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1 BANKING THE UNDERSERVED  
 
1.      Over the past 20 years, interest in the social, economic and business potential of 
microenterprises and other low income market segments has grown and financial products 
and specialised institutions have been created to serve them. These initiatives were largely 
pioneered by nongovernmental organisations (NGOs), and more recently developed and 
refined by specialised for-profit financial intermediaries. Collectively known as 
microfinance, these financial services include loans for business and personal use, savings 
and other deposit products, remittances and transfers, payment services, insurance, and 
potentially any financial product or service a bank can offer to this market segment. The 
market segments include microenterprises, small farmers, low-income salaried employees, 
day laborers, pensioners, and poor households, which have historically been un-served or 
underserved by banks. The products and services can be targeted to meet the financial needs 
of the households as well as their income generating activities.1 

2.      Success stories indicate that low-income markets can be served on a “sustainable” 
basis, that is, with full cost recovery and a market return, without subsidy. As a result, in a 
growing number of countries, the formal financial sector has begun to take notice and to 
service these traditionally marginalized sectors. This experience suggests that local formal 
financial institutions have a business incentive to serve this sector. Small businesses and 
microenterprises employ 20 percent to 80 percent of the economically active population in 
the developing world. Combined with the other low income market segments, they comprise 
a market that should not be ignored by local formal financial institutions in researching 
potential market opportunities.  

3.      However, despite the size of the microfinance market and cases of demonstrated 
commercial success in delivering microfinance, most commercial banks remain hesitant to 
enter this market, even though they are often in the best institutional position to service it. In 
large part, commercial banks misjudge the risk of microfinance: they overestimate the costs 
and underestimate the potential returns. To date there has been little effort to present the 
business case for servicing the microfinance market by commercial bank, although 
anecdotally it appears that, as with any new market opportunity, the challenges are real and 
there are some successful cases—banks that have shown promising results in terms of 
profitability and growth.  

4.      The purpose of this study was to document the actual financial experience of a 
diverse sample of commercial banks that have opted to expand into microfinance as a new 
line of business. Received wisdom regarding commercial banks in microfinance suggests that 
they tend to enter the market for social reasons, either as good corporate citizens or under 
pressure from government, and have stayed because they did find a profitable market. This 
assumption holds true for several cases under consideration here. However, the overall 
outcome of this study is considerably more complex. Bank motivations for seeking to serve 

                                                 
1 Young, Robin, and Deborah Drake, “Banking at the Base of the Pyramid: A Microfinance Primer for 

Commercial Banks,” Bethesda, Maryland: Development Alternatives, Inc. February 2005. Page 5. 
  1 
 

Banking the Underserved: New Opportunities for Commercial Banks / April 2005 



  Banking the Underserved 
 

the sector are far more wide-ranging and, hence, far more instructional for other banks that 
are considering entering microfinance. 

5.      While financial analysis does suggest that microfinance has been profitable for the 
banks under consideration, it is not possible to be definitive on this point. There are two 
overarching reasons why it is difficult to conclusively make this case: 

 Data are proprietary. Several potential case studies were dropped because banks were not 
willing to share information, and even those that chose to participate were not willing to 
fully disclose all information. This was a much greater hurdle than was originally 
anticipated. 

 Lack of data. As is particularly highlighted in one of the cases, often the bank 
management information system (MIS) simply does not provide the necessary 
information to fully analyse separate product profitability.  

6.      Nonetheless, this paper presents case studies on several commercial banks that 
realised the profit potential from servicing the low-income market. The case studies present 
commercial banks that have downscaled by adding a distinct microfinance unit or service 
company—Sogebank in Haiti, Banco Wiese Sudamaris in Peru, and Hatton National Bank in 
Sri Lanka. Another, Stanbic Bank Uganda, has demonstrated the positive impact of servicing 
low-income clients through its significant branch presence throughout Uganda’s urban and 
rural areas. The paper also presents case studies on commercial financial institutions that 
have focused exclusively on serving low-income populations with a commercially oriented, 
profit-driven motive—Khan Bank of Mongolia and Capitec Bank of South Africa. This 
diversity of institutional models makes it difficult to directly compare the financial 
performance of the individual institutions or draw overarching conclusions regarding the 
profitability of microfinance services. 

7.      However, what is borne out in these diverse cases is that the banks that have 
achieved profitable microfinance operations have approached the business as a serious 
venture, by leveraging existing infrastructure, particularly branch networks, while developing 
specialised products, staff and systems. Although the scale and profitability of the 
microfinance operations and the accuracy of the profitability measurement systems varies 
among the individual banks, for all the cases studied the microfinance product is covering the 
direct financial and operational costs and is effectively paying for a part of overhead, 
particularly branch costs, that otherwise would not be recovered. The benefit of sharing the 
cost burden is most prominent in the cases where microfinance is being offered through a 
service company subsidiary, because the service company is paying explicit rents and other 
fees to the bank parent.  

8.      The mix of approaches in this study also highlights the diversity of potential 
microfinance strategies for commercial banks. While most of these cases are relatively new 
(five out of six of the banks studied have offered microfinance for less than five years) the 
cases highlight the business case for servicing the low-income market, and outline important 
external and internal qualifications for commercial bank entry into that market.  
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BUSINESS CASE FOR MICROFINANCE BUSINESS CASE FOR MICROFINANCE 
  

Profitability of Microfinance 
By its third year of operation, Sogesol’s return after 
reducing operating costs is nearly equal to that of 
Sogebank. 
 2003
Sogesol NIBT/Gross Interest Revenue 25.87%
Sogebank NIBT/Gross Interest Revenue 28.92%
 
Sogesol’s Return on Equity and Return on Assets 
are even higher: 
   2003
Sogesol ROA  8.69%
Sogebank ROA  1.75%
  
Sogesol ROE  80.83%
Sogebank ROE 40.09%40.09%

9.      As commercial banks become 
intrigued by the idea of entering the 
microfinance market, lessons learned 
from the more experienced players 
become useful in the downscaling 
decision-making process. Even if a 
bank enters the microfinance market for 
socially responsible reasons, the long-
term viability of the microfinance 
program is eventually defined by its 
contribution to the bank’s profitability. 
Determining cost and revenue drivers is 
key to ensuring that resources are 
available and properly allocated;2,3 
costs, both actual and constructed, are 
fairly assigned; and pricing strategies 
accurately reflect profitability goals. Once the bank is convinced that the net operating 
margin of microfinance products can be high relative to other products in the bank, the 
challenge becomes growing the volume so that the absolute net income is also significant.4  

9.      As commercial banks become 
intrigued by the idea of entering the 
microfinance market, lessons learned 
from the more experienced players 
become useful in the downscaling 
decision-making process. Even if a 
bank enters the microfinance market for 
socially responsible reasons, the long-
term viability of the microfinance 
program is eventually defined by its 
contribution to the bank’s profitability. 
Determining cost and revenue drivers is 
key to ensuring that resources are 
available and properly allocated;2,3 
costs, both actual and constructed, are 
fairly assigned; and pricing strategies 
accurately reflect profitability goals. Once the bank is convinced that the net operating 
margin of microfinance products can be high relative to other products in the bank, the 
challenge becomes growing the volume so that the absolute net income is also significant.4  

10.      To a commercial bank with a profit motive for entering microfinance, financial 
analysis of a microfinance operation compared to overall bank performance provides the best 
business case for downscaling. Further, a bank may profit from microfinance for the 
following reasons: 

10.      To a commercial bank with a profit motive for entering microfinance, financial 
analysis of a microfinance operation compared to overall bank performance provides the best 
business case for downscaling. Further, a bank may profit from microfinance for the 
following reasons: 

  
 Sales to a new market segment that is brought into the bank through a credit product and 
that might not otherwise purchase from the bank (for example, subsequently establish 
deposit accounts and pay fees for other services). 

 Sales to a new market segment that is brought into the bank through a credit product and 
that might not otherwise purchase from the bank (for example, subsequently establish 
deposit accounts and pay fees for other services). 
  

 Use of excess liquidity through on-lending deposits that otherwise would lie dormant.  Use of excess liquidity through on-lending deposits that otherwise would lie dormant. 
  
 Lead product to offer in-branch expansion, because a credit product is relatively easy to 
implement and control. 

 Lead product to offer in-branch expansion, because a credit product is relatively easy to 
implement and control. 

    

                                                                                                 
2  Young, Robin, and Deborah Drake, ibid. 
3  In many cases, banks do not have detailed costing systems and their traditional methods for cost allocation 

may not correspond to the microfinance operations that typically feature small transactions. Therefore, the 
costing systems may distort the true profitability of microfinance. To correctly price microfinance products, it 
is important to understand the market prices for microfinance, as well as the microfinance product’s cost 
structure. 

4  Young, Robin, and Deborah Drake, ibid. 
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Individual analyses of institutions are provided in the bank downscaling case studies. 
 
 
Strength and Growth of Microloan Portfolio 
 
11.      Given the small size of each transaction and the relatively short terms of 
microfinance loans, net growth of portfolio can be slow. However, when managed correctly, 
these portfolios demonstrate profitable returns and healthy levels of arrears. 

 
Contribution to Net Income 
 
12.      With pricing structures two to four or more times higher than corporate lending or 
mortgage rates in many markets, bankers are quick to latch on to the high interest margin of 
the microenterprise segment. Coupled with growth in volume, the interest and fee revenue 
can be significant. Depending on market preferences, fees often make up 30 percent or more 
of financial revenue on microfinance portfolios. However, operational costs are significantly 
higher than overall bank operations, and these costs must be considered when weighing entry 
into the market. 

13.      Banks utilizing a service company structure gain additional revenue from the 
microfinance operation through rental arrangements, transaction fees, and interest on lines of 
credit. The fixed cost of loan appraisal, the average loan size, contracting and disbursement, 
and the total number of loans all have a significant impact on net income.  

