies, respectively, since the level of detail of simple social ratings (undertaken
by any of the specialist rating agencies) may be different. The last two subsections address questions
at the client level in the way that they are covered by an enhanced rating.

Examples of enhanced social rating reports, including more recent reports carried out following the
pilot project, can be accessed at the Web sites of M-CRIL and Microfinanza Rating.13

Process: Mission and Systems

Mission and governance

A social rating provides a detailed analysis of the mission of an MFI, which is useful for reflecting on
its social goals. This analysis is a good starting point for elaborating the key terms (and their
definitions) that are crucial for formalizing a clear social strategy. Moreover, a social rating offers an
assessment of the social and/or financial balance within an MFI’s governance bodies.

The experience of the pilot project shows that the social orientation of an MFI's mission is supported
by the board and broadly influences an MFI's overall approach to operations. However, analysis of
MFI documents shows that a specific definition of the key terms in an MFI’s mission statement (e.g.,
‘rural’, ‘poor’, ‘low-income’) is not always present. MFI boards usually include some members with a
development orientation, even if the interviews conducted with top management and board members
for the pilot project often highlighted that a deeper understanding of social performance management
is needed.

Table 3.1 Mission Orientation

MFI Target outreach Approach Goal

With a stated poverty focus

WDB “the poorest women” financial services to “improved livelihoods for women”
promote entrepreneurship
CEP “poor and poorest” microfinance and “sustained improvements in well-
complementary non- being”
financial services
AlSol “low-income women... in rural financial services and “poverty reduction”
and semi-urban areas” training
Finca “women living in a condition of credit with education “integrated development of
Peru economic and social human capabilities”
disadvantage”
ASP “the oppressed” (dalitbahujan) self-reliant and inter- “improved quality of life”
dependent cooperative
institutions
KWFT “low-income, poor, economically diverse financial and non- “viable businesses — active
active women” financial services participation of women”
Stated focus on livelihoods, small enterprises
BASIX sustainable livelihoods, “including integrated financial services  “sustainable livelihoods”
the rural poor and women” and technical assistance
Ed Conf. “small and micro- enterprises” financial services “sustainable development”
FDL “small and medium financial services “enhanced living standards”

entrepreneurs, rural and urban”

' M-CRIL has posted sample ratings on its Web site: http://www.m-cril.com/SocialRating.aspx—see “Sample
social rating reports” at the bottom of the page. Microfinanza Rating has also posted recent rating reports on its
site, www.microfinanzarating.com—see “Last Rating Reports” on the lower left-hand side of the page (both URLS
accessed May 2010).
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The visit to an MFI conducted by a social rating team, both at its headquarters and branches, reveals
MFI staff awareness of the mission. Dissemination of the mission to MFI staff tends to be moderate to
high, within the limitations of unclear definition. However, MFls face a challenge in building adherence
to the mission among back-office staff, recently hired employees, and staff in distant branches,
especially if the organisation is expanding rapidly.

Alignment of strategy with mission

Through a social rating, it is possible to identify the alignment of an MFI’s strategy with its mission. In-
depth interviews with management and the board of directors, together with analysis of the business
plan, identify the relevance of the MFI’'s social goals to its overall institutional strategy and the
existence of specific social objectives and targets.

The majority of the MFIs that participated in the pilot project balanced the achievement of social goals
with financial performance. In particular, the strategy of geographical outreach was usually clear, with
a priority focus on less-developed regions, either in rural or urban areas. Several MFIs were
strategically differentiating target client segments and implementing multiple service models (e.g.,
group or individual™ loan methodology, loan terms and conditions, non-financial services). The case
of FDL is noteworthy: this MFI has an explicit cross-subsidization strategy that supports the
‘development portfolio’, which is directed at low-income clients and investments, with the rest of the
operations. However, the social rating analysis identified that broad social goals were often not
translated into more specific objectives and measurable targets, representing an opportunity for
improvement.

HR alignment with social mission and values

With respect to human resource management policies and practices, a social rating helps answer
questions such as: Do staff performance assessments and the incentive scheme orient personnel
toward the achievement of social goals?

MFIs usually look at a balance of skills and social orientation in staff recruitment and include
reference to an institution’s social mission and values as part of induction, follow-up training, and staff
meetings. This referencing becomes less effective if it is not substantially reflected in staff appraisals
and incentives (if the MFI has an incentive system). Even if social performance indicators are included
in staff evaluations, sometimes their weight is considerably lower than the more standard indicators of
growth and portfolio quality. The alignment of staff performance assessments and incentive schemes
with an MFI’s mission often must be developed to ensure that the MFI has systems in place to guide
organisational practices towards its social goals.

MIS and tracking social mission

In order for MFls to measure performance, set realistic objectives, and design strategies to improve
results, it is crucial that they track progress towards achievement of their social goals. This area is
deeply analysed by social ratings, including the existence, reliability, and completeness of the social
data available in an MFI. Ideally, MFIs should have a monitoring system in place to track the profile of
clients reached against the profile of the target client group.

Depending on the specific orientation of an MFI’'s mission, the MIS should include the geographic
characteristics of clients (e.g., rural/urban), their social profile (e.g., ethnic affiliation, vulnerability),
poverty condition (e.g.,, income level, access to basic services) and financial profile (e.g.,, previous
access to credit and saving). At the same time, the social rating analyses the adequacy of systems
already in place to assess and monitor client satisfaction, including those that measure and analyse
dropouts and conduct field research (e.g., exit/satisfaction survey, focus group discussions).

Moreover, it is often relevant for MFls to have use an internal or external system to assess the
changes that occur for clients and their households as a result of using microfinance services. The
enhanced social rating seeks to find indicators of change relevant to the specific goal of a given MFI
(e.g., an increase in income level, improvement of housing conditions, increase in education and
empowerment levels). Overall, a social rating indicates the degree to which social information is

" An individual approach is intended to serve both the increased credit needs of long-standing clients, as well as
catering to new clients with larger credit needs.
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included in an MFI's reporting flow and is used in decision making to guide operations towards the
achievement of social and financial goals.

MFls in the pilot project mostly had strong MIS systems to track financial data and some systems to
track social performance; with adaptation, these systems could also be used to analyse trends from a
social perspective.

Four of the MFls that participated in the pilot had a dedicated team for client research. These teams
represent a significant effort to collect and use data about clients. Such a function is most effective,
however, if it is technically assisted, or is handled by someone with the relevant research orientation
and skills, otherwise the utility of the information is limited.

All of the pilot MFIis collected some socioeconomic information on their clients and their enterprises as
part of the client entry or loan appraisal process. This data has good potential for monitoring client
outreach, market segments, and market trends over time. Some MFls have developed their own
poverty index, while others rely on (small) loan size to indicate client poverty levels. However, there is
a general weakness in the quality1 , consolidation, and reporting of such information, hampering its
actual use in decision making. In particular, a social rating can help identify areas of improvement,
such as the definition of rural areas.

The number of dropouts was regularly tracked by five of the pilot MFIs (on a monthly or biannual
basis), although the social ratings showed some room for improvement in the definition of dropouts
and the elaboration of a uniform dropout rate in order to analyse trends. Good performance was
identified in some MFls that had conducted exit surveys of clients to explore their reasons for leaving
the MFI and had then used this information to improve services.

The majority of the pilot MFIs were conducting client satisfaction surveys or focus groups in order to
track and improve ongoing products and services, as well as for new product development. Informal
feedback — through staff meetings or representational meetings with clients — is also a useful
mechanism, though it needs to be structured and reported systematically to be effective. None of the
MFls that participated in the pilot was monitoring exclusion in order to explore whether potential target
clients were not joining and why.

MFls usually track portfolio distribution by loan size (i.e., distribution should remain below a specified
level), not by time (to allow for higher loan sizes in later cycles).

Some MFIs have conducted or commissioned an external assessment of change (or impact) among
small, but representative, client samples. The value of such periodic assessments lies in the extent to
which findings are well analysed, communicated within the organisation, and lead to a strategic
response.

Overall, the pilot experience showed quite good performance in terms of mission, strategy, and
systems, particularly regarding the commitment of top management and boards of directors, overall
strategic balance between social and financial performance, and the existence and quality of some
monitoring systems. However, the social ratings also helped identify areas that need more
development, such as defining key terms of an MFI’'s mission, setting specific objectives (and their
translation into performance targets), and establishing more extensive tracking systems to guide
decisions towards the achievement of the mission.

Process: Social Responsibility

A social rating examines an MFI’s social responsibility as valued along the dimensions of clients, staff,
community, and the environment. A rating describes how such values are articulated (whether
formally or informally), reviews what elements are included, and describes and assesses the
processes and mechanisms used for compliance. The starting point of such analysis has been the
notion of ‘corporate social responsibility’, which covers all four of these dimensions, as adapted to the
microfinance sector.

'® The existence of a unique client code is crucial for tracking market trends over time.
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MFIs that participated in the pilot were committed to social responsibility and saw this goal as an
integral part of their orientation and activities, given that they are organisations that work in
development with poor and low-income groups. Social responsibility to clients and staff are
increasingly integrated into operations and are seen as priority areas, with MFIs beginning to think of
formal policies and mechanisms to ensure compliance. A formal policy or code of conduct may build
on or reflect what is already practiced in operations. It also serves to clarify organisational values and
provide a reference point for communication and follow-up.

Social responsibility to the community and the environment have, however, yet to receive focused
attention or be defined with clarity or relevance to the microfinance sector.

Social responsibility to clients: Consumer protection

Client protection is seen as a critical area for microfinance. Over the past few years, consensus has
emerged that providers of financial services to low-income clients should adhere to the following six
core principles (as listed by the Smart Campaign'®):

1. Avoidance of over-indebtedness. Providers will take reasonable steps to ensure that credit
will be extended only if borrowers have demonstrated an adequate ability to repay and loans
will not put borrowers at significant risk of over-indebtedness. Similarly, providers will take
adequate care that non-credit financial products (such as insurance) extended to low-income
clients are appropriate.

2. Transparent pricing. The pricing, terms, and conditions of financial products (including
interest charges, insurance premiums, all fees, etc.) will be transparent and will be adequately
disclosed in a form understandable to clients.

3. Appropriate collections practices. Debt collection practices of providers will not be abusive
or coercive.

4. Ethical staff behaviour. Staff of financial service providers will comply with high ethical
standards in their interaction with microfinance clients and such providers will ensure that
adequate safeguards are in place to detect and correct corruption and mistreatment of
clients.

5. Mechanisms for redress of grievances. Providers will have in place timely and responsive
mechanisms for complaints and problem resolution for their clients.

6. Privacy of client data. The privacy of individual client data will be respected, and such data
cannot be used for other purposes without the express permission of the client (while
recognizing that providers of financial services can play an important role in helping clients
achieve the benefits of establishing credit histories).

A social rating assesses and documents an MFI’s orientation and practice in relation to these
principles. It asks whether there is a clear, enhanced statement that covers all or some of these
principles; or if not, whether some or all of these principles are integrated as part of operational
guidelines. Ultimately, operational practice is more important than a statement as such. Nevertheless,
a formal statement serves to clarify and reinforce the principles.

A social rating reviews operational guidelines for staff and includes observation of field practice and
interviews with staff to check their understanding and practice in relation to these principles. Finally, a
social rating examines the mechanisms that monitor and promote compliance throughout operations —
for example, to monitor whether principles of client protection are reflected in HR systems for staff
appraisal and incentives, and whether they are included as part of internal audit checks and reporting.

All the pilot MFls included some of the core client protection principles in their operational guidelines,
including, for example:

« relying not only on group (peer) knowledge for assessing credit absorption capacity of
potential clients, but also having loan officers carry out at least some estimate of cash flow for

'® See Smart Campaign, n.d., “Smart Microfinance & the Client Protection Principles,” Smart Campaign,
Washington, DC, http://www.smartcampaign.org/about-the-campaign/smart-microfinance-and-the-client-
protection-principles (accessed May 2010).
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group clients (this is always done in considerable detail for individual clients with larger loan
amounts)

providing insurance at low cost (with additional provision for funeral expenses in Africa)

providing verbal communication (transparency) through group meetings and interactions with
field staff, backed up by branch managers

communicating written details of product costs, showing instalment payments and interest
separately on the ‘loan card’

ensuring that all clients have updated and accurate passbooks that show all transaction
details — and are checked as part of internal audits

moving away from ‘zero tolerance’ of default (since this approach can result in unethical
practices by field staff) to determining in a systematic way the reasons for any default, with
guidelines for follow-up that include the option of rescheduling the loan or a grace period, as
well as taking legal recourse (in the last resort)

providing effective mechanisms to handle client inquires or complaints, such as giving a
phone number to clients (e.g., to reach a branch manager or a manager in the head office); in
some MFIs, representational (area) meetings are used as such a mechanism

A social rating also serves to highlight some of the gaps at the MFI level, for example:

The need for a clear and enhanced statement of client protection principles, endorsed by the
MFI board of directors.