 
Use of Existing Assets Existing Branch Network 

 
A key advantage for Sogesol’s success 
has been its utilization of the existing 
Sogebank branch network and leveraging 
Sogebank’s systems and resources. 
Moreover, the key success indicator of the 
downscaling effort has been the associated 
revenue from such resource leveraging. 
Sogesol has increasingly contributed to 
Sogebank’s financial income but, just as 
important, contributes consistent sources 
of income through branch rental fees. 

 
14.      For many banks, branch networks and 
computer systems, as well as senior 
management structures, institutional marketing 
campaigns, and other expenditures, can be 
considered fixed or sunk costs. Therefore, 
banks that can increase the volume of their 
operations, particularly in high margin markets 
where variable costs are lower than the 
variable income, have a profit incentive to do 
so.  
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Cross-Selling 
Remittances:  

A Core Financial Service for Poor 
Families; Business Potential for Banks 

 
 Migrants sent more than $93 billion to 
developing countries in 2003; informal 
and underreported flows suggest the 
actual figure may be two or three times 
higher. 

 Remittances are the fastest-growing and 
most stable flow of capital to developing 
countries. 

 Banks in high-volume remittance 
markets are playing an increasing role in 
money transfer, offering more 
competitive prices and convenient 
services for clients and creating a 
profitable business for themselves. 

 
Source: Migrant Remittances August 2004, Vol. 1, 
No. 1, AMAP, USAID. 

 
15.      Banks view microfinance as a strong 
opportunity for cross-selling products. 
Depending on a bank’s overall strategy, it may 
enter traditionally marginal markets with one 
or many products. For example, banks may be 
mobilizing deposits and accepting utility 
payments from microenterprises and farmers, 
but may not have considered lending. In other 
cases, working capital loans are the entry 
product and are then followed by investment 
loans and, eventually, loans for the personal 
needs of microenterprise clients, such as home 
improvements and schooling.  

16.      In addition to new product 
development, banks find opportunities to cross-
sell existing financial services. Loan proceeds 
are typically disbursed into savings accounts 
that clients also use to make their payments, leaving a residual balance that may grow over 
time. While stories of client success and graduation abound, these benefits have been 
difficult to quantify because information systems often do not track such indicators and 
trends. In markets such as Latin America and the Caribbean, where emigration has been 
prevalent and remittance flows are significant, banks have begun to tap into this microfinance 
service market as well.  

 
DRIVERS FOR DOWNSCALING 
 
17.      Banks that have successfully entered the microfinance market share operational and 
strategic characteristics and operate in environments that are conducive to commercial 
microfinance. However, if banks enjoy large margins on traditional business and are not 
pressured by competition to search out new markets, it is unlikely that they will seriously 
consider the microfinance market. Specifically, in a relatively uncompetitive environment or 
one in which price controls and other regulations constrain bank operations it is unlikely that 
banks will enter this market for purely business reasons, although they may do so because of 
social or public relations concerns. Internally, vision, leadership, liquidity, and bank 
infrastructure all play a role in determining a bank’s interest and capacity to enter the market. 

18.      The relative importance of the external and internal factors that encourage or 
constrain attempts to move into markets serving the financial needs of low-income 
households can be organised into two tiers. The first-tier factors are essential for encouraging 
banks to enter and stay in the microfinance market. The second-tier factors ensure that banks 
enter the market and, more important, succeed. The following matrix presents and organises 
these factors, which are described in detail below. 
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 External Internal 

Tier 1  Market demand 
 Freedom to set prices (interest 

rates and fees) 

 Leadership 

Tier 2 
 

 Competition for traditional clients 
 Demonstration effect 
 Financial sector policy and 

macroeconomic stability 
 Legal and regulatory environment 
 Industry infrastructure (collateral 

registries, credit bureau, available 
external microfinance expertise) 

 Efficiency 
 Risk Mitigation 
 Customised systems 
 Retail banking operations 
 Existing branch network 
 Decision-making autonomy 
 Customised human resources 

 
 
External Factors  
 
Market Demand 
 
19.      As traditional markets shrink and become more competitive, commercial banks must 
diversify their client bases. But determining where the viable markets lie can be difficult, 
especially when looking down-market. One potential indicator of market demand is the so-
called “demonstration effect.” Often, nonbank actors such as NGOs are already engaged in 
microfinance activities—if their operations appear successful, then a viable market 
opportunity may exist. The cost structures and motivations of bank and NGO microfinance 
institutions (MFIs) may be significantly different, but witnessing an NGO successfully 
selling a financial instrument does encourage banks to investigate its profit potential. 
However, a pool of microentrepreneurs or other low-income segments does not in and of 
itself guarantee a strong demand for microfinance services, and it remains incumbent upon 
each bank to conduct adequate research and analysis before entering any new and unfamiliar 
market. 

 
Freedom to Set Prices 
 
20.      Pricing financial services to reflect 
their full costs and provide a reasonable 
return to the bank is essential for any bank 
operation. Pricing of microloans requires 
significantly higher rates than typical 
commercial lending products because of 
client characteristics and the relatively 
small size of transactions. In some cases, 
microfinance may require rates three to 
four times higher than average loan rates (net of infla
regulation must give banks the legal ability to freely
fees. In parallel, banks must be willing to differentiate

Per Sog
Boisson
the 199
create 
emergen
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Interest Rate Liberalisation 
 

esol’s Chief Economist, Pierre Marie 
, “[Haiti’s] interest rate liberalisation [of 
0s] was the key reform that helped 
an environment conducive to the 
ce of the microfinance industry and 

lvement of the banks.” 
tion) to be profitable. Financial sector 
 set interest rates, commissions, and, 
 their pricing strategy and to withstand 
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and respond to external and internal criticism of these high rates. While the microfinance 
industry has largely overcome the stigma of high interest rates, it is still an important 
consideration for banks. A bank may charge the same rate as an NGO, but be perceived by 
the public as gouging.  

21.      In most cases, banks and other lenders develop pricing schemes that combine 
interest rates, commissions, and fees to cover costs and generate a profit. Because the highest 
costs are associated with client acquisition and first-time borrowers, pricing schemes usually 
incorporate incentives for loyalty, such as reduced interest rates and fees for repeat clients. It 
is also worth noting that banks and other lenders will not regard an interest rate cap as a 
constraint if they see a market opportunity in microlending, and may use nontransparent fees 
and commissions to disguise the true cost of credit. 

 
Competition for Traditional Clients 
 
22.      In many countries, profitable 
business clients in traditional market 
segments, primarily large, local corporations, 
increasingly can access international banks 
and financial markets. Others have been 
bought by multinational corporations that can 
access less expensive international financing. 
Traditional clients and more mature market 
segments are driving down prices, and in 
some cases driving up arrears, which forces 
banks to look for new segments to survive. 
The natural progression for banks is often to 
move from corporate to consumer (salaried 
employees) to small and finally to 
microenterprise clients. These market forces 
are strongest when capital markets are 
developed and financial intermediaries 
operate in a competitive environment with 
international and local banks vying for 
market share.  
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Demonstration Effect 
 
23.      Bankers who observe the performance
institutions take note of the potential returns. In 
licensed and report to a superintendent of ban
indicators are usually available to the public. This
loan classification categories are established
microenterprise loans, and are reported by the sup
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Branching Out—Citigroup Courts New 
Clientele: Mexican Workers 

his headline appeared in The Wall Street 
ournal on July 27, 2004. The article went on 
o explain: “Grupo Financiero Banamex SA, 
itigroup's Mexican banking arm, is reaching 
own Mexico's economic ladder toward the 
3-year-old rancher and a far bigger chunk of 
exico's 105 million people.… For Citigroup, 
xpanding in places like Mexico is a must if it 
ants to maintain double-digit earnings 
rowth despite a saturated U.S. market. 
itigroup's Mexican operation, which already 
arns more than $1 billion a year, is but one 
g of a global effort to rectify this imbalance. 
ver the past few years, acquisitions and 
vestments have left foreign banks 

ontrolling 80% of Mexico's banking assets. 
panish banks Banco Bilbao Vizcaya 
rgentaria SA and Banco Santander Central 
ispano SA, Britain's HSBC Holdings PLC 
nd Bank of America Corp. all have interests 
 Mexico and all are trying to reach a portion 
f Mexico's ‘unbanked.’”  
 and results of successful microfinance 
countries where specialised institutions are 
ks, financial statements and performance 
 is also the case in countries where distinct 
 for banks, including consumer and 
erintendent.  
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24.      Additionally, where donor programs and/or international organisations with 
expertise in microfinance are active locally, banks are more likely to have been directly 
exposed to international experiences and best practices. In environments where multiple 
financial institutions are serving the microfinance market, a pool of qualified human talent 
for developing and staffing other microfinance programs emerges. In both cases, the presence 
of donor support may directly or indirectly enable banks to leverage outside expertise and 
build a strong base for microfinance ventures.  

 
Financial Sector Policy, Macroeconomic Stability, and Public Sector Reform 
 
25.      Over the past decade, financial sector reforms and increased macroeconomic 
stability have strengthened the financial services industry and increased competition in many 
countries. Financial sector reforms that encourage deposit mobilisation, such as deposit 
insurance, as well as the development of private pension funds and mutual funds increase 
liquidity in the system. Reduced issuance of t-bills by governments also has increased 
liquidity in many financial institutions. The increased liquidity drives down the cost of funds 
and increases pressure on banks to find new investment opportunities. Moreover, the 
reduction of reserve requirements has a similar effect on increasing available liquidity. 
Macroeconomic stability, especially control of inflation, also helps increase deposits and 
investment opportunities.  

26.      Many low-income country governments have been strapped by hard budget 
constraints. Public sector reform has led to the commercialisation, and even privatisation, of 
many state-owned banks. While the privatisation of public banks is perceived as reducing the 
number of branches, many privatised public banks are seeing the large branch network as an 
opportunity, not a cost. 