Ensuring that communication with clients is appropriate and effective. (The client survey
undertaken as part of an enhanced rating provides direct feedback on this issue, as
discussed below.)

Adjusting staff appraisals and incentives (if the MFI has them) to include aspects of staff
behaviour related to client protection (e.g., effective communication, determining an
acceptable level of default, careful assessment of the repayment capacity of potential clients).

The scope for monitoring all principles, including effectiveness of communication measures,
through the internal audit mechanism.

Other issues and differences that emerged during the social ratings included:

What is a manageable level of indebtedness? Is there a level of multiple borrowing that is
acceptable? How can MFls mitigate the risk of client over-indebtedness? The four Latin
American MFIs in particular operate in urban environments where there is significant
competition between MFls, with the possibility of multiple borrowing. Three of these MFIs use
a credit bureau to check borrower information, even (as in the case of Nicaragua) if the
system has shortcomings (e.g., information is not up-to-date, credit and debit cards are not
included).

This is an increasingly difficult area, as MFIs mostly lack information about their clients’
liabilities. (An enhanced social rating includes this information as part of a client profile). In
addition, MFls are not always equipped with effective policies to mitigate and manage the risk
of over-indebtedness. Mitigation policies include adequate analysis of the repayment capacity
of potential clients and a policy for a maximum level of indebtedness (e.g., loan instalment as
a percentage of estimated income).

Allowing ‘resting’ between loans. The conventional approach is to insist on immediate re-
borrowing after repayment of a previous loan. This approach tends to be maintained in
Grameen and/or village banking MFls. Whilst this practice supports financial growth for an
MFI, it is not geared to varying client needs and seasonality — it can also lead to unnecessary
debt (or dropout).

How can an MFI communicate costs effectively and transparently — taking into account often
varying levels of client literacy? MFIs disclose the full fees and certainly make sure that clients
know their instalments, which usually show on a client loan card as the principal repayment,
separate from the interest. Should this practice go further so that clients can distinguish
between ‘flat’ and ‘declining’ rates?
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In practice, it is very difficult to explain the difference between flat and declining rates. MFls
that state their interest in declining terms appear at a disadvantage compared to MFls that
state their interest in ‘flat’ terms. Ultimately, the most transparent MFI is one that states
interest in declining terms — often in terms of ‘X units of currency per 100 or 1,000 units of
loan.” Such MFIs also ensure verbal (and other) explanation, in addition to written
information.

o Regulation of the interest rate (as in Nicaragua) or government charges (e.g., a value-added
tax in South Africa) is likely to affect transparency. For example, the ceiling set on the interest
rate in Nicaragua led to a widespread practice of charging additional commission fees to
clients, resulting in the same level of cost for the client with a lower degree of transparency.

« All clients usually have a passbook in their name, but do not necessarily keep it themselves in
the group lending model because they may forget to bring it to meetings or even lose it.
These circumstances could be a case for emphasising the importance of keeping the
passbook safe as part of client education on financial responsibility.

o What counts as coercive or abusive debt collection practices? Some conventional
approaches are now seen to be quite coercive and have resulted in clients complaining about
them (e.g., keeping an entire group in a meeting until full repayment is made). Nevertheless,
an MFI does have to show discipline and seriousness in following up on default. Staff need
very careful guidance and support to strike the right balance, backed up by a carefully stated
process. Details of this process are best agreed with clients as part of ongoing
communication. Guidelines should include questions such as: If a client does not turn up at
meetings and is never at home during the day, is it acceptable to visit his or her home after 10
pm at night?

« In group lending models, there is high reliance on group leaders, both to gain feedback for the
MFI and to communicate effectively with group members. The issue is whether group leaders
are responsible and effective in this role, and how they can be supported to be so. Their
effectiveness can be checked as part of an internal audit. Yet it also seems important for an
MFI to have a pro-active mechanism for rotating group leaders, so as to broaden the base of
accountability, rather than letting initial leaders continue indefinitely. (Group methodology
usually involves women clients, so leader rotation would also serve to support skills
development for women),

« Complaint and/or suggestion boxes are provided by some MFIs. To be effective, such boxes
require a systematic approach to inviting clients to use them, together with a regular and open
process of review and response to client submissions by MFI management.

« What does ‘privacy of client data’ mean in microfinance? This question is crucial, given the
importance of open transactions and monitoring within groups, as well as the issues
associated with developing a credit history and the need to understand existing liabilities to
avoid over-indebtedness. This principle is broadly interpreted to imply that only authorised
persons have access to client information, whether at the group level or in the MIS. There are
also cases in which (women) clients have specifically requested that information on their
savings amounts not be disclosed in open meetings, where relatives may be present.

A social rating explores the issues of client costs further by analysing MFI policy for setting interest
rates, determining whether there has been any planned change (perhaps to reduce interest rates as
operational efficiency increases); and sets out in detail the effective interest rates (EIRs) on the main
types of loans. An EIR represents the full cost of a loan to clients, including any service charges as
well as the interest rate in declining terms and any government charges (e.g., a VAT).

The MFIs that participated in the pilot project have a range of EIRs on their main loan products, with
portfolio yields of 18 to 66 percent (stated as a percentage of the average portfolio). A social rating
analyses the cost and revenue structure of an MFI, comparing its portfolio yield with benchmarks of
relevant peer groups. Cost drivers include, among other things, loan size, the operating expense ratio,
and financial expenses. The net returns of the MFI are then analysed, considering the practices of
capitalization versus distribution of dividends, as well as possible selling plans.
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Table 3.2 Client Costs and MFI Returns

Credit cost to clients
Effective Interest Rates (EIR) =

MFI example: CEP, Vietham

Interest rate in terms of declining balance Cost structure as % of CEP Asia
+ service charges o gross portfoliio large FSS
+ govgrnment tax (VAT sometimes imposed on Av loan outstanding $ 155 106

Service charges) . Borowers:loan officer 584 277
[Time expended on meetings and/or access may Costs
also be a cost] ) )

Operating expense ratio 17.3% 14.3%

Returns to the MFI = Financial expense ratio 2.3% 7.9%
APR (Annualised Percentage Rate) = Loan loss provision 1.4% 1.1%
Expected revenue from loan charges for all Total costs 21.0% 23.3%
products Yield 25.3% 27.8%
Portfolio Yield = Actual revenue from loan Surplus 4.3% 4.5%
charges PAR (30 days) 1.4% 1.1%

Margin = Yield minus total costs

Cost Drivers for MFI =

Data as of December 2006. Benchmark data (medians) from
the Microfinance Banking Bulletin, no. 15 (Autumn 2007) for

Operating expenses (affected by average loan size,
staff-client ratio, travel to more remote areas)

+ financial expenses

+ loan loss provision (reflects portfolio quality)

8 million.

A portfolio cost structure analysis reveals the margin between the yield on an MFI’s portfolio and the
costs associated with it. Surpluses are in the range of 2—4.5 percent of the average portfolio. Two
MFls (one with the lowest EIR, the other with one of the highest) in the pilot project were operating at
a loss, with operating expenses higher than their portfolio yields and low yields (relative to APR)
attributable to low portfolio quality. Regional benchmarks from the Microfinance Banking Bulletin
provide a standard for comparison. In the example from Vietnam (see table 3.2), the MFI has a
higher-than-average loan amount outstanding and higher staff productivity compared to large,
sustainable MFIs in the Asian region. Nevertheless, its expenses are above the median. Its yield is
lower, with reasonable portfolio quality (PAR under 2 percent), but its low cost of funds results in a
comparable surplus, despite its higher expenses.

A social rating also aims to compare costs with locally available financial service providers — other
MFIs and low-end bank lending — to the extent possible. This is not easily done, since it is still an area
of low transparency. But, in general, the social ratings found similar levels of cost. Comparison with
bank rates was interesting: although banks often have low notional costs (in terms of stated interest),
they have very substantial transaction costs: extensive paperwork, plus the number of visits that a
prospective client has to make to a bank branch. It is interesting and relevant to document such costs
if possible when comparing EIRs.

If MFIs offer insurance products, this is an additional area for analysis of client costs, relative to the
expected payout.

Social responsibility to clients: Non-financial services

Non-financial services may be provided directly by an MFI or through linkages to other providers.
Such services represent added value for clients, including, for example, business development
services, training, healthcare linkages, and legal services. Being primarily financial service providers,
MFIs do not usually track outreach for non-financial services, nor do they have mechanisms to assess
their effectiveness.

A social rating can bring together available information on such services; where coverage is
significant, client feedback is provided by an enhanced social rating. A social rating distinguishes
between project-type services and more integrated support services. Project-type services cater to a
small proportion of clients (sometimes just 1-2 percent, usually not more than 10 percent), and often
depend on grant funding. More integrated services are those seen by MFls as part of their mission
strategy, for example, supporting the capabilities of clients to develop their businesses so as to
enhance the effectiveness of business credit; financial literacy training to build client awareness and
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enhance client management of different financial services; providing cooperative-related training to
facilitate the role and understanding of members in a cooperative MFI. Such services may be
integrated with financial service delivery and have quite substantial coverage of clients (30 percent or
more). Box 3.1 provides an example from the pilot MFls.

Box 3.1 Non-financial Services can Enhance the Effectiveness of Microcredit

BASIX (India) prefers to call itself a livelihoods institution, not just a financial services provider,
emphasizing that clients need livelihood support services if they are to benefit from credit. This choice
came in response to an impact study that revealed limited change in client household incomes from
microloans. The strategy adopted by BASIX was to develop livelihood support initiatives through an
associated NGO. Once developed, these support initiatives are integrated with credit provision. The
NGO programme is supported by grants; the costs of delivering the service along with credit are
partially covered by a fee charged to clients (as a proportion of the loan).

Currently, livelihood support services are provided for agriculture and dairy microbusinesses. At the
time of the social rating, 73 percent of clients with agriculture or dairy loans were also covered by
support services that included soil testing, advice on improved seed and agricultural practices, or
veterinary support services for dairy cattle. The social rating measured the coverage of these
livelihood services and also provided feedback from clients on the relative utility of these services in
different areas.

Social responsibility to clients in member-owned institutions

One of the pilot MFIs (ASP in India) is a member-owned institution with a federated cooperative
structure. Effective member governance and accountability to members is an additional component of
a social rating for member-owned institutions. These attributes are assessed through a review of the
systems for elections, meetings, decision making, training, and support mechanisms. The enhanced
social rating includes interviews with board members and discussions with ordinary members to
assess their understanding of their respective roles and their awareness of issues at different levels.

ASP has a fairly effective board of women member representatives (including younger, more
educated women), who are supported by a technical advisory committee. There have been
substantial efforts to build the capacity of member representatives, with regular elections. Member
feedback from the social rating survey indicated that awareness and ownership amongst ordinary
members needed more attention.

Social responsibility: Gender approach

A social rating has social responsibility component that explores issues of gender as a social value.
This review goes beyond basic information on the number and proportion of women clients to analyse
available data on product access and loan sizes separately for women and men (in MFls that serve
both), explore MFI approaches and strategies to support women clients; and compare the ratio of
women to men on MFI boards and staffs, together with their strategies to support women staff.

In terms of outreach to women clients, a social rating is descriptive (not evaluative). It is interesting to

note from the pilot data that an MFI may have a lower proportion of women relative to its total number
of clients, but this number may still be significant within a large programme (see figure 3.1).
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Figure 3.1 Women Clients: Proportions and Absolute Numbers

100,000 - - 100%
75,000 -
50,000 - 4650%
25,000 -

0+ - 0%

@ \Women clients - number —e— Women clients - % of total clients

Group clients are more likely to be women; individual clients or clients for small enterprise lending are
more likely to be men. Both these observations are a reflection of the sociocultural limitations to
women’s current market opportunities. MFls usually work within the existing market framework, but
often have support strategies for women clients, such as capacity building and/or training for group
management (in the group microfinance model), development programmes or linkages to address
women’s concerns (e.g., enterprise skills, literacy, health issues, legal issues), as well as specific loan
products of interest to women (e.g., loans for alternative energy for cooking or lighting). A social rating
documents such strategies and their coverage. It also comments on issues that may need attention —
for example, the rotation of group leaders in a group model as a means to broaden the base of
opportunities for women members, as well as tracking coverage and effectiveness systematically (as
mentioned earlier with reference to non-financial services).

A social rating also profiles the ratio of women on the staff of MFls at various levels. Data from the
pilot project (see figure 3.2) shows a fairly balanced gender profile, with both men and women on
staff, whether an MFI is primarily focused on women clients or not. The data indicates considerable
variation within countries, which seems to reflect differences in the microfinance model used by an
MFI. For example, both BASIX (India) and EDPYME-Confianza (Peru), which have the lowest
proportion of women as field staff, are non-bank financial companies (NBFCs) offering small
enterprise and individual lending, compared to the cooperative- or group-based lending of ASP (India)
and FINCA (Peru).