 
Legal and Regulatory Environment 
 

Microenterprise Loan Classification in 
Peru 

 
As of 1997, the Superintendent of Peru 
recognizes microenterprise as a type of 
credit for clients with loans up to $20,000. 
These loans carry with them simplified loan 
file requirements; for example, they do not 
require an accountant's signature on 
financial statements, which allows for the 
banks to gather data and prepare financial 
statements with the clients as part of their 
analysis process. As part of this framework, 
the norms related to provisions are 
determined based on arrears with 
standardised and simplified provisioning 
tables.

27.      Certain legal and regulatory structures 
facilitate bank entrance into the microfinance 
market. These include the existence of 
enforceable loan contracts and cost-effective 
means to seize nontraditional collateral, 
appropriate norms for loan documentation, and 
simplified provisioning requirements. Loan file 
documentation requirements that allow for 
financial information to be prepared and 
validated by the bank rather than requiring 
financial statements prepared by an accountant, 
for example, are in line with best practice loan 
appraisal for microenterprise clients. 
Requirements for branch infrastructure and 
hours of operation can also encourage and 
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facilitate bank expansion into marginal geographic areas if the banks take into consideration 
communications realities and market size, particularly for rural areas.  

 
Industry Infrastructure 
 

Leadership at Hatton National Bank 
 

The current Managing Director and Chairman of 
the Board of Hatton National Bank, Rienze 
Wijetilleke, is the champion of its microfinance 
program, called Gumi Pubuduwa (GP). When the 
program was first established in 1989, Mr. 
Wijetilleke determined how the program would 
operate and relayed its importance in fulfilling the 
bank’s social responsibility. A number of the 
bank’s senior-level managers were initially not 
convinced of the value of the GP program and its 
contribution to the bottom line. Mr. Wijetilleke and 
the performance of the GP program convinced 
them that the project would be beneficial for and 
contribute to market development of more 
remote regions of the country. Moreover, the 
transformation of the new low-end clients into 
“bankable” customers would contribute to the 
long-term profitability of the bank. Today, all 
senior managers recognize the important 
contribution of GP to the country and to the 
profitability of the bank. 

28.      Market infrastructure that includes microfinance client information encourages 
competition and risk management, which facilitates entrance of diverse institutions, including 
banks, into the microfinance market. In particular, credit bureaus develop a credit repayment 
culture because nonpayment in one institution translates into a credit history within the entire 
financial system. As the data in credit reporting systems become more complete and reliable, 
the costs of reference checking become lower. Although microcredit is based primarily on 
character and cash flow lending, collateral does play a role. Collateral registries, combined 
with legal systems for seizing collateral, are other elements that facilitate and encourage bank 
entrance and expansion in microcredit. This is particularly true for those systems that include 
nontraditional collateral such as moveable assets, including equipment, inventory, and 
personal items such as appliances. Unregulated institutions have found ways to work around 
legal constraints by holding deeds or presigned documents turning collateral over in the case 
of default. Such practices are often on the margins of acceptable legal practices and banks 
operating under supervisory structures often are not comfortable operating in such gray areas. 
Last, there should be available expertise for systems development, staff selection and 
training, and product development. In markets where several successful institutions already 
operate, such expertise may be available in the local market. However, this is not often the 
case.  

 
Internal Factors  
 
Leadership 
 
29.      A bank’s decision makers must 
be committed to serving the 
microenterprise and other low-income 
market segments and must communicate 
this commitment to the rest of the bank in 
word and deed. One of the most 
important actions to demonstrate 
leadership is defining who will head the 
microfinance business and his/her level 
of decision-making authority. This person 
must be a leader who believes in the 
potential for the microfinance market 
segment and is able and willing to 
implement change and innovation in the 
bank.5 It requires someone who can 
                                                 

5  Ibid. 
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communicate well and feels comfortable with the top decision makers at the bank as well as 
with loan officers and their microentrepreneur clients. He or she will need to network 
throughout the bank for support with just about every area from marketing to risk 
management, and will manage a geographically dispersed staff. The leader will need the 
skills and connections to craft a new product line and new ways of doing business. Because 
the microfinance portfolio will take time to develop and reach significant size, it will require 
someone who is aggressive and committed to stay with the business.  

 
Efficiency 
 
30.      An important part of the profitability equation is cost control, which comes through 
efficient operations and minimizing losses. Efficiency is essential in providing a client 
service model that emphasises speed and low transaction costs for clients. Although banks 
can build efficient operations, those that are already efficient have an advantage in entering 
this high-volume, low-transaction-size business. 

 
Risk Mitigation 
 
31.      Adding microfinance services creates additional bank risk diversification. However, 
there are two levels of diversification to address, within the microportfolio itself and the 
microportfolio as one of several bank products. The case studies demonstrate that the 
portfolio at risk (PAR) for the microportfolio is not particularly lower than the PAR for the 
entire portfolio, but certainly does not add to the risk. Additionally, for the three downscaling 
case study banks, the microportfolio in all cases is less than 5 percent of total assets; thus, the 
relative safety of the microportfolio for these banks makes little difference. However, as the 
microportfolios grow, diversification of risk becomes a stronger factor. 

 
Customised Systems 
 
32.      As information-based businesses, banks rely on information systems. However, 
these systems may or may not be appropriate for microfinance operations and may or may 
not be easily modified to meet the operating and management needs of this line of business. 
While many banks have entered new consumer and microenterprise segments without 
specialised technology, volume and risk management pressures usually require investments 
in customisation and/or specialised systems acquisition to support growth objectives and 
allow product-level profitability analysis.  

 
Retail Banking Operations  
 
33.      Microfinance is more similar to retail than to corporate banking and, therefore, 
should have a structure that facilitates a decentralised client service model, taking advantage 
of branch infrastructure. In the initial stages, it may be prudent to develop a limited pilot 
program relatively independent of regular operations in order to test and adapt products and 
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processes before microfinance is rolled-out on a larger scale. However, the decision of 
whether microfinance is integrated into the bank’s operations, created as an independent 
service company, or established as a financial subsidiary must be made on a case-by-case 
basis.  

34.      Synergies with existing lines of business are a rationale for entering the microfinance 
market as well as a factor that often facilitates expansion. This is due to similarities in 
systems and policies. Additionally, a bank’s extensive branch network, along with access to 
ample and low-cost funds, existing information technology, and overall low operating costs 
(compared to smaller, specialised institutions), provide it with advantages over other 
institutions such as NGOs. However, similarities may also cause internal competition and 
cannibalisation if banks have already ventured into these new markets without explicit 
products and services tailored to the risk and preference profile of clients. This is most likely 
the case if the bank already offers small enterprise or consumer banking.  

35.      It is important to note that reaching down market goes beyond scaling down existing 
products. Micro customers have different needs and, thus, microfinance offerings entail 
serious product design and testing and changes in delivery mechanisms.  

 
Existing Branch Network  
 
36.      Given the preponderance of fixed costs in the operation of a financial institution, the 
marginal cost of introducing a new product can be small. For example, banks have succeeded 
in microfinance when they have added microfinance services in underutilised branches, 
particularly those branches located near microentrepreneurs’ workplaces and homes.  

 
Decision-Making Autonomy 
 
37.      The organisational model chosen will dictate to some extent the level of decision-
making autonomy that the management of the microfinance operations has. When launching 
a new microfinance program in a commercial bank, it is preferable to be set up as an 
independent unit or project that is not dependent upon other areas for day-to-day operations. 
The independence helps avoid constraints on innovation and growth, which may be critical as 
the model is being refined. Once the model is proven, integration into branches and other 
areas may occur, but maintaining specialised management and staff committed to and with 
incentives for portfolio quality and growth of microenterprise lending is important to keep 
the product a priority and to ensure that it is properly administered.  
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Customised Human Resources 
 

Human Resources  
 
BWS and Sogesol have dedicated staff to 
microenterprise lending. Hatton’s lending 
staff, which is trained for microfinance, also 
promote other loan products, mobilize 
deposits, and assist the branches to promote 
other services. BWS plans to expand its 
microenterprise credit program using staff 
trained in microenterprise but who would be 
responsible for other bank operations. While 
senior management was hopeful this would 
help grow the portfolio and take advantage of 
underutilized assets in the branches, the 
manager of microenterprise lending was 
more skeptical. 

38.      Staff must be qualified and motivated to stay in microfinance to recoup the training 
costs and help generate sufficient volume and maintain portfolio quality. Qualified staff may 
be lured away to other areas of the bank, which is clearly detrimental to the microfinance 
program. The use of incentive systems—variable-based pay determined by performance 
measures—helps to improve productivity and 
control arrears in the microfinance market. 
Banks might find it challenging to balance 
incentive systems for its microfinance staff 
that are not offered to staff of its regular bank 
operations. Additionally, in banks where 
branch staff have diversified responsibilities, 
it is a challenge to fairly recognise the input 
from operations and branch staff who support 
microfinance but are responsible for other 
areas, too. Moreover, unless tight supervisory 
and operational controls are in place, 
diversified responsibilities for branch staff 
are not consistent with high levels of 
productivity and arrears controls for 
microfinance.  
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2 HAITI: SOGEBANK/SOGESOL  
 

OVERVIEW 
 
39.      Sogebank was created in 1986 when a group of Haitian executives bought the local 
branch of the Royal Bank of Canada. Today, Sogebank is the largest Haitian bank, with 30 
percent of total small savers’ market share. It has 30 branches and was the pioneer in 
implementing services such as automatic teller machines (ATMs) and credit cards. As of 
September 30, 2004, Sogesol has a portfolio size of US$4,208,893 (176.88 million Haitian 
Gourds) and has 7,207 microloans outstanding. Sogesol offers an individual credit product 
only. 

40.      Sogesol was established in 2000 as a microfinance service company to Sogebank, 
with a clear commercial orientation and profit motive. Under the service company model, 
Sogesol sells the microcredit product, evaluates borrowers, and tracks and collects loans; the 
loans themselves appear on Sogebank’s books. Sogebank and Sogesol have a loan interest-
sharing agreement6, and Sogebank charges Sogesol for various support and management 
services, including human resources support, information technology support, legal support, 
and marketing functions. Although Sogesol has its own board of directors, its top managers 
are experienced employees from Sogebank and the credit officers are young people with 
post-secondary education. All employees are compensated with fixed salaries plus 
performance-based bonuses.  