Figure 3.2 Women as a Percentage of MFI Clients and Staff
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A deliberate strategy to engage women staff does carry additional costs (or risks) to the extent that
women are seen as more likely to leave employment and are less willing to travel, particularly in rural
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areas. Common strategies to support women staff include an explicit policy on equal pay, maternity
leave, and a tendency to locate women field staff closer to urban areas or the respective branch. One
MFI (KWFT) has a more transformative approach, motivating women field staff to be as mobile as
men and actively encouraging women to learn to ride a motorbike.

Social responsibility to staff

As MFls grow — and increasing numbers of staff serve more clients — they have begun to demarcate
responsibility for human resources (HR), creating a separate staff manager (or department). This is
an important aspect of organisational strengthening and usually accompanies the development of an
HR manual to define conditions and terms of employment, responsibilities at different levels of the
organisation, and procedures and benefits.

Elements of good HR practice that are assessed by a social rating include:
« clear contractual conditions
« benefit packages in line with (or exceeding) legal requirements
« regular systems for staff appraisals, including self evaluations
« staff training plan linked to appraisals

« mechanisms for staff feedback and participation in decisions related to their work area (e.g.,
via monthly branch and management meetings, which require sufficient time and an open
agenda to enable effective staff feedback at different levels)

« a staff satisfaction survey (annual or bi-annual), followed by effective analysis and response
« monitoring staff turnover, backed by exit interviews and analysis of feedback

Staff remuneration levels in the pilot MFIs were usually aligned with those of other MFIs, though
inevitably lower than those in the banking sector (cooperative sector salaries were lowest of all).
Safety measures for staff related to carrying cash were usually in place, including a no-cash policy at
the field level or, alternatively, senior staff accompanying field staff for credit disbursement (both
measures also protect against potential staff fraud).

Staff turnover is one indicator of staff satisfaction. It is useful to analyse, for example, the rate of staff
exit on an annual basis by applying a standard formula, taking into account staff who have been
sacked. MFIs usually record the number of staff who left in the previous year and some regularly
monitor staff attrition — either by staff category or separately for those who have been with the
organisation for more or less than 12 months. Measurement of the rate of turnover varies. At the time
of the pilot project, the following formula was applied: the number of staff who left in the previous
year/(number of staff at end of previous year + new staff during the year).

Data from the pilot social ratings showed staff turnover in the previous year ranging from 2 to 22
percent, with an average of 12 percent. A high turnover rate (above, say, 15 percent — there was no
benchmark for this indicator) reflects a key organisational challenge. In general, the ratings found high
staff turnover was associated with market competition and substantial alternative job opportunities,
especially as the banking sector moves into microfinance and attracts experienced staff.

Social responsibility to community

A social rating explores this issue in terms of the values that an MF| stands for across its
programmes, MFI policy on activities that it will or will not finance, and specific activities that
contribute to local community development. These aspects of social responsibility are usually not part
of a formal MFI document, but based on a social rating review of policies and interviews with
management and staff, they can be documented and analysed systematically.

In general, MFls see ‘community value’ as a part of their main mandate, that is, contributing to
development and employment, with core microfinance services representing the values of working
with poor people, supporting women, and building grassroots capacity. A few MFls may make small
community contributions (in the form of staff volunteering, school scholarships, or emergency relief).
Credit policies usually have statements that exclude the financing of activities that are illegal, involve
child labour, or have other negative social value. A social rating asks MFls to define such negative
social value and give examples of how avoidance of such activities are monitored. In practice, some
gaps were detected. There is a need for a mechanism to monitor this aspect of social responsibility
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more systematically, given a tendency to finance activities with ‘negative social value’ (e.g., illicit
liquor brewing, selling lottery tickets) when a viable alternative business relevant to the skills of poor
and low-income women cannot be identified.

Another issue that MFIs must still engage with — especially institutions that are lending to small
enterprises which hire wage labour (i.e., non-family workers) — is the monitoring of ‘decent’ pay and
working conditions in financed enterprises. This is not something that MFIs can easily take on, but the
survey used by an enhanced social rating provides an initial profile of the extent of hired labour in
financed enterprises and therefore highlights whether or not an MFI needs to start paying some
attention to this area.

The pilot project found that some MFls also see their employment of ex-clients or children of clients
as a deliberate, socially responsible policy — supporting the target group and contributing to client
understanding amongst staff. This sentiment is reported in a social rating, which seeks to establish
the number of field staff who come from such backgrounds. Typically, however, this information is not
documented.

Another issue found in competitive microfinance markets is the ‘poaching’ of staff from other MFlIs.
For MFls, losing staff is as critical as losing clients. While some degree of competition may be good,
to the extent that it pushes MFIs to improve their systems and expands opportunities for staff. But in
typical environments where there is a shortage of relevant skills, the sense is that there is an ethical
gap, particularly when formal sector banks recruit experienced staff from MFIs as they move their
operations down-market into microfinance, rather than helping build skills in the sector by providing
relevant training to potential staff. In the face of such market demand, one MFI in the pilot project
spoke of the provision of staff to the sector as a significant social contribution.

Social responsibility to the environment

This is an area that is generally seen as applicable to the larger corporate sector, rather than to
microfinance. A clear checklist of the issues applicable to typical MFls and their clients remains to be
developed. Nevertheless, in certain sectors — particularly those involving natural resources (e.g.,
agriculture, fisheries, alternative energy) — questions related to resource use and sustainable
practices are beginning to be seen as relevant from the point of view of long-term support for client
livelihoods. There are also opportunities to link microcredit to alternative products.

MFls are beginning to understand that they need to think about environmental issues for specific
sectors as part of their policies and strategic implementation. This goes beyond having a policy that
generally prohibits financing activities with a ‘potential negative effect on the environment’, since, to
be meaningful, such a prohibition needs to be backed by a specific list of such activities, monitoring
mechanisms, and, perhaps, strategies. In the MFIs that participated in the pilot project, there were a
few examples of environment-related interventions.

Such interventions were particularly present in agriculture, for example, linkages to soil testing
services helped reduce fertiliser inputs. The promotion of organic practices (through training and
linked credits) is another important initiative. As companies have developed alternative energy
products or water systems, they seek out links with MFIs for microcredit to support their market
outreach. MFIs are beginning to respond to this market opportunity, though client feedback in the
enhanced social ratings indicated that it is important to establish the technical soundness and
availability of alternative energy or water systems in advance.

Social responsibility to the environment is not limited to enterprises financed by an MFI. A social
rating also looks at the practices of an MFI as an organisation that consumes energy, paper, and
water. This analysis is not conducted in such detail as to measure the water and energy consumed,
but the approach seeks to achieve some idea of orientation and practice towards minimising use. In
general, such issues remained to be addressed among the pilot MFls.

Results: Portfolio and Product Analysis
A social rating (either simple and enhanced) considers all portfolio data available at the institutional

level in order to provide as complete an analysis as possible of MFI outreach and service quality. At
this stage of development of the microfinance sector, lack of complete information within MFIs often
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limits socioeconomic analysis of clients based on MIS proxies, such as area of operation and size of
financial transaction. Based on the information available at the institutional level, a social rating
provides an assessment of the quality of the services provided by an MFI, considering the variety of

services offered and the relevant client dropout rate.

The following text presents the main findings of the portfolio analysis conducted for the pilot social
ratings.

Areas of operation
Comparing the geographical focus and client concentration of an MFI with regional development

indicators, a social rating analysis shows the extent to which operations serve poorer, under-
developed areas, including rural areas. Rural outreach among the pilot MFIs was substantial, with 6
MFls having more than half their operations in less-developed regions (see figure 3.3). ‘Rural’ areas
may also include ‘semi-rural’ or ‘semi-urban’ areas. The reverse may also be true, as the case of CEP
in Vietnam illustrates. Operating in Ho Chi Minh City, all of its branches are ‘urban’ in terms of
administrative classification, although an estimated 32 percent of its clients are semi-rural, that is,
they live on the outskirts of the city. Thus, it is important to recognize that, for the majority of MFls in
the pilot project, the ‘rural’ or ‘urban’ description is based on branch location. Again, such descriptors
provide only a rough profile, since urban branches may cater to semi-urban and rural clients, and
conversely, rural branches may cater to both villages and small towns or market centres.

Figure 3.3 Outreach in Rural and Underdeveloped Regions of the Country of MFI Operations
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Sources: Management Information Systems (MIS) of each MFI; rural country population from UN Human

Development Report, 2008 (2005 data).
Notes: Under-developed regions: regions with above-average poverty incidence from most recent available country

surveys. For India, analysis is based on districts in the two lowest literacy quintiles in the country. Categories based

on national sample surveys or census data.
An estimated 32 percent of CEP clients are semi-rural, meaning that they live on the outskirts
of Ho Chi Minh City, although the MFI’s branches are ‘urban’ in terms of administrative classification.

Loan size analysis
The simplest supply-side indicator is the average outstanding loan balance, which is the total

outstanding portfolio divided by the total number of active accounts. To compare this indicator across
countries, this value is analysed as a ratio of per capita GNI in each country for the following

microfinance market categories defined by the MIX:

Table 3.3 Loan Analysis: Average Loan Outstanding as Percentage of per capita GNI

Microfinance market Ratio of average loan outstanding to per capita GNI
categories

Low end <20%

Broad >20% to <150%

High end >150% to <250%

Small business >250%
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The ‘low end’ MFI category is generally assumed to be reaching ‘poor’ people, as deeper outreach is
associated with smaller loan size. Table 3.4 compares data on this indicator from the MFls that
participated in the pilot project. As the table shows, low-end outstanding loans match with four of the
seven MFls that have a significant poverty focus'’. Loan size distribution (i.e., the percentage of loans
below US$ 300 in South Asia and Africa and below US$ 400 in Latin America and the Caribbean)
also correlates with four MFIs with an explicit poverty focus, as well as one MFI without such a focus.

Another approach is to analyse different loan indicators, since the outstanding portfolio reveals more
about what is left to repay than the amount of credit accessed by clients. Figure 3.4 compares data for
the average loan size disbursed and (available from seven of the nine MFIs) the size of first loan
disbursed. The average size of the first loan may give a closer approximation of the depth of outreach
of an institution, since it relates to new clients. Depending on the range of credit products and the
overall number of older clients, the size of the first loan may be higher or lower than the average loan
outstanding. or For two MFIs (WDB and BASIX), it was higher, pushing their lending out of the low-
end market category. For one MFI (KWFT), it substantially deepened their lending to this market
segment.

The average first loan size seems intuitively a better indicator of depth of access, though it is not
always reported and may be especially small if the first loan is seen as a ‘hand-shake’ trial run.
Moreover, in the majority of cases, lending policy sets limits on the first loan for risk reasons, so it
does not reflect the possibly larger size of client's business and cash flow. Such a policy, which is
very common, diminishes the relationship of first loan size to the economic status of a client.

Table 3.4 Average loan outstanding/per capita GNl and Figure 3.4 Different Loan Indicators as

MFI Mission Orientation Percentage of GNI
MFI o:::tea?lin ol‘:t\;:\(:ial:g/ I(X:I:?Aiflioa()) ——— Av. Outstanding —#—— Av. Disbursed — —&— — Av. 1st loan disbursed
(mission) p.c GNI <$400 (LAC)
AlSol High 2% 87% 100%
Finca High 6% 81% 80% -
ASP High 12% 75% 3 o
wDB High 16% 40% $
3 40% |
BASIX Mod(.arate 19% 70% g
CEP ngh 229, 48% 20% -
Conf. Low 43% 329, o ‘ ‘ | | | | | |
KWFT High 60% 55% AlSol FINCA ASP WDB BASIX CEP CONF. KWFT FDL
FDL Low 79% 52%

The client-level data presented below on new clients or clients who have recently joined an MFI (data
that was collected by the enhanced social rating methodology), provides a clearer picture of poverty
outreach.

Access to different financial products

Most MFls are oriented towards the provision of enterprise loans; in particular, five MFlIs in the pilot
offered a variety of such loans (with varying terms and amounts), while the range of services was
more limited among the other four institutions. Five MFIs also offered credit products for school fees,
house improvement, general consumption, or energy products. One MFI provided a voluntary savings
product; two required or encouraged clients to save in a local bank. Four are beginning to explore
options for linkages to insurance providers (e.g., of asset, agriculture, and medical insurance).
Overall, portfolio analysis indicated limited coverage of additional products (see table 3.5).

" MFls with an explicit focus on the poor and marginalized population in their mission statements (see section
1.3 for more details).
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Table 3.5 Provision of and Access to Different Financial Products

CEP ASP BASIX KWFT WDB FDL  AlSol  Finca Conf

% group-based loan

accounts 62% 100% 97.2% 99.6% 100% 33% 100%  100% 3%
Distinct enterprise loan

products 4 1 6 3 1 9 1 3 5
Distinct other loans 1 2 3 2 4
% clients with non-

enterprise loans 5% 12% 5% 27% 21%
Voluntary savings product 1 * linked Linked
% clients with vol. savings 38% n/a n/a
Insurance products 1 1 4 1 1

% clients with insurance 5.3% <2% 18-34% 7% 100%

Notes: *ASP is a cooperative that supports the self-help group model of microfinance. Under this model, members deposit
compulsory savings into a group account.
n/a — not available

Access to non-financial services

All the pilot MFIs offered some non-financial services; for seven, non-financial services were
specifically mentioned as part of their mission to complement financial services — whether they
provided such services directly or through linkages. Data for client access to such services is not
usually systematically maintained, as mentioned in the previous subsection. But a social rating
analysis serves to differentiate those MFIs for whom non-financial services are integrated into their
microfinance strategy with substantial coverage from MFIs who are doing small projects or are still at
the experimentation stage. Funding may be from donor grants, microfinance revenue (part of the
operational budget), and/or partial contributions from clients (see table 3.6).

Table 3.6 Provision of Non-financial Services

% of clients who
Non-financial accessed services in
services Type of non-financial services  previous reporting year Funding

Substantial coverage

Microfinance revenue,

Finca Peru* Training, savings promotion 100% contributions from clients, grants
Donor grants, contributions from
ASP* Cooperative development 100% clients
Microfinance revenue,
BASIX* Livelihood support 26% contributions from clients, grants
Microfinance revenue,
Training, technical assistance contributions from clients, donor
FDL to agricultural producers 16% grants
Low coverage
AlSol* Literacy and nutrition <5% Grants
KWFT* Enterprise development <2% Microfinance revenue
WDB* Enterprise development <2% Grants
Confianza Business and health training At pilot project stage  Microfinance revenue
Enterprise development for
very poor clients, financial At pilot project stage  Grants
CEP* literacy

Note: *These MFIs specify non-financial services as part of their missions.

Exit rate

Client exit — or dropout — is a strong indicator of both the financial sustainability of an MFI (it costs less
to serve long-term clients who usually borrow larger loans) and the contributions that it makes to client
development (the potential for positive impact increases over time).
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Overall analysis of the dropout rate of an MFI is possible by applying a simple formula (though, as
noted earlier, many different formulas are currently used). The majority of the pilot MFls were in the
initial phase of monitoring and analysing their client dropout rates and did not yet have a consistent
definition of dropout that they could report through their existing MIS. It was possible to apply one
internationally used formula to seven of the nine MFIs."® (Two institutions did not have data for new
clients, as they lacked a client ID field in their MIS).

Table 3.7 shows dropout rates in the range of 7 to 25 percent. In the latter case, the number of
dropouts comes close to the number of new clients, affecting overall growth. For a member-owned
institution, the estimate is for the percentage of dormant members, that is, members who have not
withdrawn from the MFI (they still have a savings account), but have not been financially active as
either a depositor or borrower for the previous 12 months.

Table 3.7 Rate of Exit (2007)

AlSol FDL ASP° WDB BASIX® KWFT Confianza  CEP ';’gfj’
7% 9% ~10%° 10% ~15%  20% 20% 25% 25%

Source: MIS of each MFI.
Notes: ® Broad estimates, not based on data.
® Figure is for dormant clients.

An analysis of average loan size by cycle and product can be a useful indicator of trends over time,
but was only possible in one case (FDL), where the relatively high percentage of clients in fourth or
higher cycles (27 percent) reflected good client retention. Analysis by time period must take into
account that product cycle terms may vary, as well as the growth rate of the MFI.

Results: Client Profile at Entry (Enhanced Social Rating)

The enhanced social rating includes a questionnaire that is given to a field sample of entry-level
clients that profiles the key socioeconomic characteristics of client households and enterprises. The
questions are intended to assess an MFI’s depth of outreach, or the degree to which the institution is
serving poor people, and whether MFI clients have access to other financial services (i.e., degree of
inclusion). The focus on entry-level clients (those who have joined the MFI within the previous 12
months or less) captures the issue of access to microfinance services, profiling new client households
as a ‘baseline’ before possible change occurs as a result of using microfinance services. The data is
inherently interesting, though ideally it should be set within the context of the most recent national
socioeconomic data, if available.

Inclusion

Starting with the issue of inclusion, the questionnaire data documents whether any member of a new
client household has access to formal financial services. That is, do they already have a savings
account (in a bank or post office)? Or have they borrowed from a bank or cooperative in the previous
three years? Data from the pilot MFls (see figure 3.5) showed that these clients had some access to
savings, ranging from 2 percent at CEP (Vietnam) to 38 percent at BASIX (India). BASIX data tracked
directly to the national access figure for India of 36 percent, as derived from the 2001 census. Access
to bank loans among new clients of the pilot MFls was usually lower, ranging from 0 percent at AlSol
(Mexico) to 20 percent at Confianza (Peru).

'® The results presented here are based on the M-CRIL formula, so as to show comparable results (see M-CRIL
Technical Note 1, revised 2007). The formula is:
(Number of active clients at the beginning of the year + Number of new [first-time] clients —
number of clients at end of year)/(Number of clients at the beginning of the year + Number of new clients)

An alternative formula is used by Microfinanza Rating, which does not include new clients during the period in the
denominator. Whatever the pros and cons of the different formulae, in this report, results are derived from one
formula to allow for direct comparison. Ideally, more work is needed to allow for clients who ‘rest’ and rejoin an
MFI at a later stage — these clients are not usually captured in an MIS, particularly when the focus of tracking
software is outstanding loans rather than client retention.

A further alternative is to have the average number of clients at the end of both periods as the denominator.
This was the 2009 suggestion of the MIX and is likely to be reviewed, In the future, both M-CRIL and
Microfinanza Rating will aim to apply the MIX formula so as to support its Social Performance Standards for
reporting.
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Figure 3.5 Outreach to the Unreached (New client households with formal credit or savings)
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Source: Rating sample surveys of recently joined clients of each MFI.

Depth of outreach
In terms of outreach to the poor, the survey profiles the percentage of entry-level client households
living:
. below the international poverty line (i.e., US$ 1 a day, or US$ 2 a day at purchasing power
parity'®)
o below the national poverty line

For both of these measures, it is important to compare MFI data with the incidence of poverty in the
given country. Such data is usually available, even if it is a few years out of date. The national context
provides the reference point for understanding the extent to which MFI poverty outreach reflects the
average poverty rate in the country, as shown in figures 3.6 and 3.7. These figures distinguish pilot
MFls that have an intentional focus on reaching the poor or the very poor. For MFIs with an intentional
poverty focus, this information defines different poverty levels and provides outreach measures that
may lead the institutions to consider ways to deepen outreach further in their area of operation,
adapting both strategies and products. For MFls without an intentional poverty focus, the information
provides some evidence of their depth of outreach.

Figure 3.6 shows extreme poverty rates in the pilot project countries, ranging from 0 percent to a
maximum of 25 percent in India. For five MFIs, the findings were in line with their respective missions:
two sought to serve the extreme poor (WDB in South Africa and AlSol in Mexico) and had significant
outreach to this market segment — well above the national rate. Three MFIs did not intend to reach
this market segment, although for BASIX in India, its poverty outreach matched the national incidence
of poverty. For other MFIs (ASP in India, KWFT in Kenya, Finca Peru) that sought to serve the
extreme poor, their outreach was at or below the national incidence of poverty, indicating that these
institutions may want to consider ways to deepen their outreach further in line with their stated goals.

'9 At the time the pilot ratings were conducted, US$ 1/day was the accepted international level for extreme
poverty’. Thus, the goals of the MicroCredit Summit are in terms of this benchmark. Since 2008, the benchmark
has been raised to US$ 1.25 at 2005 prices. Social ratings will reflect this benchmark in future.
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Figure 3.6 Depth of Outreach of Pilot MFlIs: Entry-level Client Households
Living below US$ 1/day at PPP, compared to Country Poverty Rates (%)
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Apart from India, the national poverty line is considerably higher than US$ 1/day in the other countries
where surveys were conducted. The national poverty line — or its nearest international equivalent — is
an appropriate benchmark with which to assess overall poverty outreach of an MFI. The data for the
pilot MFIs (see figure 3.7) again shows significant depth of outreach for WDB and AlSol, and also for
CEP in Vietnam, at levels above the national poverty rate. For the other six MFls, the poverty rate for
clients is similar to the average national poverty rate, including the three MFIs that have a stated
poverty focus.

Figure 3.7 Depth of Outreach of Pilot MFIs: Entry-level Client Households Living below National
Poverty Line (or Nearest International Equivalent), compared to National Average (%)
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Key to figures 3.6 and 3.7:

Kenya Mexico  Nicaragua Peru S. Africa India__ Vietnam

% population below:
US$ 1/day at PPP 23% 4% 45% 11% 1% 25% ‘0%’
US$ 2/day at PPP 52% n/a n/a 32% 34% 75% NA
National poverty line 58% 47% 46% 45% NA 22% 20%
Line applied  $2/day  National National National $2/day  $1/day  National

Note: n/a — not available.

The data can be analysed further to compare poverty outreach and inclusion. Combining the overall
data for the pilot MFls, figure 3.8 indicates that MFIs with greater depth of outreach (i.e., a higher
proportion of poor clients at entry) tended to have greater inclusion (i.e., a higher proportion of client
households who had not previously accessed a bank loan). But it is also clear that exclusion applies
to both poor and non-poor households — as many MFIs recognise.

Figure 3.8 Comparison of Poverty Outreach and Formal Financial Inclusion
of Entry-level Client Households (%)
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Sources: Rating sample surveys of recently joined clients of each MFI.

Serving vulnerable segments

Apart from direct measures of poverty and exclusion, an enhanced social rating assesses outreach to
vulnerable communities. Such communities may differ by country; it may also be sensitive to ask
about vulnerability. Nevertheless, such communities are recognised as marginal or vulnerable groups,
such as the ‘scheduled castes’ and ‘scheduled tribes’ in India; HIV/AIDS-affected people, especially in
Africa; and certain ethnic groups. In many countries, women-headed households — in which women
are the main or the only earner — are a vulnerable segment. A social rating defines such groups within
the given country context and then measures the outreach of microfinance services to them. Figure
3.9 depicts outreach to women-headed households in the pilot MFIs. Especially for MFls who
primarily serve women, such households can be a significant market segment — 20 percent and
above.
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Figure 3.9 Women-headed Households served by Pilot MFls
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Source: Rating sample surveys of recently joined clients of each MFI.

Educating the future generation

An enhanced social rating questionnaire addresses other aspects of the quality of life of MFI clients,
producing data that may have implications for microfinance products or linkages. For example, it
profiles whether children of entry-level clients are attending school — whether at the primary or
secondary level — and breaks this data out separately for girls and boys. Table 3.8 shows the findings
for primary school-age children, compared to national data for primary school enrolment. Where
children are not attending school, an MFI may consider introducing a credit product to support the
cost of school or related fees, which are paid as lump sums at certain times of the year. KWFT, for
example, has introduced an education product for this purpose.

Table 3.8 Primary School Attendance of MFI Clients, 2007 (%)

MFIs— . .
(listed in % children of primary school age
order of poverty not attending school
outreach) Sample client
households National data
WDB, S. Africa 18% 13%
AlSol, Mexico 21% 2%
KWFT, Kenya 0% 25%
Finca Peru 11% 4%
CEP, Vietnam 12% 12%
Confianza, Peru 2% 4%
ASP, India 7% 11%
BASIX, India 4% 11%

Source: Rating sample surveys of recently joined clients of
each MFI; national data from UNESCO Institute for Statistics:
http://stats.uis.unesco.org/unesco/TableViewer/document.
aspx?Reportld=198&IF_Language=eng (accessed May 2010).

Supporting employment - ‘Indirect outreach’

Microcredit invested in enterprises supports employment. Typically, microenterprises provide full- or
part-time employment to a client and other household members, in other words, such businesses
represent self-employment. Larger microenterprises (or small-scale enterprises) are likely to employ
non-family, hired workers. The number of such hired workers represents indirect outreach, most likely
to poor people.

The enhanced social rating questionnaire includes questions that ascertain the number of people
employed in a financed enterprise and the number of hired workers. The question includes time and
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seasonality of work, so as to derive full-time employment equivalents. The resulting data can be
analysed by economic sector to cover male and female employment and that of children under 15
years. Extrapolating from the sample then gives an indication of the extent of employment supported
by an MFI in different economic sectors.

Table 3.9 presents summary data for five MFls that had substantial indirect outreach. (The other four
pilot MFIs — all with high direct poverty outreach — financed enterprises that employed virtually only
MFI clients and their families, with an average of 1.6 persons per enterprise). The data for hired
employees covers the proportion of financed enterprises that hire workers; extrapolating from the
sample, total self-employment and hired employment among MFI-financed enterprises are then
estimated. Social ratings demonstrate how this data can be systematically collected, enabling an MFI
to consider the conditions of work in the enterprises that it finances.?