41.      This service company arrangement leverages Sogebank’s inherent advantages as an 
established commercial bank — sound business practices, extensive and modern existing 
infrastructure, centralised accounting, legal, and other core management functions, and 
access to low-cost capital — while allowing Sogesol to focus on the specialised microfinance 
activities. The arrangement has allowed Sogebank to enter the microenterprise market at 
minimal cost and risk.  

 
THE DRIVERS FOR DOWNSCALING 
 
External Factors 
 
42.      Beginning in 1995, changes in the regulatory framework and competitive 
environment for Haiti’s formal financial institutions, including the removal of the 22 percent 
interest rate ceilings, the reduction of reserve requirements from 48 percent to 26 percent, 
and the licensing of five new banks, opened the door for Sogebank’s move down-market. 
The financial sector liberalisation increased competition and enabled Sogebank and its 

                                                 
6   Through a 10-year agreement signed with Sogebank, Sogesol is responsible for the management of 

Sogebank’s microcredit portfolio, including the set-up of credit files and granting of loans and authorized 
advances. Sogesol is remunerated with a portion of the microportfolio’s earned revenues. The revenues are 
included on Sogesol’s income statements as “quotes-parts d’intérêts.” 
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competitors to lend more, charge variable rates for their services, and, consequently, begin to 
consider informal micro and small enterprises as viable clients.  

43.      Haiti’s poor macroeconomic environment also provided an impetus to downscale. 
The economic contraction and corresponding contraction in the number of traditional large 
enterprise clients dictated that commercial banks would need to find new markets. The 
microenterprise sector seemed to be one of the better options: with an unemployment rate of 
70 percent7 at the beginning of the 1990s, micro and small informal enterprises became the 
primary source of employment for many Haitians. Although these informal enterprises 
generally cannot offer traditional kinds of collateral, they have a great demand for financial 
services. The gap between this demand and the lack of supply from the existing institutions 
encouraged commercial banks to see micro and small informal enterprises as an important 
untapped market.  

 
Internal Factors 
 
Champion 
 
44.      Sogebank’s entry into microenterprise lending is largely due to the efforts of Pierre-
Marie Boisson, the bank’s Chief Economist, who in 1997 championed the idea of a 
commercial microfinance institution. He was able to sell the idea, which offered Sogebank an 
opportunity to achieve both social and business objectives, to Sogebank’s board of directors. 
Mr. Boisson’s continued involvement was pivotal to the creation of Sogesol’s legal, 
operational, and financial structure. 

 
External Assistance 
 
45.      Sogebank’s microfinance strategy was heavily influenced by external advice and 
technical assistance. In January 1999, Sogebank received $300,000 from the Inter-American 
Development Bank to strengthen its institutional capacity and to design, establish, and 
profitably operate an affiliated company that would specialise in lending to small and 
microentrepreneurs.8 The funding allowed Sogebank to: 

 Prepare a market study and strategic plan; 
 
 Send key Sogebank management staff on exchange visits to Latin American commercial 

microfinance institutions to gain a better understanding of the critical issues in 
microfinance operations; 

 

                                                 
7   Inter-American Development Bank, “Pierre-Marie Boisson. Microfinance from the Ground Up,” 

Microenterprise Americas. 2001 edition, p. 6. 
8  http://www.iadb.org/mif/v2/projectview.asp?ID=1056&C=8. 
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 Obtain technical assistance on the design and set-up of operations of the company. This 
included capital and ownership structure, operational structure, product design, 
procedures, staff selection and training, and information systems;  

 
 Research, select, purchase, and install an appropriate MIS for full and efficient 

automatisation of all lending operations;  
 
 Hire and train management and credit officers in optimum credit technology and 

procedures to efficiently reach the micro and small enterprise sectors;  
 
 Purchase and install necessary equipment for full operation of lending offices; and 

 
 Begin microlending operations in one office in the first year, and open a second office in 

the second year. 
 
46.      In January 2000, Sogebank selected ACCION International as its main technical 
assistance partner for the implementation of Sogesol. Although Mr. Boisson continued to 
play a key role in defining an agreement with ACCION that reflected the context of Haiti and 
Sogebank, ACCION significantly shaped Sogesol’s legal form and operations based on its 
expertise in the implementation of its successful service company model. ACCION also 
assisted with client identification, trained Sogesol staff on its cash-flow-based credit 
methodology, and helped Sogesol to implement its proprietary CAMEL MIS software.  

47.      Along with technical assistance, ACCION brought financial resources to Sogesol 
through its for-profit investment fund, the Gateway Fund. The fund bought a 19.5 percent 
stake in Sogesol. In addition, Profund, an international investment fund, bought a 20.5 
percent share. Sogebank remained the largest investor, with a 35 percent share. The 
remaining 25 percent is owned by private investors. 

 
Market Perception 
 
48.      Initially, Sogebank’s market perception was based on its existing depositors, many 
of whom fit the profile of small, informal sector entrepreneurs. The feasibility study 
commissioned by Sogebank strongly reaffirmed this perception. According to the study, 51 
percent of Sogebank’s account holders were microentrepreneurs, nearly 80 percent were 
interested in obtaining better access to credit, and the majority of these clients estimated that 
small, short-term loans would be sufficient for their needs.9 The study concluded that 
Sogebank was well placed to serve this market — it had excess liquidity and sufficient 
human resources. Based on this assessment, Sogesol intended to leverage the existing deposit 
relationship into a credit relationship.10  

 

                                                 
9   Bannock Consulting, Sogebank Microfinance Feasibility Study, 1999, pp. 6-7.  
10  Stuart, Guy, A Commercial Bank Does Microfinance: Sogesol in Haiti, Kennedy School of Government Case 

Program, 2002. 
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49.      However, ACCION’s involvement encouraged Sogesol to view microfinance as a 
new way of doing business, rather than as simply a new product for existing customers. 
ACCION recommended that Sogesol recruit borrowers directly through credit officers who 
would sell loan products to entrepreneurs operating in the informal markets and that the 
company offer smaller loan sizes to reach a broader market. This market approach allowed 
Sogesol to maximise both its reach and its client base.  

 
PROFITABILITY OF OPERATIONS11

 
50.      As mentioned above, Sogesol-managed loans are kept on Sogebank’s books. 
However, to isolate Sogesol as a separate financial institution for comparative and analysis 
purposes, an artificial treatment of its financial statements has been created to include the 
microloan portfolio. Its treatment reflects the appropriate gross value and loan loss reserve of 
the microportfolio and is prorated to match Sogebank’s debt vs. equity mix. 

 
Sogesol Portfolio Indicators 
 
51.      The microloan portfolio has shown progressive growth in total value and as a 
percentage of the total Sogebank portfolio, despite its relative small size. In general, 
Sogebank loan loss provisioning for microloans is more conservative than provisioning for 
the rest of the Sogebank portfolio. However, loan loss reserve to total gross portfolio ratios 
indicate that Sogesol has a better quality portfolio, because despite more conservative loan 
loss provisioning, the loan loss reserve is relatively lower.12 

 2003 2002 2001 
% Sogesol share of gross Sogebank portfolio 3.65% 2.42% 0.56% 
Sogesol Loan Loss Reserve/Gross Loan Portfolio 4.61% 3.50% 5.12% 
Sogebank Loan Loss Reserve/Gross Loan Portfolio 5.19% 4.88% 5.51% 
 
52.      Sogesol’s portfolio demonstrates impressive gross returns: 

 2003 2002 2001 
Sogesol Net Interest Income/Avg. Portfolio 62.24% 57.74% 46.80% 
Sogebank Net Interest Income13/Avg. Portfolio 23.72% 19.85% 20.93% 
 

                                                 
11  In some instances, numbers are not directly available and are deduced. 
12 Portfolio at risk, (PAR, the total amount of loans with payments in arrears divided by the total outstanding 

loan portfolio) is a better indicator of late payment performance and hence of risk. However, the loan loss 
reserve to total portfolio is used as a surrogate based on available information.  

13 Net interest income = Gross interest income – Cost of funds. 
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53.      By its third year of operation, Sogesol’s return after reducing operating costs was 
nearly equal to that of Sogebank.  

 2003 2002 2001 
Sogesol NIBT/Gross Interest Revenue 25.87% -31.20% -248.14% 
Sogebank NIBT/Gross Interest Revenue 28.92% 7.92% 16.32% 
 
54.      Sogesol’s financial health has improved significantly since its inception in the fall of 
2000. Demonstrating increased strength during its first two years of operations, Sogesol 
delivered improving performance and obtained operational self-sufficiency in its third year. 

 2003 2002 2001 
Sogesol ROA14 8.69% -6.49% -27.91%
Sogebank ROA 1.75% 0.35% 1.04%
Sogesol ROE 80.83% -35.50% -87.15%
Sogebank ROE 40.09% 7.43% 20.42%
Sogesol NIBT/Avg. Loan Portfolio 16.78% -19.03% -141.44%
Sogebank NIBT/Avg. Loan Portfolio 9.31% 2.08% 5.00%
Sogesol Operational Self-Sufficiency 114.81% 66.58% 17.30%
 
 
Sogesol Contribution to Sogebank 
 
55.      Through a revenue-sharing agreement, Sogesol has increasingly added to 
Sogebank’s total yearly interest income, which has grown in dollar value and as a percentage 
of Sogebank’s yearly interest revenue. Moreover, the downscaling arrangement provides 
additional sources of income to Sogebank. In instances where Sogebank already incurs costs 
necessary for its own operations (such as branch rental and general operating costs), the 
additional income defrays the impact of the sunk costs. The following fees paid by Sogesol 
add to its overall contribution to Sogebank’s annual revenue:  

 A transaction fee calculated at 9 percent of the average portfolio.  
 A fixed service fee (capped at $15,000/year). 
 Branch rental fees (all but one Sogesol branch uses Sogebank’s existing branch network). 
 Interest on lines of credit to Sogesol. 