Table 3.9 Estimating Enterprise Employment and Indirect Outreach among MFI-financed
Enterprises (%)

FDL Conf BASIX KWFT ASP

% of financed enterprises with hired employees 58% 59% 12% 26% 6%
Average employees per financed enterprise

(full-time equivalent) Family (incl. client) 22 1.2 1.3 1.3 0.9°

Hired (non-family) 0.70 0.40 0.30 0.50 0.20

Total MFI clients 61,555 36,326 198,282 82,500 20,200

Estimated number of self-employed 135,420 43,590 257,765 107,250 9,080

Estimated number of hired (non-family) workers 43,000 14,500 59,500 41,300 4,000

Source: Rating sample surveys of newly joined clients of each MFI.
Note: ®ASP clients borrow substantial sums for dairy animals, which provide part-time rural work.

Gender

The enhanced social rating adds a gender-related question to explore whether women clients
themselves are engaged in the enterprise for which they take a loan. This is asked as follows: Do you
yourself manage the enterprise? Do you manage it alongside your husband or son? Or has the loan
been used for an enterprise managed by a husband or son? Results for the samples of entry-level
clients for the pilot MFls are presented in table 3.10. This is useful information for any MFI working
with women, as it can guide them to define their role more clearly in supporting women and different
types of livelihoods. The table is organised to show women’s enterprise management in descending
order, from 80-98 percent in some MFIs in Latin America and the Caribbean (with WDB in South
Africa enjoying the highest rate) to 23-25 percent in India. These differences seem to be partly
cultural and regional; they also appear to reflect different scales of enterprises, with men more likely
to be involved with bigger loan sizes and larger micro- or small-scale enterprises.

Table 3.10 Do Women Clients run the Financed Enterprise?
% involved in financed enterprise?

% yes — yes — shares No
women manages management with (= loan pass')
clients by herself husband/son

WDB, S. Africa 100% 98% 2% 0%
Alsol, Mexico 100% 89% 11% 0%
FDL, Nicaragua 58% 88% 12% 0%
Finca Peru 92% 87% 13% 0%
Confianza, Peru 46% 71% 29% 0%
KWFT, Kenya 100% 66% 29% 5%
CEP, Vietnam 73% 63% 28% 10%
ASP, India 100% 25% 33% 42%
BASIX, India 47% 23% 67% 10%

Source: Rating sample surveys of recently joined clients of each MFI

% Data tested by Shorecap Exchange with BRAC Bank, Bangladesh, indicates that analysis of hired workers in
terms of the percentage of women and the percentage of unskilled workers is a strong proxy for the poverty level
of a hired worker. Data for men and women employees is already collected by the social rating questionnaire.
Data on skill level could be added in future so as to analyse indirect poverty outreach.
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Results: Client Awareness and Feedback (Enhanced Social Rating)

Client awareness

The enhanced social rating questionnaire captures direct data on client awareness that can be
quantified. The field questionnaire includes open questions that an MFI expects its clients to be able
to answer — these questions are clarified with the MFI in advance of the social rating visit. The
questions cover various aspects of different services and product conditions, as illustrated in table
3.11.

Table 3.11 Examples of Client Awareness Questions (adapted as appropriate to each MFI)

Credit Insurance

> What credit products are available? > What insurance products are available?

» What loan periods are available? » What premium have you paid?

» How much are the loan fees? » What are the conditions of the payout?

> What is the stated interest rate? » What is the amount of the payout?

> What is the interest on a declining balance basis?

Savings Group systems

> Do you have an up-to-date statement of your total > What is the process for appointing a centre or group
deposit? leader?

> What is the annual rate of interest paid on savings? > After what period may a centre or group leader

» When can you withdraw from your savings account? change?

> How are loan amounts decided?

» What are the responsibilities of group members in
the case of a default?

Responses to these questions are captured by the answers ‘know fully’, ‘know partially’, or ‘do not
know’. The results provide direct evidence of the effectiveness of MFI efforts to explain its procedures
and services to clients. Client answers are quite an eye-opener to field staff who are responsible for
explaining these matters to clients.”’

As shown in table 3.12, questionnaire results are given in terms of the percentage of the sample who
were able to answer each question separately. The higher end of the range is good for credit
products, with client awareness of greater than 80 percent, and for insurance (greater than 90
percent). Clients were not, however, always aware of the stated interest rate, and in six MFls, less
than half the clients were aware of fees or other loan-related costs (sometimes the details of costs are
quite complex and different components are bundled together). Client awareness of interest payable
on savings was a weak area everywhere. Other low results on different questions provide pointers for
some MFIs on aspects of operations that need more explanation by field staff.

Table 3.12 Social Rating Survey Results:
Client Awareness (all pilot MFIs)
Range (in %)

Financially aware (overall) 26-69

Financial aspects:
Credit — stated interest 24-83
- fees/costs details 41-82
Savings - interest payable 0-45
- terms of withdrawability 15-77
Insurance - premium 18-90
- terms of payout 30-95

Other:

Grievance mechanism 39-70
Group systems 45-88

Source: Rating sample surveys of recently joined
clients of each MFI.

2! Whilst MFI field staff are involved in collecting this information as part of the field survey, they do not survey
clients in their own field of operations, but clients managed by other field staff. This practice serves to avoid
possible bias in the responses captured by field staff, which might apply if they were to survey their own field
areas. Less-than-optimal responses confirm that bias has been avoided.
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The field surveys of an enhanced social rating also profile client education levels. Typically, the
majority of women microfinance clients have relatively low levels of schooling, sometimes only
primary school or less, depending on the country. Does more education imply better financial
awareness? The data from the enhanced social rating questionnaire suggests that it does not. Thus
clients with higher levels of schooling are not necessarily more aware than clients with lower levels of
schooling. MFIs in the pilot project provide clients written materials for communication and receipts,
which are important as a reference. However, to ensure client awareness, survey results show that
additional effort is necessary, including verbal and other explanation — even for more literate clients.

Client household access to other financial services (informal or other MFI)

Through the social rating field questionnaire, clients are asked whether they or anyone in their
household is accessing other informal financial services. Questions include: Do they have savings in
informal savings groups (such as traditional rotating savings and credit associations, or ROSCAs —
known as ‘merry go rounds’ in Africa, where they are common, and ‘chiti in India)? Are they
borrowing from a moneylender (and how much, for what purpose)? Is anyone in the household a
member of another MFI? This information provides useful feedback on client access to alternative
options, whether savings or credit.

When clients have gone to informal moneylenders (usually at very high rates of interest) or when they
are involved in another MFI programme, this information reflects on the adequacy of an MFI's credit
services, as well as the risk of increasing competition in some areas. It is valuable information, as
over-indebtedness among MFI clients has become a major problem in many countries.

The findings from the pilot MFIs shown in table 3.13 show a range of very interesting results, which
partly reflect different regional contexts. There is high access (over 60 percent of new clients
surveyed) to traditional ROSCAs in the two African MFIs; low use of moneylenders in the MFIs in
Latin America and the Caribbean (under 3 percent, as compared to 7 to 22 percent in other regions);
and significant overlap with other MFIs in two countries (43 percent in Nicaragua and 22 percent in
Kenya), with an overlap exceeding 10 percent in four other MFls.

Table 3.13 Use of Informal Financial Services among Recently
Joined Client Households (%), all pilot MFis

Asia Africa LAC
Pilot MFls [3] [2] [4]
Savings/ROSCAS 10-16 64-69 2-15
Moneylender 7-19 7-22 1-3
Other MFI 6-14 2-22 10-43

Source: Rating sample surveys of recently joined clients of each pilot MFI.

Client feedback on services

The reporting of client feedback provides direct evidence of the appropriateness of MFI services, as
well as client issues. Levels of satisfaction with key services can be quantified through the client
survey, as figure 3.10 shows with respect to Finca Peru.

Figure 3.10 Quantifying Client Satisfaction: Finca Peru
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Source: Rating sample survey of 195 recently joined clients of Finca Peru.
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Focus groups — which were held with longer-term clients — highlighted both positive product features
and issues that needed attention. The type of issues that emerged in these groups are summarised
in box 3.2. This type of feedback represents direct, independent market research related to an MFI’s
current strategies, products, and services.

Box 3.2 Examples of Client Feedback on MFI Services (Focus Group Discussions)

Clients like:
= easy access to credit without collateral; simple procedures
= range of product options
= secure savings (two MFIs)
= helpful field staff
= low transaction costs
= doorstep service
= low interest rate (compared to moneylenders)
= no cash policy — developing the confidence to go to the bank (one MFI)
= flexible loan size — and repayment linked to business cash flows (three MFls)
= livelihood support services — especially soil testing for agriculture (one MFI)
Issues:
= lack of clear information on breakdown of initial costs
= clients may not want follow-up loan immediately after repaying previous loan
= petty traders would like quicker credit disbursement (for working capital)
= long-standing clients, who have already taken three or more loans, may be constrained by a loan size cap
= insurance taken with a loan should cover same period as loan (which may be more than one year)
= prefer deduction of up-front costs from loan amount rather than making an up-front payment
= prefer non-financial services to be optional
=

lack of available credit (two MFIs)

* k k k k k *k * k¥ * %

This section presented findings from the pilot social ratings to demonstrate the scope of such ratings
and the information obtained from them, as well as to illustrate the results from the MFIs that were
rated. The discussion has included both process-based results, which are obtained from both
enhanced and simple ratings, and the detailed client-level findings obtained from the enhanced
methodology. The next section turns to a direct comparison of the type of analysis produced by an
enhanced social rating with the analysis produced by a simple rating that uses only proxy or input
indicators of MFI poverty outreach.
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4 SIMPLE VERSUS ENHANCED APPROACH:
HOW DEPTH OF ANALYSIS DIFFERS

The core difference between a simple social rating and an enhanced social rating lies in the field data
collection component of the enhanced rating.

As described in the previous sections, a simple social rating provides an assessment of the strategy
and processes in place at an MFI, while the analysis of the results of the MFI is based on existing,
and often limited, information on clients available at the institutional level. An enhanced social rating
adds to this information a clear and detailed profile of clients and their satisfaction with an MFI's
services, which is obtained from a survey of recent clients and focus group discussions with more
mature clients. The survey and focus groups allow an MFI to assess the effectiveness of the systems
that it has in place to achieve its mission. The assessment of processes and procedures is thus
strengthened by client-level information that can be collected through a relatively rapid field survey
and client interactions.

For instance, an enhanced social rating can answer questions such as:
o To what extent are MFls reaching their target group?
o Whatis the incidence of poverty among MFI clients?
« How severe are the living conditions and social vulnerability of client households?

o Whatis the degree of financial exclusion of new clients? How many did not previously have
access to credit?

« Are clients satisfied with the services offered?

« What are the main strengths and weaknesses of the MFI’s services in terms of their adequacy
for client needs, and why?

Because most MFIs do not systematically collect information on the poverty level of their clients, client
feedback on the quality of services, whether or not their clients are from households without access to
formal financial services and whether or not external evaluations have measured client outcomes, a
simple social rating must typically base the assessment of outreach and quality of services on proxy
indicators alone (e.g., loan size, product characteristics, dropout rate, available client demographics —
usually the percentage of women and percentage of rural clients). However, the validity of these
proxies for measuring depth of outreach to the poor has not been demonstrated and the data
gathered from the pilot project indicates their limitations, at least, in a small number of cases.

Thus, in the large majority of cases a simple social rating yields a more general analysis of outreach
and quality of services, with a more limited set of information, than does an enhanced social rating.
Moreover, a simple rating and can rarely answer the specific questions presented above.

As will be discussed further in section 5, once it becomes commonplace for MFls to report on the
social indicators promulgated by the Social Performance Task Force and the MIX, a social rating will
be able to reliably answer some, if not all, of the questions posed above, based on data available with
an MFI. In the interim, only an enhanced social rating can do so in the majority of cases.

Direct and Indirect Measures of Client Poverty

Common proxies for client poverty include basic profile indicators (e.g., the percentage of women, the
percentage of rural clients) and input indicators (e.g., average loan size as a percentage of per capita
GNI, percentage of loans below US$ 300 in Asia and Africa and below U$$ 400 in Latin America).
These indicators are usually available within an MFI or can be relatively easily calculated. As part of
the pilot project, these (‘simple’) indicators were compared with the direct measure of poverty
outreach undertaken by the survey of new or recently joined clients as part of the enhanced social
ratings. Deeper outreach (i.e., a higher percentage of clients being poor at entry) could be associated
with a high proportion of women, or a high proportion of rural clients, or an average loan size that
represents a low a percentage of per capita GNI, or a high proportion of loans below US$ 300 in Asia
and Africa and below US$ 400 in Latin America.
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Figure 4.1 Direct Poverty Measures of Pilot MFls
compared to Different Proxies of Poverty Outreach
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Sources: Rating sample surveys of recently joined clients of each MFI; MIS of each
MFI; national sample poverty surveys for countries where MFls are operating.

Note: Poverty lines for AlSol, FDL, EDPYME Confianza, and Finca Peru are the
respective national poverty lines; for BASIX and ASP, US$ 1 PPP/day; and for CEP and
KWFT, and US$ 2 PPP/day.

Figure 4.1 charts direct measures of the percentage of poor clients against proxy indicators of the
depth of outreach for each MFI that participated in the pilot. The data shows:

« high direct measures of poverty are associated with low proxy measures;
o low direct measures of poverty are associated with high proxy measures; and
« varying poverty rates result when using different proxy measures.

For example, the ASP and BASIX surveys both showed relatively low poverty outreach (around 25
percent), compared to a relatively high (60-70 percent) volume of loans less than US$ 300 and
differing outreach to women (100 percent for ASP, 40 percent for BASIX).

ASP had 100 percent female clients, 28 percent of whom were poor (using the national poverty rate
as the definition of poor), while FDL, which works in a traditional agricultural environment with a large
number of male clients (female clients are 58 percent of the total client base), presents a depth of
outreach above the national rate, with 38 percent of its clients classified as poor.
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Figure 4.2 Direct Poverty Measures of Pilot MFls compared to Specific Proxies
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for countries where MFIs are operating.

Overall, similar levels of poverty incidence in a country are associated with different levels of poverty
indicated by proxy indicators, and vice-versa. The use of proxy indicators in and of itself may
therefore overstate, understate, or give mixed messages about the poverty level of entering clients.
And, of course, proxies clearly fail to provide an indication of change in the poverty level of clients
over time.

Data from the enhanced social rating surveys was analysed to assess the correlation between the
amount of credit accessed by each client and the estimated poverty level of the client's household
(see correlation analysis in table 4.1).22 Among eight pilot MFIls (ASP was excluded because the
survey sample was too small to be statistically significant), the analysis showed:

« injust two MFls, the coefficient represented a moderate and significant correlation between
loan size and household income or expenditure (0.345 in CEP and 0.3377 in FDL);

« infive MFls, the coefficient showed an intermediate significance and generally rather low
correlation (0.145 to <0.300)

o in one MFI (AISol), there was no significant correlation

« in all of the other MFIs (five) for which Microfinanza Rating had data at the time of the
analysis, there was no significant correlation

The analysis shows the importance of direct poverty measurement, for which there are now practical
tools available, such as the Progress out of Poverty Index (PPl) and the USAID-IRIS Poverty
Assessment Tool (PAT). Proxy indicators do not provide a consistent basis for estimating the poverty
outreach of MFls.

The weak correlation between client poverty and the proxy indicators reflects perhaps both the supply
and the demand for credit, considering the following:

1. Small loan size probably reflects less an assessment of household credit absorption capacity
than a determination of standardized loan sizes offered by an MFI, or a ‘hand-shake’ initial
transaction (as discussed in the previous section). It is also apparent that loans for
‘consumption’ also tend to be relatively small.

2 The primary meaning of the coefficient of correlation is the amount of variation in one variable that is
accounted for by the variable with which it is correlated. The coefficient of correlation can be positive (indicating a
perfectly positive relationship), zero (indicating the absence of a relationship), or negative (indicating a perfectly
negative relationship). As a rule of thumb, correlation coefficients between .00 and .30 are considered weakly
positive; those between .30 and .70, moderately positive; and those between .70 and 1.00, highly positive.
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2. In some contexts, clients may borrow loans from several MFls. This is especially true for
markets with a large number of microfinance providers. For example, additional analysis for
two MFls that did not take part in the pilot, Banco Solidario in Ecuador and EDPYME
Proempresa in Peru, found that the loan borrowed from one MFI represented only 40 percent
and 27 percent, respectively, of the total liabilities of the client households.

Table 4.1 Analysis of Correlation between Loan Amount Disbursed and Poverty Indicators

Level of Strength

MFI Poverty indicators Correlation  statistical Statistical of No.

coefficient significance significance correlation  obs.
CEP Annual per capital income of HH 0.345*** 0.000% High Moderate 134
Vietnam
FDL Monthly per capita consumption of HH 0.3377*** 0.000% High Moderate 190
Nicaragua Total score (from scorecard) 0.1525** 3.579% Intermediate  Low 190
KWFT Annual per capita income of HH 0.296*** 0.1% Intermediate  Moderate 119
Kenya
BASIX Total score (from scorecard) 0.216*** 0.400% Intermediate  Moderate 174
India
Confianza Monthly per capital consumption of HH 0.1974** 0.620% Intermediate  Low 191
Peru Total score (from scorecard) 0.2126** 0.520& Intermediate  Moderate 171
Finca Monthly per capital consumption of HH 0.1735** 1.330% Intermediate  Low 203
Peru Total score (from scorecard) 0.145* 3.950% Intermediate  Low 202
WDP Total score (from scorecard) 0.161* 1.800% Intermediate  Low 217
S. Africa
AlSol Monthly per capital consumption of HH 0.0553 49.450% Null - 155
Mexico Total score (from scorecard) 0.0947 21.810% Null - 171
ACODEP Total score (from scorecard) -0.091 21.050% Null - 191
Nicaragua
Fondo Esperanza Monthly per capital consumption of HH 0.0951 24.860% Null - 149
Chile
Banco Solidario Monthly per capital consumption of HH 0.1917 1.130% Null - 174
Ecuador
Proempresa Total score (from scorecard) 0.1261 12.300% Null - 151
Peru
FIE Total score (from scorecard) -0.0363 63.140% Null - 177
Bolivia

Note: Significance level: if not specified, >10% (null); *5%—10% (moderate significance); **0.1%—-5% (intermediate significance);

***<0.1% (high significance). Strength of the correlation: low (correlation coefficient < 0.20); moderate (0.20 < correlation coefficient < 0.50);
high (0.50 < correlation coefficient < 0.80), very high (correlation coefficient > 0.80). HH: household.

In the case of Microfinanza Rating, encouraged by the experimental nature of the pilot, more than one poverty measurement technique was
used, including the PPI and direct collection of consumption and, in one case (AlSol) income (to test it) data. In the case of M-CRIL and in
the case of later Microfinanza Rating cases (outside of the pilot), only one poverty measurement technique was applied: PPl when
available, and income (M-CRIL) or consumption (Microfinanza Rating).

In summary, it is misleading for donors and investors to draw conclusions about depth of outreach
based solely on proxy indicators because these indicators do not provide a reliable indication of the
poverty level of an MFI’s clients. Strategic decision making by MFls, as well as their accountability
before funders and the public, would be significantly enhanced by poverty measurement techniques
that provide clear and direct evidence of the extent to which microfinance is serving the people an
institution intends to serve.
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Direct and Indirect Measures of Client Satisfaction

Potential ‘proxies’ for ‘client satisfaction’ include:

« the variety of services provided by an MFI (a greater range may imply higher satisfaction);
and

« the rate of exit (a lower rate of exit may be linked to higher satisfaction).

Figures 4.3 and 4.4 compare these proxy indicators with client satisfaction data collected by
enhanced social ratings. In these ratings, client satisfaction is based on a summary judgment derived
from field investigations with clients. (M-CRIL and Microfinanza Rating apply somewhat different
methods, as explained in the notes to the figures.) The variety of services in figure 4.3 is based on a
number of different financial services (credit, savings, and insurance) and specific products within
these categories (loan products with different purposes and terms, different types of savings deposits,
and different kinds of insurance — not including ‘compulsory’ loan insurance). The client exit rate
shown in figure 4.4 is presented here as a standard rate, based on the M-CRIL formula®.

Figure 4.3 Client Satisfaction and Variety of MFI Figure 4.4 Client Satisfaction and MFI Exit Rates
Services
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Source: For Microfinanza Rating, the client satisfaction score indicated here is the average of the scores on different quality
factors given by recently joined clients of each respective MFI who were interviewed in the survey, divided by the maximum score.
M-CRIL’s approach is not based on the survey, but on focus groups with clients with more maturity in the MFI programme; the
purpose of the focus groups was to explore client issues and their feedback on MFI clients and services. For some key service
elements, group feedback was assessed on a scale from 1-10 (lowest to highest satisfaction); and the average of these

assessments was converted into a percentage.

Notes: Client satisfaction: very good = score>80%, good = score between 80% and 60%, moderate = score between 60% and
40%, low = 40% — 20%, very low = <20%.

The exit rate was standardized here according to the M-CRIL formula, as provided in footnote 18. The M-CRIL formula results in a
somewhat lower numerical rate than does the MIX formula. Both M-CRIL and Microfinanza now apply the MIX formula so as to
support the Social Performance Standards for reporting.

The data again indicates no direct correlation with either proxy. Inherently, the link between number of
services and client satisfaction may vary with the level of client awareness of different services. In the
case of the exit rate, this may include clients who later rejoin, since seasonality factors sometimes
affect financed activities. Reasons other than client dissatisfaction can lead clients to not take
subsequent loans in the period covered by the ratio (usually 12 months), such as resting (especially at
the beginning of the period), no need, default, travel, and business/family/exogenous problems. There
are also some activities that do not require continuous financing: emergency loans, investments in
fixed assets, some agricultural production, and house acquisition/repairing. Indeed, clients may
graduate to a different level of microfinance. These factors could be accounted for in the exit rate
formula if an MFI knew the reasons for a client ‘dropping out’ and his or her likelihood of rejoining.

= gee footnote 18.

40




Consumer Protection Systems and Client Awareness

Another important difference in the results that can be obtained by a simple and enhanced social
rating is actual client awareness of the products offered by an MFI and their associated financial
conditions. Thus, an MFI may have policies and mechanisms in place to foster the transparency of
products and transactions, but this does not automatically translate into the financial awareness of
clients. It is extremely rare to find information on client awareness tracked at the institutional level;
direct collection of feedback is almost always the only tool able to provide data on the degree of client
knowledge of the financial services and conditions applied by an MFI.

Figure 4.5 maps the scores of the pilot MFIs on a scale of ‘social responsibility to clients’, based on
the rating assessment of policies and systems in place; and compares this score with the percentage
of clients who understand key aspects of product terms that clients are expected to know (these key
aspects are shown in table 3.11). Bearing in mind that transparency and communication are features
(among others) of client protection, the findings indicate a weak correlation between the overall
assessment of systems for client protection and the effectiveness of communication in creating actual
client awareness.

Figure 4.5 Transparency Systems and Client Financial Awareness
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As the figure makes clear, the analysis shows a rather low percentage of client awareness in the pilot
MFls, whose systems and procedures for client protection vary in adequacy. For example:

« Finca Peru, EDPYME Confianza, and CEP had good transparency procedures, yet their
corresponding client awareness was very heterogeneous: low awareness was found in Finca
Peru, which had the highest score on procedures.

« On the other hand, KWFT and ASP showed the highest client awareness, but had only an
average score on transparency procedures.

The limited correlation of results may be explained by the fact that client awareness is not only the
result of transparent MFI communication measures, but an overall consequence of clients’ education
level and the maturity of the microfinance market. Even with good overall procedures, however, there
is scope for MFls to pay more attention to effective communication and sensitise clients about their
rights.

In summary, it is clear that the completeness and the depth of analysis provided by client-level
investigation (the survey and client focus groups) represent a large added value of an enhanced
social rating. It can also be noted that:

« In general, at this initial stage of development of internal MFI social performance monitoring
systems, an enhanced social rating can play an important role because it contributes to
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externalities such as disseminating social performance concepts and standards in the
industry (including MIX social indicators), enriching the client information available, and
creating a base for benchmarking.

An enhanced social rating is useful for donors and investors to make informed decisions on
the allocation of resources. This type of rating is critical for donors that want to get reliable
information about the poverty profile of MFI clients in order to maximize institutional poverty
outreach. Given the questionable validity of proxies, it is clear that accountability towards
funders is much sounder when based on direct measurement of clients’ socioeconomic
profiles, including monetary poverty, rather than on commonly used proxies. An enhanced
social rating survey also provides data on client access to formal financial services and other
MFI services — thus capturing the extent to which an MFI is actually reaching people who
were formerly excluded from financial services.

An enhanced social rating is also useful when an MFI is screening possible socioeconomic
indicators to include in an internal monitoring system that will indicate client financial
exclusion and vulnerability. The client survey provides a broad range of results from which an
institution can choose the most relevant and cost-effective indicators.

As already mentioned, an enhanced social rating leaves open the possibility of designing field
investigation tools in such a way that repeating a social rating at a subsequent time can
produce indicators on outcomes or client changes in addition to process and results
indicators.