 
Interest Revenue15

 
 2003 2002 2001 

Sogesol share of Sogebank interest revenue16 (US$) 277,691 82,790 19,191 
% Sogesol share of Sogebank interest revenue  0.92% 0.32% 0.06% 
 

                                                 
14 As mentioned above, Sogesol calculations are based on an artificial treatment of its financial statements to 

include the microloan portfolio. 
15  Presentations use the HTG/US$ exchange rates presented in Sogebank’s financial statements. 
16  Benefit shown net of cost of funds. 
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Contribution to Expense Coverage  
 

 2003 2002 2001 
Sogesol rent payments to Sogebank (US$) 240,261 144,886 97,072 
% of Sogebank rent expenses covered by Sogesol 8.02% 4.36% 3.02% 
Sogesol operating cost payments17 to Sogebank (US$) 280,223 152,515 41,080 
% of Sogebank operating expenses covered by Sogesol  3.72% 2.02% 0.53% 
 
 
Line of Credit Payments 
 

 2003 2002 2001 
Sogesol interest payments on line of credit18 (US$) 75,421 34,856 62,728 
 
56.      Overall, including interest revenue, operating cost payments, and interest on lines of 
credit, Sogesol has contributed significantly to Sogebank’s revenue since its inception, nearly 
doubling over each year of operation. It is important to note that these calculations do not 
include Sogebank’s “share” of Sogesol profits; there are no dividend payments. 

 2003 2002 2001 
Total Sogebank income generated from Sogesol19 (US$) 873,595  415,047  220,070  
Sogebank income from Sogesol/Net income before taxes 10.05% 20.46% 4.09% 
 
    
CONCLUSIONS 
 
57.      Because of its ability to capitalise on external factors, such as positive regulatory 
changes and a growing microenterprise market, along with its interested investors and 
technical assistance partners, Sogebank realised the potential of a downscaling effort. Pierre-
Marie Boisson’s vision and determination provided the cohesiveness and focus to ensure that 
the venture was successful and profitable. Sogebank’s microfinance business has not required 
a long lead time to become profitable, demonstrating its high margin potential and the benefit 
of an untapped microenterprise market.  

58.      Overall, the contribution of Sogesol to Sogebank’s revenue, while small, has 
continually grown as a percentage of the overall Sogebank revenue. A key element in 
Sogesol’s success has been its utilisation of the existing Sogebank branch network and its 
ability to leverage Sogebank’s systems and resources. Moreover, the key success indicator of 
the downscaling effort has been the associated revenue from such resource leveraging. 
Sogesol has increasingly contributed to Sogebank’s financial income but, just as important, 
contributes consistent sources of income through branch rental fees, service fees, and interest 
on lines of credit.  

                                                 
17  Nine percent of average portfolio plus $15,000 capped yearly fee. 
18  Sogebank’s line of credit has largely funded Sogesol’s fixed assets and liquid assets. Benefit shown net of 

cost of funds. 
19 Benefit shown net of cost of funds 
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3 PERU: BANCO WIESE SUDAMERIS 
 
OVERVIEW 
 
59.      Banco Wiese Sudameris (BWS) is the third largest bank in Peru in terms of direct 
lending, deposits, and capital. Although the bank performed well overall during the early to 
mid-1990s in the context of a buoyant Peruvian financial sector, financial and managerial 
problems developed in the late 1990s, which coincided with the Asian financial crash and 
resulted in a liquidity crisis at the bank. As a result of these problems, this family-held 
institution was sold off to Banco Lima Sudameris, a subsidiary of the French banking group 
Sudameris, which was subsequently bought by the Italian financial conglomerate Gruppo 
Intesa. Because BWS grew and represented approximately 20 percent of the banking sector, 
the Government of Peru has provided guarantees to Intesa and assumed part of the cost of its 
restructuring.  

60.      Banco Wiese Sudameris has a long history in microfinance. As early as the 1980s, 
the bank supported NGOs’ microcredit programs by providing operational services and 
lending to finance their loan portfolios.20 Beginning in the mid-1990s, the bank also 
attempted, with limited success, to lend directly to small farmers and microentrepreneurs by 
financing the construction and purchase of market stands in the privatised municipal markets. 
In 1997, Banco Wiese Sudameris became a small shareholder in the specialised microfinance 
bank MiBanco, but was interested in having a larger stake in the organisation and later pulled 
out. Although these difficulties initially drove the bank to pull back and focus primarily on 
small business lending, the bank’s new ownership and its purchase of the Orion consumer 
finance company brought a new culture and staff to credit operations at BWS, including a 
focus on mass numbers of small transactions more similar to microenterprise credit than 
traditional banking.  

61.      BWS’s new management has moved to turn the bank around based on an overall 
retail strategy of which microfinance is an integral part. Based on BWS’s earlier experiences 
working through intermediaries, the decision was taken to enter microfinance directly. 
Following a three-year pilot program, BWS has established a formal and permanent structure 
for microfinance housed in the bank’s retail banking operations. The new model is intended 
to take advantage of staff who specialise in microenterprise finance while leveraging the 
bank’s branch network in order to better utilise its branches (sunk costs) to generate business 
and provide client service. The microenterprise unit is lean in terms of administrative staff21 
and systems. It relies primarily on the bank’s existing systems, although it has developed 
some special reports for managerial purposes. Staff within the legal and operations 
departments provide additional functional support for the microenterprise department, but 
loan officers are responsible for most of their own data entry in terms of loan analysis and 
                                                 
20  In 1991 Banco Wiese Sudameris created a division for micro and small enterprise credit that, by 1995, was 

working with seven NGOs and had an outstanding portfolio of $15.2 million and 4,594 loans, as reported in 
Felipe Portocarrero Maisch, Microfinanzas en el Perú Experiencias y Perspectivas, Universidad del Pacífico 
y Centro de Promoción de la Pequeña Empresa (PROPYME), Lima, Peru, November 1999, p. 18.  

21  A three-person management team, plus one administrative assistant who also handles legal issues, dedicated 
exclusively to microenterprise. 
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opening accounts.22 As microenterprise becomes more integrated into the branch operations 
in the coming expansion stage, branch staff may need to assume some of these administrative 
functions, which currently take up a significant portion of loan officers’ time, to free the loan 
officers to spend more time out of the office and with clients. 

62.      As the bank begins to expand its microfinance operations, branches that have not 
demonstrated enough demand to justify specialised loan officers have staff dedicated to 
overall credit, including microenterprise finance. Although these personnel are trained in the 
specialised microenterprise policy and analysis techniques, the Manager for Microenterprise 
does not expect them to generate significant portfolios; rather, this is a marginal strategy to 
take advantage of underutilised staff and branch capacity. At the same time, the existing 
microenterprise loan officers and portfolio are becoming more integrated into the branch 
structure. Under this new structure, portfolio and profits also will appear as part of branch 
results. The bank now plans to take a similar approach with small enterprise finance. 

 
THE DRIVERS FOR DOWNSCALING 
 
External Factors 
 
63.      A large urban microenterprise market, a favourable enabling environment, and a 
strong legal and regulatory framework for microfinance have both facilitated and 
necessitated BWS’s move down-market. Beginning in the early 1990s, structural reforms 
reduced the pervasive inflation of the 1980s and generally strengthened the financial sector, 
leading to increased competition and liquidity. Much of this newfound liquidity came from 
increased deposits by institutional investors that developed as part of the new private pension 
funds and mutual funds encouraged by the overall macroeconomic stability. However, 
private sector investment has not absorbed this increased liquidity and growing local capital 
markets offer traditional large corporate clients a more attractive source of funds when they 
do seek financing. As a result, banks like BWS have excess liquidity, which has forced them 
to look for new lines of business. 

64.      Microenterprise finance is a logical avenue for this product diversification. First, the 
market is large. There are as many as three million microentrepreneurs in Peru; 45 percent of 
the economically active population in urban areas and even more in the rural areas is 
employed in the informal sector.23 However, only about 20 percent of these microenterprises 
have formal sector credit. Second, the Peruvian legal and regulatory environment is 
conducive to microfinance. Financial institutions are completely free to set their own interest 
rates, fees and commissions, and a legal framework for non-bank financial intermediaries 
(NBFIs) has lowered the entry requirements (in terms of capital, for example) for specialised 
institutions.24 Moreover, revised prudential regulations and norms have facilitated the 
                                                 
22  Special deposit accounts are opened for each client for loan disbursement and payment. 
23  Chowdri, Siddhartha H., “Downscaling Institutions and Competitive Microfinance Markets, Reflections and 

Case Studies from Latin America,” edited by Alejandro Silva, Omtrix, Calmeadow, Draft, 2004; and 
Portocarrero, p. 7. 

24 To reduce the risk associated with these types of institutions, a graduated structure has been established that 
allows for increasing expansion and diversity of operations based on the level of institutional consolidation, 
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expansion of microcredit among all regulated intermediaries, including banks. Since 1997, 
the Bank Superintendent recognises microfinance as a type of credit for microenterprise 
clients with loans up to $20,000, and allows for simplified loan file documentation 
requirements. For example, microfinance loans do not require an accountant's signature on 
financial statements, so banks can gather data and prepare financial statements with the 
clients as part of their analysis process, and provision norms are determined based on arrears 
with simplified standardised provisioning tables.  

65.      Also in 1997, the Superintendent’s public credit bureau (Central de Riesgo) was 
expanded to include loans under $5,000, which has helped to create a credit culture and an 
effective enforcement mechanism for repayment. Moreover, the overall legal framework for 
credit bureaus that has subsequently developed has enabled the growth of private credit 
bureaus. These credit bureaus have in turn helped to expand microcredit among banks by 
offering them tools to make informed credit decisions, control arrears, and mitigate their 
risks. 