The significant involvement of MFI staff in adapting and implementing these tools constitutes
an important added value for MFls in an enhanced social rating.

The simple social rating is useful for MFls that prefer to focus on processes rather than
results during the first stage of putting adequate social performance management (SPM)
systems in place. Nevertheless, in the long run, it is the findings from the field that seem most
likely to result in organisational reflection on mission and systems, as well as on the relevance
of SPM to achieving that mission.
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5 REFLECTIONS, FUTURE OPTIONS, AND COSTS

This chapter reviews the feedback from the pilot MFIs on the enhanced social rating, reflects on
lessons learned, outstanding issues, and future options for social ratings and their associated cost.

Feedback from Pilot MFls

Broadly, the feedback from pilot MFls during the social rating exercise (and in response to the social
rating reports prepared by the two rating agencies) reflected strong interest in the social rating tool as
an application of an MFI’s social mission in practice. These ratings signal areas of strength and issues
that need to be addressed; they also provide external stakeholders (e.g., donors and investors) with a
signal on the alignment of an institution’s mission with their social expectations.

The main feedback included the following:

« Strong interest in the social rating tool — the MFIs were willing to understand the extent to
which they were achieving their social mission.

» Social ratings (in addition to financial ratings) contribute to a more comprehensive view of an
organisation with a developmental mission, one that tries to achieve social goals in a
financially sustainable manner.

+ Social ratings help the process of aligning the social expectations of investors and
donors, facilitating access to funding (possibly with more favourable conditions), including
technical assistance.

« MFI management increases its awareness of social performance and social performance
management by going through and being fully involved in a social rating process.

+ Social ratings provide a good basis for improving an MFI's social performance
management system, providing inputs for its improvement, as evidenced by the following
actions taken by MFIs subsequent to the exercise:

o revision of mission statements

o rethinking of strategies and designing better strategic plans, including defining
specific objectives

o willingness to start using the PPl on a regular basis after becoming familiar with the
tool

o consideration of improvements to product design based on client feedback

o enhanced focus on poverty and/or women, based on reviewing a poverty-targeting
methodology

Specifically, MFI feedback on the client-level information collected by the enhanced methodology was
that this information added to the understanding of what an MFI is achieving, and that the indicators
reflected key development parameters which MFls need to know and in which they believe socially
responsible investors also are interested. Inevitably, there were disagreements about the sample size,
with a preference for a larger sample that ideally covered a greater number of different geographic
areas. One MFI decided to continue the field data collection with its own staff to increase the sample
distribution. This is an interesting development that reflects an organisation developing its own
capacity and internal monitoring system for client-level data.

Lessons from the Pilot

In general, the experience of the two rating agencies with respect to the content and approach of the
social ratings reflects:

« Learning about social performance is a process. There is still work to do to promote the
concept of social performance management and measurement in the microfinance sector. For
example, it is important to understand the distinction between social impact and social
performance: impact assessment is technically the attribution of change to an intervention or
service and, as such, is a sub-component of social performance; social performance also
includes tracking change over time without trying to attribute causality. It is also important to
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understand the steps and processes for achieving change; or how the different tools now
available (e.g., poverty assessment tools, market research, portfolio analysis) are appropriate
for different dimensions of social performance).

MFI commitment and willingness to participate is crucial. The initial selection of MFls
undertaken by the Ford Foundation proved mostly effective in assuring their involvement in
the pilot social ratings.

Communication and coordination support from an MFlI is crucial for the realization of an
enhanced social rating. For implementation of the client survey and focus groups to be
successful, it is essential that an MFI support a rating team with effective internal
communication and coordination of activities.

The management information system (MIS) of MFIs cannot always be exploited to its full
potential due to incomplete and unreliable data. This may in part be due to the fact that MIS
data are not collected with the primary aim of monitoring client socioeconomic profiles, but
with the aim of assessing repayment capacity and guarantee conditions. An essential
condition of applying portfolio data to social analysis is to have a client ID (not just a loan ID)
as part of the MIS.

MFI systems — including those for HR, MIS, and the internal audit function — must be
aligned with effective social performance management. This means that HR processes,
information systems, and the items checked by an internal audit must include values of client
protection, as well as other mission-related objectives.

There is still some work to be done to identify and define best practices in social
performance management. For example, MFIs need to understand how best to integrate
client protection into operations, train staff effectively so as to balance both financial and
social objectives, and define an appropriate balance of incentives that incorporate social
information (e.g., depth of outreach, client retention, client satisfaction), as well as more
conventional financial indicators (e.g., growth rate, portfolio quality). The process information
documented through a social rating provides an excellent resource for exploring MFI
approaches to these issues and how ‘social’ objectives may be most effectively integrated
into operational management in different contexts.

There are thus interesting synergies between social performance assessment and
technical assistance to enable MFls to strengthen social performance management
systems. In particular, an enhanced social rating provides useful information relevant to the
implementation of effective monitoring systems of client-level information.

While it is important to standardise methodologies and support tools as far as possible, a
certain degree of flexibility should remain in order to make it possible for MFls to adapt
such tools to their specific contexts and missions. For example, outreach indicators can
be adapted to the type of target served (e.g., enterprise and employment indicators for MFls
lending to small or ‘larger’ microenterprises).

Open Issues

Some open issues remain in terms of the rating process for social performance, including:

adapting ‘generally accepted social values’ to different socioeconomic contexts

adapting ‘generally accepted values of outreach and poverty reduction’ to different MFI
targets and missions

defining relevant measures and benchmarks for identifying ‘poor people’
the balance between processes and systems and client-level results

assessing whether non-financial complementary services are supplementary to or integral to
financial services

consideration of financial indicators
application of social ratings to small or early-stage MFls
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(i) Adapting ‘generally accepted social values’ to different socioeconomic contexts. Whilst
accepting the idea of generic social values, it is also clear that their application is affected by
different contexts. For example, social responsibility to clients is a generic value, but its application
will differ between MFIs with group-based methodology with fewer literate clients and ‘higher-end’
MFls with individual, and likely more literate, clients. Gender equity is another generic value — but
the scope for involving women as staff and the need for gender-focused interventions at the client
level vary with regional sociocultural differences.

(i) Adapting ‘generally accepted values of outreach and poverty reduction’ to different MFI
targets and missions. Outreach to poor and financially excluded people is a generic value for
many but not all MFIs (see the definition of social performance on p. 1). Some MFls aim to serve
‘excluded’ market segments, which may include poor people (who are usually a subset of the
financially excluded) as part of an overall growth strategy. Some ‘high-end’ MFls target larger
microenterprises or small enterprises that support employment of poor people (indirect outreach).

Two aspects of outreach need to be considered and included in a social rating assessment. First,
percentages versus numbers: a larger MFI may have lower depth of outreach in terms of the
proportion of its clients that live in poverty, but actually server a larger number of poor clients.
Second, a ‘high end’ MFI may not serve poor people directly, but through credit for small
enterprises that support their employment (indirectly). Either approach seems a valid contribution to
the overall goal of poverty reduction (provided, for the latter, there are reasonable working
conditions in financed small enterprises — another generic value).

The balance between numbers and percentages of poor clients has implications for how to
evaluate and score outreach, that is, it has implications for how a judgment on depth of outreach
versus compliance with mission is expressed. Should depth of outreach be judged per se (the
poorer the better) or should it be assessed in terms of consistency with the intended target market?
While it is important to describe outreach depth (always the case with an enhanced social rating,
regardless of an MFI’s specific mission), it is also clear that what should be evaluated is the
coherence between the intended target clientele and outreach results. Indeed, reaching
development goals is not necessarily a direct function of depth of outreach (e.g., the impact of
financing small and medium enterprises [SMEs] on the employment of the poorest people) and
different MFIs may have different target priorities (e.g., women, refugees, ethnic minorities,
microenterprises, SMEs).

(i) Defining relevant measures and benchmarks for identifying ‘poor people.” For years it
has been normal to talk of ‘the poor’ in microfinance (as, indeed, in other development sectors)
without defining who they are — relying on small loan size as an indicator of poverty and some
broad assumptions around ‘PPP US$ 1/day’ aligned to the Millennium Development Goals®.
Transparency in social performance, however, involves defining the poor more specifically.

For the enhanced social ratings conducted for this pilot project, different benchmarks were applied:
the official national poverty level and extreme poverty line®, and the international (‘US$ 1’ or
‘US$ 2’ at purchasing power parity). It is quite clear, however, that in most countries the ‘PPP US$
1/day’, or now the ‘US$ 1.25/day’ applies to a small minority of the population. It is not a realistic
strategy for an MFI to focus on this very marginal group. But which poverty level, then, should be
applied when assessing an MFI's depth of outreach — and its contribution to the reduction of
poverty? The experience of pilot social ratings is that the national poverty line is generally the most
appropriate for reflecting differences in the quality of life in each country. Poverty outreach beyond
this level represents significant depth of outreach and is likely to be reflected in higher costs
associated with working in poorer and more remote regions.

(iv) The balance between process and systems and client-level results — and the weighting of
different objectives (an MFI's mission and systems vs. social responsibility vs. outreach results

* Hence the Microcredit Summit Campaign target of moving ‘500,000 microfinance clients above $1/day by
2010'.

% The extreme national poverty line is generally defined as the expenditure necessary to cover the minimum food
and clothes requirement. The official national poverty line is generally defined as the expenditure necessary to
cover the minimum food and non-food requirements (minimum education and transport).
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vs. quality of services). Grading and scoring depends on the relevance of a given objective as a
component of social performance and the robustness of the information on which the judgement is
based. For enhanced social ratings, M-CRIL and Microfinanza Rating assign slightly different
weights, though they assign more or less equal weight to processes and results (outputs). A simple
rating (which usually has limited client-level results) primarily rates an MFI's organisational process
(using proxy indicators).

(v) Assessing whether non-financial complementary services are supplementary to or integral
to an MFI’s financial services. Conventionally, MFIs are judged as ‘stand-alone institutions’ that are
expected to focus on the delivery of financial services as their core competence. Increasingly,
however, there is evidence of more diverse microfinance practices that include non-financial
services (e.g., financial literacy, livelihoods support, business development, health education
linkages), which effectively enhance the contribution of microfinance to self-employment and
poverty reduction. To the extent that such services begin to be seen as necessary for microfinance
to achieve its social goals, they will be seen as integral rather than as a positive additional option,
as they are at present. (The same point applies to aspects of social responsibility to the community
and the environment.)

(vi) Consideration of financial indicators. Financial indicators are included in descriptions of an
MFI, but not directly included in its social rating grade. However, financial efficiency is considered a
factor when assessing ‘reasonable costs to clients’. Financial performance also has to be taken into
account (and included in a social rating grade) in the case of a serious risk that operations may be
discontinued — and social performance cancelled — due to weak financial performance and lack of
external support. The pilot project found that strong organisational and management systems are
as necessary for effective social performance as they are for financial sustainability. Thus weak
operational performance would definitely limit an MFI's social rating grade.

(vii) Application of social ratings to small or early-stage MFls. When an MFI is still at the stage of
building its overall management systems, as was the case of one of the MFIs (WDB) in the pilot
project, it seems too early for a full social rating. Effective social performance management does
require sound overall management. There is clear scope in such cases to adapt the social rating
tool to provide a ‘pre-rating’ or social performance assessment/diagnostic that serves to identify
areas that need work, as well as provide useful data from the field and help analyse data that may
be available within an MFI. Such an assessment would follow a social rating process, but not
assign a grade.

Social Rating: Evolution and Terminology

The difference between the simple and the enhanced methodologies for a social rating has been
discussed in detail in this report. The monitoring and reporting systems currently in place in most
MFls do not include a complete and reliable set of information about who their clients are, whether
they are serving their target markets, and how appropriate their products and services are to their
target markets. Enhanced social rating methodology fills this gap because it involves collection of
client-level data as part of a social rating exercise, making it possible to give a full and complete
picture — with field-level evidence — of the capacity of an MFI to translate its mission and values into
practice.

The client-level information that is collected and documented as part of an enhanced social rating
provides direct evidence of depth of outreach and quality of services. This type of rating is an example
of data collection that some MFIs themselves are beginning to undertake as part of a social
performance management (SPM) system. Much of this data is now included in social performance
reporting, as piloted by the Social Performance Task Force in 2007-08 and subsequently
incorporated into the Social Performance Standards introduced by the MIX in 2009.

Thus, a still limited, but increasing number of MFIs are beginning to collect client-level data more
systematically as part of their SPM systems, including market research, profiling, and monitoring client
households at entry to define MFI market outreach (e.g., by using the PPl and investigating their
access to financial services). Such data is becoming more regularly collated and more reliable in
quality. Different types of client-level reports (e.g., client profiling at entry, market research, exit
surveys, impact evaluations) are very relevant to a social rating and are incorporated into the rating
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process and analysis. In the case that such data is already available within an MFI, a social rating must
comment on the robustness of the methodology used to generate these reports and the associated
data analysis, as well as the extent of the communication of the reports within an MFI and their use as
part of strategic policy or operational decisions.