66.      Finally, the demonstration effect highlights the potential of the microfinance market. 
The Peruvian financial sector includes a growing and competitive microfinance market, with 
increasing levels of commercialisation. Under the legal framework for NBFIs, several 
specialised institutions—including 25 municipal savings and loan institutions (cajas 
municipales and cajas rurales) and 14 specialised and regulated microfinance organisations 
(EDPYMES)—have demonstrated the potential of microfinance, as have several commercial 
banks. BWS is one of four commercial banks operating in the microfinance market; the 
others are MiBanco, Banco de Credito, and Banco de Trabajo.25 Although the performance of 
the banking sector in general is mixed, select cajas municipales and EDPYMES, as well as 
the specialised microfinance bank MiBanco, have all shown very good performance in terms 
of portfolio quality and profitability. 

 
Internal Factors 
 
Champion 
 
67.      Given the frequent changes in ownership and management over recent years at 
BWS, it is difficult to pinpoint a key individual who has consistently championed 
microenterprise lending. However, it is clear that today the General Manager for Corporate 
and Retail Banking, Hubert de la Feld Picard, supports this line of business because of its 
demonstrated profits and client service model. Moreover, he explains that it is an example of 
how to expand retail banking taking advantage of the bank’s branch network. This senior-

                                                                                                                                                       
including financial performance and capital base. Strong criticism of the legal framework for these 
specialised institutions, especially in terms of the low minimum capital requirements, has been expressed in 
diverse forums. 

25 These four banks made up 92 percent of the outstanding portfolio of banks in microcredits as of the end of 
July 2004, according to the Superintendence of Banks and Insurance Web site (http://www.sbs.gob.pe/). Five 
other banks reported microcredits at this time. However, combined they represented less than 8 percent of the 
microcredit portfolio and all of the people interviewed for this study and the documents reviewed mentioned 
only the first four banks as having a focus on and specialised operations for the microfinance market in Peru. 
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level support is complemented by an energetic management team that has developed 
institutional expertise by experimenting with various approaches to microcredit and by hiring 
experienced microfinance personnel from specialised institutions. The head of the 
microenterprise unit, Victor Zuñiga Flores, comes from a consumer finance background; 
credit manager Robin Nuñez comes from a microenterprise background (as manager of one 
of the cajas municipales described above) and now has several years in micro and small 
enterprise finance at BWS. These different perspectives have merged and yielded a hybrid 
consumer/microenterprise lending model that fits the existing market as BWS understands it. 
Loan officers who specialise in microfinance are based in select branches throughout the 
Bank’s network in markets where microenterprise activity is significant, although until 
recently they reported directly to the microenterprise unit that is also responsible for loan 
approval. These 26 loan officers, who are bank staff, are supported by a team of sales and 
collections agents who are contracted from outside companies and are paid on a commission 
basis for their performance (a percentage of loans disbursed for the sales force and loans 
collected for the collections agents). BWS’s true team approach differentiates it from a 
typical consumer credit model. Instead of separating functions among different areas, the 
team has joint lending and arrears targets and works together to meet them. The possibility 
for career advancement is additional incentive for good all-around performance.  

 
External Assistance 
 
68.      BWS has not received direct donor-funded technical assistance for its microfinance 
program. However, the availability of experienced microfinance professionals in Peru has 
proven to be an important resource for the bank. As noted above, key personnel working in 
BWS have been recruited from donor-assisted institutions, including the credit manager for 
microenterprise lending, who managed one of the cajas municipales before joining the bank. 
These outside institutions have provided valuable training to current BWS personnel, who 
have in turn merged their knowledge with that of other professionals in the bank. 
Nonetheless, given this lack of direct assistance, BWS’s microfinance program must be 
viewed in the context of a genuine business-minded turnaround strategy rather than a donor-
assisted experiment.  

 
Market Perception 
 
69.      BWS’s understanding of the microenterprise market has necessarily been shaped by 
the bank’s weak financial performance as the new ownership cleans up nonperforming assets 
and searches for new markets to replace a shrinking base of traditional corporate clients. In 
the current turnaround phase, the bank needs to tap new, more profitable markets, but it must 
also minimise risk to the institution as a whole. Thus, an underserved group of clients that the 
bank can access with minimal investment or risk given its current market orientation is a 
clear impetus to move cautiously down-market. In this situation, and without any donor 
support or assistance, the bank has decided to focus on the upper end of the urban 
microenterprise sector, defined as those clients with sales up to $350,000 per year (recently 
increased from $150,000), which fits best with the bank's traditional corporate image, client 
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service, and slower loan processing speed (three to four days for loan approval and 
disbursement) compared with its specialised microfinance competitors.  

70.      BWS’s microenterprise products reflect its understanding that larger, growth-
oriented microenterprises are the best clients for the bank: loan sizes are on the larger side of 
microcredit, with an average loan disbursed of $4,000, and clients tend to have established 
credit histories with other lenders that can be verified in the public and private credit bureaus. 
Moreover, BWS has established a special niche with its infrastructure product,26 which 
finances the construction of markets and market stalls for microentrepreneurs. Although such 
loans would be too large for many specialised microfinance institutions to undertake because 
of concentration of risk, they are diversified within the BWS’s overall portfolio and do not 
pose excessive risks for the bank. This upper-end market focus highlights the advantages for 
clients of BWS over more traditional and specialised microfinance institutions that have 
more restricted product lines that prevent them from growing with their clients. The bank 
takes advantage of this by attracting the best clients and growing with them, hence the new 
product name “Crecenegocios” or “Growing Business.” 

 
PROFITABILITY OF OPERATIONS 
 
71.      The Microenterprise Manager estimates that the new BWS model of microfinance 
housed in its retail banking operations broke even within six months. The quick profitability 
was achieved because the new model takes advantage of existing bank infrastructure such as 
branches and information systems, has very little direct overhead, and focuses on portfolio 
growth and quality.  

72.      As of July 30, 2004, loans under BWS’s new microenterprise lending model made 
up a $27.7 million portfolio, with 4.4 percent portfolio at risk over 30 days. However, 
including the $13 million "inherited portfolio" from the previous model, arrears jump to over 
20 percent. In total, the classified microenterprise portfolio is reported with the higher 
portfolio at risk in the Superintendent's data. 

73.      The microenterprise unit is set up so that each loan officer can disburse, on average, 
25 loans and $100,000 per month and maintain, on average, 400 credits and an outstanding 
portfolio of $1 million with losses no more than 5 percent. Currently, the team is operating at 
this level and has slowly begun to expand the number of personnel servicing this sector from 
the branches.  

74.      Currently the approximately $40 million microenterprise portfolio represents about 
2.7 percent of the bank's total portfolio and about 8 percent of the branches’ portfolio.27 
Given its relatively small participation in the bank's portfolio, it would seem difficult to 
maintain as a priority. However, the General Manager was clear that it is a priority because it 
is more profitable than many other lines of business.  

                                                 
26 These loans comprise about 20 percent of BWS’s outstanding microenterprise portfolio. 
27 Both sol and dollar microenterprise loans are made. 
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75.      The bank reports an average interest rate charged of 31 percent, a loan loss provision 
of 8 percent, and an internal cost of funds of 6 percent. This is the internal rate the bank 
charges the microenterprise unit. The bank’s average cost of deposits is lower. The remaining 
17 percent spread is sufficient to cover direct and indirect costs, leaving a net return on 
portfolio of between 6 and 8 percent, compared with less than 4 percent on other portfolios. 
With the generation of more new and healthy loans, the bank’s objective is to increase the 
return on the microenterprise portfolio another 2 percent this year.  

76.      While bank management reports that consumer lending and credit cards are still 
more profitable than microenterprise lending for the bank, microenterprise lending is more 
profitable than corporate or mortgage lending. Managers anticipate growth in the 
microenterprise sector and are applying lessons learned to their small enterprise business to 
help put the bank back into a profitable position. 

Metric 
Microfinance: 
New Model(a)

Microfinance: 
Total Portfolio(a)

Total 
Portfolio(b)

Credit portfolio size (US$ MM) 27.70 40.00 1,514.10 

Portfolio at risk 4.4% 20.0% 9.2% 
Average interest rate charged  31.0% 15.6% 
Loan loss reserve/Portfolio  8.0% 10.2% 
Cost of funds  6.0% 2.7% 
 

(a) Based on company estimates as of July 30, 2004. 
(b) Based on company LTM financial data as of July 31, 2004. 
Source: Superintendencia de Banca y Seguros, Peru. 
 
 
CONCLUSIONS 
 
77.      BWS's microenterprise business demonstrates that a large commercial bank can 
service the upper end of the microenterprise market profitably and with manageable risks. 
The lean BWS model, with minimal investment or overhead costs, should also reassure 
bankers faced with changing their image and operating culture from corporate to retail 
banking that microenterprise lending can be added on to existing retail operations so long as 
the necessary managerial focus and staff specialisation and training are provided. Based on 
its initial success, BWS is now poised to expand its microenterprise business, taking steps to 
revamp and expand its small enterprise lending as well as its branch operations with the 
refined client service model. Moreover, as a result of this model, the new portfolio has 
arrears that are a fraction of the previously generated portfolio.  

78.      While the achievements are notable, the challenges the BWS microenterprise 
department faces are many. Given the competitive Peruvian microcredit market, one 
challenge is to maintain growth and portfolio quality, especially against specialised 
institutions and larger, aggressive banks. This is especially critical for BWS because it has 
positioned itself to focus on a niche market of microenterprises that are in more of a growth 
mode and are already being serviced by other lenders. However, the Manager of 
Microenterprise himself admits that his biggest challenges are within the bank, not with 
external competition. Now that he has proven that microfinance can be profitable in the bank, 
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the biggest challenge is training personnel, including implementing the bank’s new initiative 
to integrate microenterprise loan officers into the branches and train existing branch staff to 
service the microenterprise segment. Finally, the overall situation of BWS during this 
turnaround phase will dictate the level of resources available and the bank's overall priorities.  
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4 SRI LANKA: HATTON NATIONAL BANK 
 
OVERVIEW 
 
79.      Hatton National Bank (HNB)28 was established more than 100 years ago and has a 
long history of rural finance through banking services to small farmers, dairy operators, 
fisheries developers, and agricultural-product processors and through its participation in 
government-promoted small- and medium-scale industry financing schemes.29 Today, HNB 
operates through a network of 108 branches throughout Sri Lanka, plus 38 customer centres 
and six mobile banking units, and is the largest privately owned bank in Sri Lanka. 

80.      HNB launched its microcredit program, called Gami Pubuduwa (GP) or Village 
Awakening, in 1989 with the aim of rural poverty alleviation. Since its inception, HNB has 
prided itself on providing banking services that further economic development in Sri Lanka. 
The 72 GP field officers are located in branch-based and village-based units, which are more 
remote and depend on the branches operationally. The field officers report directly to the 
branch managers, who approve the majority of the GP loans. Although the GP officers’ 
primary responsibilities are making loans to rural microentrepreneurs and mobilizing 
savings, there is also a strong emphasis on social development through additional services, 
including skills development, training, and community organisation. GP field officers work 
closely with village leaders and potential clients to identify areas of talent for start-up 
businesses and opportunities for business expansion; many also take on the role of 
community organiser, supporter, friend, problem solver, and change agent. However, the 
corporate focus on social development has not excluded an interest in profitability, and HNB 
management views the GP program as contributing, albeit minimally, to the bank’s overall 
profit, both directly and through the cross-selling of other bank products to GP clients, such 
as housing loans and pawning loans.30  

81.      Operationally, the GP program is part of HNB’s Development Banking Unit, which 
also handles rural credit, and it reports to the Personal Banking Division. The GP program is 
fully integrated into HNB’s operations as one additional product offered by the bank. The GP 
loan is an individual loan product. Occasionally, loans are provided to community groups 
working in the same industry, such as fishing women, where group members cross-guarantee 
each other’s individual loans. HNB also provides housing loans and pawn loans. Loans range 
from US$244 to US$7,320 (SLR25,000 to SLR750,000); however, in special instances, loans 
over SLR750,000 to qualified long-term clients have been approved. There is GP portfolio in 
84 of the 108 total branches. As of June 30, 2004, GP had almost 11,000 outstanding 

                                                 
28 This case study was jointly funded by DFID and the United States Agency for International Development 

(USAID). The longer USAID case study by Nancy Natilson and Lynne Curran is available at 
http://www.microlinks.org 

29  Gallardo, Joselito S., Bikki K. Randhawa, and Orlando J. Sacay, A Commercial Bank’s Microfinance 
Program: The Case of Hatton National Bank in Sri Lanka, World Bank Discussion Paper No. 369, 
Washington, D.C.: The World Bank, 1997.  

30  Worldwide, there is often overlap between microloan products and pawn loan products, and low-income 
clients are “targets” for both. Interestingly, in a visit to a GP village unit, the only posted advertisement 
within the unit was for HNB’s pawn loan product. 

  26 
 

Banking the Underserved: New Opportunities for Commercial Banks / April 2005 



  Sri Lanka: Hatton National Bank 
 

borrowers with a portfolio of approximately US$7.4 million (SLR743 million). GP clients 
are required to open and maintain a savings account (with nominal minimum balances). As 
of June 30, 2004, outstanding savings attributed to GP clients totals over US$8.8 million 
(SRL900 million).  

82.      Loan portfolio and client targets are set by the Development Banking Unit. As part 
of an internal unit, the GP program makes use of HNB’s head office departments, including 
human resources, marketing, legal, operations, information technology, and other centralised 
functions. This structure leverages HNB’s market presence, infrastructure, funding 
capabilities, and management support and gives the GP program a competitive edge over 
other Sri Lankan microfinance providers.  

 
THE DRIVERS FOR DOWNSCALING 
 
External Factors 
 
83.      The external environment for microfinance in Sri Lanka is defined by both 
significant demand and limited formal regulation, but it is also constrained by informal 
government influence. Sri Lanka’s generally poor macroeconomic condition has been a 
strong motivator for HNB’s push down-market, particularly because of institutional and 
governmental interest in social development. With a population of approximately 19 million, 
Sri Lanka had an estimated gross domestic product (GDP) per capita of US$937 in 2003. 
Although there has been strong GDP growth over the past few years (estimated at 7.5 percent 
in 2003)31 as the country recovers from the armed conflict of 1983 to 2002, over 70 percent 
of the Sri Lankan population lives in rural areas and 22.7 percent of the population lives 
below the official poverty line.32 These individuals are frequently unbanked and demonstrate 
a need for increased access to financial services. Additionally, the youth uprisings that 
occurred throughout the country in 1989 added to the bank’s motivation to provide 
alternative activities for disenfranchised youth in the rural villages.  

84.      Moreover, though banks are subject to prudential regulations, there are no specific 
microfinance regulations. Nonetheless, the government has set the tone for microfinance in 
Sri Lanka by pressuring banks to reduce interest rates on microenterprise loans. As a result, 
HNB is offering its microfinance loans at much lower rates than its NGO competitors, which 
offer the microfinance loans at “market rates.” These market rates are similar to those offered 
on small and medium-sized enterprise (SME), mortgage, or other loans, which often have 
subsidised funding available and are quite distinct from microfinance loans. Government 
interest in poverty alleviation also has led to widespread and often politically motivated debt 
forgiveness, which threatens to damage the nascent credit culture and, ultimately, the 
microcredit market. 
                                                 
31 Figures from HNB 2003 Annual Report. 
32 The Department of Census and Statistics has defined the official poverty line as at the per-capita expenditure 

for a person to be able to meet the nutritional anchor of 2,030 kilocalories, or approximately US$14 per 
person per month. Source: Department of Census and Statistics, Sri Lanka, Announcement of the Official 
Poverty Line, June 2004.  
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Internal Factors 
 
Champion 
 
85.      There is a great commitment to the GP product within HNB, starting from the top. 
The current Managing Director and Chairman of the Board, Rienze Wijetilleke, is the main 
champion of the program. Mr. Wijetilleke determined how GP would operate when it was 
first established in 1989, and has since convinced others of the importance of GP in fulfilling 
the bank’s social responsibility. A number of senior-level, financially oriented managers 
within the bank were not convinced of the value of the GP program, especially as it was 
presumed to be losing money. However, Mr. Wijetilleke and the performance of the GP 
program itself convinced them not only that the project would be beneficial for and 
contribute to the development of more remote regions of the country, but that the 
transformation of GP clients into “bankable” customers would contribute to the long-term 
profitability of the bank. Today, all senior managers, including the bank’s Chief Financial 
Officer, recognise the important contribution of GP to the country and, eventually, to the 
profitability of the bank. 

 
External Assistance 
 
86.      Both the Government of Sri Lanka and international development agencies have 
provided a great deal of funding for bank and NGO poverty alleviation programs, especially 
in the form of subsidised credit.33 HNB has accessed such funding (known as refinancing 
schemes) for its rural credit and other development banking projects. However, as of mid-
2004, the GP loans were 98 percent financed by the bank’s internal funds (customer 
deposits).34  

 
Market Perception 
 
87.      As noted above, HNB has long been aware of the large underserved rural market. 
The bank was one of the first private commercial institutions to employ agricultural experts 
as banking officers in the 1980s, thereby giving it a good understanding of the market and an 
early competitive advantage. Moreover, although a German Technical Cooperation Agency 
(GTZ) study conducted in early 2004 suggested that the microfinance sector was crowded—
with both formal and informal actors servicing approximately 1.65 million borrowers at year-
end 2000 and representing an 80 percent overall market penetration rate—research conducted 
for the current study indicates that market saturation has not been reached in the rural areas 
targeted by the GP program. In fact, interviews conducted with microentrepreneurs and GP 

                                                 
33  In the early 1980s, the government formally began to provide microfinance through the Janasaviya program, 

a second-tier lending program that on-lent funds to NGOs and other organizations at subsidized rates of 
interest.  

34  GP management is currently in talks with the Central Bank to access some refinancing funds provided by the 
Japanese Development Agency for lending in the north and east regions of the country, which were the most 
affected by the internal conflict that ended in 2002. 
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field officers revealed that there is little competition in the areas served by GP, and that there 
is significant room to expand in the market being served.  

88.      GP’s limited penetration is partly due to HNB’s understanding of GP clients as 
comprising a small, niche market; the program is intended primarily to graduate 
microfinance clients into larger loans. GP clients are expected to become “bankable” as their 
microenterprises’ needs expand beyond the loan sizes provided by the GP program and they 
are passed to the bank’s Project Finance division, which handles SME loans.  

89.      This market understanding is reflected in the limited GP product offering, which 
consists of a single microloan product with loan sizes ranging from US$244 to US$7,320, 
although in special instances larger loans have been approved for qualified long-term clients. 
At June 30, 2004, HNB had 10,697 GP clients and the outstanding loan portfolio was 
approximately US$7.3 million, for an average outstanding loan balance of US$678.35 HNB 
management has explained this relatively high loan balance as the result of a number of 
factors, including a strategy to foster small industry development and employment in the 
rural areas, the growth of long-term clients to larger loan sizes, and an overall strategy to 
increase profitability. However, it is important to note that close to one-third of GP loans 
outstanding at December 31, 2003, had been disbursed for amounts less US$244, and 59 
percent of loans had been disbursed for amounts less than US$488. 

90.      At present, HNB is also reviewing the possibility of introducing two new 
microfinance products to attract new market segments. The first product would involve 
remittances. Studies have shown that on average, 10 percent of Sri Lanka’s population lives 
overseas for two to three years as migrant workers. Although the workers send money home 
to support their families, HNB believes that if they also could save some capital and start a 
microenterprise when they return, the bank would be able to supplement their savings with 
microloans.36 The other segment that HNB wants to target for microloans is retirees, who, at 
age 55, may want to stay active and start a microenterprise.  