When MFIs have updated data at the client level, part of the methodology and approach of a social
rating changes: from collecting client-level information to verifying and reporting the data collected by
an MFI. If MFIs have a system to track and monitor social performance results that uses the same set
of indicators set out in an enhanced social rating, the difference in the results between a simple
and enhanced approach would be minimal.

In such an ideal situation, the two approaches would converge in a unique social rating product that
provides the same complete results of the current enhanced approach, without the need for direct
collection of client-level information during the rating process. In this case, the task of a social rating
becomes to verify existing client-level data, comment on its robustness and use by the MFI, and
incorporate these findings into the analysis. The product may, moreover, be customized according to
the data available at different MFls (and if an information gap existed, it could be filled by direct
collection).

Currently, most MFIs cannot provide the same level of client data and analysis provided by an
enhanced social rating, but they increasingly have some relevant information and reports, as noted
above. As MFIs begin to provide relevant field-level information, this is likely to give rise to
considerable variation in the outputs of simple social ratings, depending on the degree and quality of
the information available.

This situation leads to questions of terminology, specifically, how to distinguish most clearly between
the different outputs that a simple social rating (based on information available within an MFI) would
generate. Currently this type of rating potentially leads to different results, based on the degree of
client-level information available within an MFI. Thus it cannot be considered fully appropriate to
group all simple ratings into the same category. As a matter of fact, the output (degree and depth of
analysis) of a simple social rating of an MFI that has a complete set of client information available
would be similar to that of an enhanced social rating,

As a result, it is probably preferable to use the terms standard and enhanced, which would more
clearly refer to the methodology used (i.e., with or without direct collection of client-level data through a
survey and focus groups). Moreover, all rating agencies agree that in future, the rating process itself
may not need to collect — or supervise the collection of — client-level data, since it is the more standard
approach in rating to use data available within an MFI.

However, M-CRIL and Microfinanza Rating would like to highlight the fact that this terminology does
not solve the problem of the heterogeneity of contents that can result within the standard category
(from simplistic analysis to more sophisticated), depending on whether an MFI has high-quality client
level data available that can contribute to the transparency and depth of a social rating °.

These issues also trigger considerations of the pricing of social ratings, since a standard social rating
that requires analysis of a larger set of information available within an MFI would likely to involve
additional time and technical skills (and therefore cost), compared to a standard rating that does not
analyse such information.

Costs

Table 5.1 presents the estimated time required to carry out standard and enhanced social ratings,
reflecting the experience to date of M-CRIL and Microfinanza Rating. The time and cost necessary to
perform a social rating varies according to several parameters, including geographical coverage and
the dimension and complexity of operations. The estimates in the table correspond to an intermediate
development stage of an MFI and may vary case by case. For each type, the lower estimates

% M-CRIL distinguishes between standard-simple (no client level data) and standard-comprehensive (client data
available within the MFI) to reflect this difference (the enhanced rating — with client data collected as part of the
social rating — is inherently comprehensive).
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represent a minimum, including the option of a one-person team for a standard social rating.
Estimates for an enhanced social rating are for two people.

Table 5.1 Time Estimates for Social Ratings

Rating team Standard Enhanced
person days social rating social rating
Preliminary phase 1 3-4
Visit to MFI 3-10 14-20
Reporting phase 5-12 9-17
Total 9-23 26-41

Source: M-CRIL and Microfinanza Rating.

The difference in the time required to conduct a standard social rating (9 to 23 person days) and an
enhanced social rating (26 to 41 person days) is clear in the experiences of both rating agencies,
mainly due to the activities related to the collection of detailed information in the preliminary phase
and of client-level information during the rating visit, as well as analysis during the reporting phase.
For the standard social rating, the difference in the estimated times relate to the degree of additional
work involved in assessing and using less or more complete client-level information available within
an MFI.

Any social rating requires initial preparation and interaction with an MFI to assess the type of social
rating that is most appropriate, including the collection of preliminary information and background
documents. In the case of an enhanced social rating there is additional interaction during the
preparation phase to review the survey questions, identify the survey sample, select interviewers, and
launch the logistical organisation and agenda of the survey. During the visit to the MFI, time is
allocated to further adapt the questionnaire to the institution’s context, train the team of interviewers,
supervise data collection, and conduct focus groups. The reporting phase includes data entry,
analysis, and report writing.

The difference in time and cost is reflected in the strong added value of the enhanced methodology in
terms of the completeness, reliability, and comparability of field-level results, as presented in sections
3 and 4. In the experience of the two rating agencies, these results constitute the basis of the very
interesting cost-benefit relationship of an enhanced social rating.

In the experience of the two rating agencies, the cost of a social rating ranges from about US$ 7,000
to US $12,000 for a standard social rating, and from about US$ 11,000 to US$ 20,000 for an
enhanced social rating. The range of resources required may vary according to the depth of
assessment of an MFI's organisational processes, as well as the scale and extent of information
available within the MFI, the number of people involved in the rating team, and the scope of field
research.

It is important to consider that the costs mentioned above correspond to a stand-alone social rating,
and will likely be reduced when such a rating is performed in conjunction with a credit rating — to the
extent that it becomes possible to overlap some of the discussions and reduce the total time involved
(up to a 10-12 percent decrease).

Concerning the cost of a social rating, the following issues should be taken into consideration:

1. Social rating methodology has only been recently developed and needs to be constantly
reviewed and adjusted to the criteria and tools at hand, including the integration of external
inputs (participatory approach).

2. Given the fact that the practice of social performance management is also in its initial phase,
it is worth dedicating time to share concepts, best practices, and monitoring tools with MFI
staff. This process is crucial and one of the reasons why an enhanced rating team visit is
longer.

3. Social rating methodology required the two rating agencies involved in the pilot projects to
dedicate specialized human resources to the development and initial implementation of social
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ratings. The internal dissemination of know-how is a further gradual process that involves
some costs.

Overall, the two rating agencies that participated in the pilot project envisage a reduction in the time
and costs required to perform social ratings in the future. This reduction will not be at the expense of
quality, but will result from efficiency gains in terms of the consolidation of procedures and tools and
the dissemination of expertise within the agencies.

In conclusion, there is increasing widespread interest among microfinance networks, investors, and
donors in improving the social performance monitoring systems of MFIs and, in turn, increasing global
transparency in microfinance. Social investors and donors can play an important role in disseminating
and promoting social performance management and measurement by supporting systems that
increase transparency and including social indicators in their own reporting systems. Social ratings
contribute to increased transparency both in terms of process and results at the client level, as
demonstrated by the enhanced social rating methodology.

The benefits of social ratings help identify strengths and weaknesses in social performance and
provide guidelines to MFls, as well as evidence to investors and donors. In following a systematic and
agreed framework and pioneering the application of field-level tools as part of the rating process, the
experience of the pilot project demonstrates that an enhanced social rating in particular supports
increased transparency in social performance. Focused and clear social ratings and reporting will
contribute to the development of social performance management systems amongst MFIs. In this
way, social ratings mirror financial ratings, as both serve to strengthen a genuine double bottom-line
(financial sustainability and social performance) in the microfinance sector.
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ANNEX

Questions that a Social Rating may Address

The following is a list of questions about MFI social performance that a social rating can address. The
following code is used in the presentation of the questions:

Plain font: questions covered in both types of ratings.

Italics: questions covered in an enhanced (and standard-comprehensive) rating. These
questions are not covered in a simple rating.

Social Mission, Strategies and Systems

1.

w

10.

11.

Is the mission complete, i.e., updated and covers the three social goals related to outreach,
services, and outcomes (or changes aimed for)?

Are the key terms of mission statement adequately defined?
Is the mission adequately disseminated among MFI staff?

Does the MFI's ownership and/or governance support the achievement of the social mission
through a balanced social and financial perspective?

Is the institutional strategy in line with the mission? Is there a formalization of social objectives
and targets in strategic and operational plans?

Are MFI activities, destination of resources, and expansion strategy in line with the mission?

Is there a system in place to track and monitor progress towards achievement of the mission?
Is there a complete set of social performance indicators to track the alignment of outreach
(including a defined poverty profile), quality of service (including client satisfaction and
dropout), and client change?

Is the social information available in the MFI included in the regular flow of information and
used in decision making?

Are the human resource policies in place aligned with the mission? Do hiring, training, and
performance assessment policies include social criteria? Is the personnel incentive scheme
designed to help reach the target client population, meet their needs, and produce desired
changes?

Is product design aligned to the target client population indicated in the mission? Are the
lending methodology, delivery system, minimum transaction size, and guarantee
requirements adequate to enable access to target clients?

Can and is MIS data be analysed from a social perspective, including disaggregation by
product, gender, and time with the MFI?

Social Responsibility

1.

2.

Are there formal policies, codes of conduct, or operational guidelines to promote ethical
practices towards staff, clients, community, and the environment?

Does the MFI have clear guidelines on all six client protection principles with adequate
systems in place to support and monitor compliance?

Is the price of MFI products and services adequate, i.e., does it cover costs and allow the MFI
to grow without creating an unnecessary burden on clients?

Is there a dedicated human resources department? Does the MFI demonstrate a socially
responsible attitude towards its staff? |s the working environment adequate and regularly
monitored? Are the contractual conditions, monetary and non-monetary, aligned with the
relevant labour market? Do communication, participation, performance assessment, training,
and internal career opportunities enable the professional growth of personnel?

Is the MFI involved in projects that promote women’s empowerment, client education, health,
capacity, business development, or other activities that benefit clients in addition to offering
financial services?
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What is the level of coverage of non-financial services? Are their quality and client satisfaction
regularly monitored?

Do female clients control loan use?

Are there policies in place to prevent a negative impact on and promote a positive effect of
MFI operations on the community and the environment?

Is the MFI involved in specific projects that positively contribute to the community and the
environment?

Outreach

What is the MFI’s breadth of outreach? coverage of national territory? concentration in areas
particularly affected by poverty and financial exclusion (administrative division and rural/urban
breakdown)?

To what extent is the MFI reaching its target group? Is the socioeconomic profile of MFI
clients aligned with the target population indicated in the MFI’s mission?

What is the demographic and social profile of clients and their families? What is their
vulnerability, as shown by household gender, dependency, education, and income
diversification (in absolute terms and compared to available national benchmarks)? Are these
profiles aligned with the characteristics of the target client population indicated in the mission?

What is the profile of client businesses in terms of economic sector, start-up activities, degree
of formalization, and employment (self and/or family and hired labour?) Is it aligned with the
characteristics of the target client population indicated in the mission?

What is the poverty profile of clients (at entry) in terms of the national poverty line, extreme
national poverty line, and relevant international poverty lines in Purchasing Power Parity?
What is the level of client poverty in comparison with national poverty rates? Is it aligned with
the characteristics of the target client population indicated in the mission?

Have new clients been previously excluded from formal or microfinance services (notably,
credit and savings)? Is there evidence of multiple client borrowing from several microfinance
providers? Is the financial exclusion profile aligned with the characteristics of the target client
population indicated in the mission? Is the financial inclusion profile aligned with the
characteristics of this target population?

How severe are the living conditions of client households? Do client households have access
to basic services, such as improved sources of water, sewage systems, and electricity (in
absolute terms and compared to national benchmarks)? Is client access to basic services
aligned to the characteristics of the target client population indicated in the mission?

What is the MFI’s depth of outreach as suggested by the proxies of loan size and savings
balance size? Is it aligned with the characteristics of the target client population indicated in
the mission?

Quality of Services

1.

2.

Does the MFI offer a variety of financial services (within legal limitations), including credit,
savings, transfers (remittances), insurance, and payments?

Is the offer of credit products varied and able to meet different financial needs, such as
business, consumption, housing, education, working capital, fixed capital, start-up and/or
mature enterprises, and different economic sectors?

What is the degree of client satisfaction with the overall quality of the MFI’s services and the
specific characteristics of those services? What are the most important elements of these
services as perceived by clients?

Is the loan repayment schedule, including term and frequency of repayment, tailored to the
business cash flow of clients? Does the repayment schedule represent adequate flexibility in
terms of grace periods and prepayments?

Are loan amounts in line with clients’ financial needs and their repayment capacity?

What are the costs of MFI services to clients, including monetary and fransaction costs (in
absolute terms and compared to prevailing market costs)?
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7. What is the client feedback on non-financial services? (if applicable)

8. What is the client dropout rate? What are the factors influencing this rate and its evolution
over time? Considering the growth rate of the MFI, is the client base concentrated in specific
loan cycles? What are the main reasons for client dropout?

Outcomes (if data is available)

1. Are the results of any recent and reliable client impact and/or change studies in line with the
objectives stated in the MFI’s mission?

2. Do recent and reliable impact studies show positive results in the community and the
environment?
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