 
PROFITABILITY OF OPERATIONS 
 
91.      HNB’s MIS cannot calculate profitability by product, except for credit cards and 
leasing, which have separate systems. Instead, HNB compares its total actual monthly 
performance to its plan and analyses the variances accordingly. HNB began to estimate the 
profitability of the GP program in 2003, but due to MIS restrictions, internal profitability 
estimates have not included any head office expenses or imputed any costs other than the 
cost of funds and the direct costs of the GP field officers.37 This method is also used at the 

                                                 
35  Exchange rate is $US1.00 = SLR 102.46. 
36 HNB offers savings to all clients, but savings rates are not tracked specifically for GP clients as GP is a loan 

product only. 
37 The author of this case study constructed an income statement for the GP product by working with HNB’s 

Development Banking Unit, with input from the Research and Planning and Accounting Departments. 
However, it is important to note that many assumptions are included in these profitability calculations. They 
are as follows (all amounts are US$; figures for 2004 are 6 months annualized; figures for 2003 are FYE 
2003; exchange rate for 2003 is US$1.00 = SLR 96.56; exchange rate for 2004 is US$1.00 = SLR 102.46): 
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branch level to report GP profitability. Branch managers have profitability goals, and the 
microfinance field officers who report to them submit monthly profitability reports to both 
the branch managers and the Development Banking head office. Therefore, field officers and 
branch managers have begun to recognise the importance of GP profitability.  

92.      The estimated profit and loss statement for the GP program shows that profitability 
was very marginal: 

 
GP Profit/Loss Analysis 
 
 US$ 
 2004 2003 
Interest income  884,248  936,205 
Funding cost  427,484  434,963 
Provision expense  96,623  88,028 
Net financial income  360,141  413,215 
Staff cost of GP field officers  132,735  129,275 
Other personnel costs  87,839  93,206 
Operating expenses – branches  105,429  119,097 
Operating expenses – head office  5,856  6,214 
 Total operating expenses  350,381  342,792 
Net profit (loss)  9,760  70,423 
 
 
                                                                                                                                                       
 

(a)  Interest earned: Actual interest income 6/30/04 (annualized): SLR 90.6; 12/31/03: SLR 90.4.  
(b)  Documentation fees: Fees are not included as income in this analysis. 
(c)  Deposit mobilization: No revenue recognized for deposit mobilization.  
(d)  Other unquantifiable positive effects on HNB income: Not included in this analysis. 
(e)  Cost of funds: Cost of funds using the average deposit rate, 6/30/04 (annualized): SLR 53.8; 12/31/03 (12 

months): SLR 42.0. 
(f)  Provision for loan loss: HNB does not provision separately for the GP portfolio. The loan loss provision 

expense, calculated based on the portfolio quality at December 31, 2003, and June 30, 2004, was 
determined to be SLR 9.9.  

(g)  Direct expense (salary and benefits) of GP field officers: Only 65 percent of GP field officers’ clients and 
portfolio are GP (as opposed to rural credit) and only 40 percent of their salaries (65 percent of 60 
percent) are related to GP business. Thus, at 40 percent, GP staff costs are: 6/30/04 (annualized): SLR 
13.6; 12/31/03 (12 months): SLR 12.0. 

(h)  Allocation of operating expenses: Branch operating costs are estimated based on the operating expenses 
of three representative branches with the GP program. Based on the proportion of the GP portfolio to the 
overall branch portfolio in the three branches, the portion of branch operating expenses to be allocated to 
GP was estimated, as follows: GP Branch Operating Expenses: 6/30/04 (annualized): SLR 12.7; 12/31/03 
(12 months): SLR 11.5. Development Banking head office expenses corresponding to GP 34 percent: 
6/30/04 (annualized): SLR 0.57; 12/31/03: SLR 0.57. 
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93.      GP profitability has clearly fallen in 2004 compared to 2003. If the revenue and 
expense items are calculated as a percentage of the average loan portfolio, the reason 
becomes apparent:  

     % of Average Portfolio 
     2004 2003 
Interest income 13.0% 15.1% 
Funding cost 6.3% 7.0% 
Provision expense 1.4% 1.4% 
Net interest margin 5.3% 6.7% 
Staff cost of GP field officers 2.0% 2.0% 
Other personnel costs 1.3% 1.5% 
Operating expenses – branches 1.8% 1.9% 
Operating expenses – head office 0.1% 0.1% 
Total operating expenses 5.2% 5.5% 
Net profit (loss) 0.1% 1.1% 
 
  
94.      Often, a key to increasing profitability at traditional, stand-alone MFIs is improving 
the operating efficiency ratio: 

 
GP Only 
 

 % of Average Portfolio 
 2004 2003 

Operating efficiency  
(Total operating expenses/Average loan portfolio) 5.2% 5.5% 

 
 
95.      GP’s operating efficiency ratio is low because it is a unit within a commercial bank, 
and the greatest portion of fixed costs is absorbed by other units with larger proportionate 
portfolios. This allows the GP program to leverage the bank’s infrastructure, branch 
operations, and management and to appear more profitable than its peer MFIs. But despite 
this advantage, the GP program has not maintained breakeven, primarily because interest 
rates are not set taking into account operating and financial costs: GP’s low net interest 
margin for 2004 barely covers expenses and is largely a result of the comparatively low 
interest rates charged on GP loans. At June 30, 2004, interest rates charged on new GP loans 
ranged from 9 to 14 percent per annum; NGOs charge above 20 percent per annum. To date, 
HNB product pricing has not been based on relevant operating costs. Instead, the range of 
rates is set based on rates charged for other HNB products and what management thinks that 
clients can pay.  
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GP Profitability Compared to HNB Profitability (Pre-Tax) 
 
96.      GP profitability cannot be compared to other bank products with the bank’s current 
MIS; instead, the imputed profitability of GP can be compared to the bank’s return on total 
portfolio and profit margin, based on our assumptions (see footnote 35), as illustrated by the 
following table. 

 
Hatton Bank  
 
     2004 2003 
Return on portfolio (Net income/Average portfolio) 1.44% 1.57% 
Profit margin (Net income/Gross income) 10.31% 10.25% 
   
 
GP Only 
 
     2004 2003 
Return on portfolio (Net income/Average portfolio) 0.14% 1.14% 
Profit margin (Net income/Gross income) 1.10% 7.52% 
 
 
97.      It is clear from this analysis that the return on portfolio and profit margins for the GP 
program are lower compared to the same ratios for the bank as a whole. 

 
GP Profitability Compared to Other Asian MFIs 
 

 HNB-GP (2003) 

MicroBanking Bulletin 
“Asia Medium” peer 

group (2002) 
Operational self-sufficiency 121% 111% 
Portfolio yield 15.1% 33.3% 
Portfolio at risk > 90 days 9.1% 1.6% 
Operating expenses/Average portfolio 5.5% 26.6% 
Borrowers/Field officers 203* 265 
*includes rural credit   
   
   
98.      There is room for improvement in HNB’s portfolio quality compared to other Asian 
MFIs. Poor portfolio quality is a drain on profitability, and HNB is presently focusing on 
reducing its portfolio-at-risk. If provisions for loan loss and write-offs were tracked by 
product, the effect of portfolio quality on the bottom line would be more transparent. 

99.      GP field officers manage, on average, 203 loans each, but only 130 of the loans are 
microfinance loans. Since the GP field officers only dedicate some 40 percent of their time to 
GP loans, their productivity vis-à-vis GP portfolio is quite limited. Radically modifying their 
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role within the branch to allow them to dedicate 100 percent of their time to microfinance 
could raise the 130 GP loans per officer ratio to close to 325 loans per officer. If the average 
term of GP loans were to become substantially less than the present average of three years, 
fewer than 325 loans would be handled per officer because of the burden of renewals, but the 
average would be more in line with the microfinance industry.  

 
CONCLUSIONS 
 
100.      Now that HNB has accepted the initial upfront costs of the GP program, the next test 
is long-term sustainability, implying not only cost recovery but also profitability. In the last 
year, with GP repositioned within the bank in the Personal Banking Division and with a new 
Deputy General Manager, Gami Pubuduwa is poised to expand. Once the bank’s MIS can 
segregate and properly allocate costs, and profitability of the GP program can be proven and 
sustained, management projects that resources will become available to expand the 
program’s outreach. As an internal unit, the GP program can continue to utilise HNB’s head 
office departments, including human resources, marketing, legal, operations, information 
technology, etc. Taking advantage of HNB’s market presence, infrastructure, funding 
capabilities, and management support gives the GP program a competitive edge over 
specialised microfinance institutions, and efficiency and productivity improvements among 
the GP field officers will increase the profitability of Hatton’s microfinance products. 
However, for GP to sustain significant returns, the net interest margin must improve. HNB’s 
present challenge is to create a pricing strategy for its GP loans that is consistent with its 
profitability targets, while at the same time remaining competitive in the market. 
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5 Uganda: Stanbic Bank Uganda 
 

OVERVIEW 
 

101.      In February 2002, Stanbic Bank, which had only one branch in Uganda, bought a 90 
percent stake in Uganda Commercial Bank Limited (UCBL), a largely retail government-
owned bank that operated a 66-branch countrywide network. As part of the acquisition, the 
Government of Uganda required Stanbic to maintain UCBL’s branch network to provide 
financial services including payments, savings, and rural or microfinance.  

102.      The acquisition of UCBL introduced microfinance to Stanbic’s operations, which 
would not likely have been part of an organic growth strategy. However, Stanbic is 
committed to serving the low-income market and has demonstrated growth in lending 
operations and broader access to deposit services. Profitability through lending and a 
deepened deposit base and additional fee income has allowed Stanbic to maintain and grow 
its microfinance operations and other activities. In turn, UCBL’s clientele, as well as the low 
income market segment in general, are benefiting from Stanbic’s better management, 
technology, and competitive market presence. 

103.      Historically, Stanbic Bank Uganda has been a commercial bank that offers a full 
range of banking services with emphasis on foreign trade. Customers include local and 
multinational corporations, aid and diplomatic missions, and retail customers. Stanbic 
Uganda is licensed as a merchant banker, stockbroker, and financial advisor by the Uganda 
Capital Markets Authority. 

104.      The bank was founded in Uganda as the National Bank of India in 1906 and, after 
several name changes, became Grindlays Bank. The Standard Bank Group of South Africa 
bought the Grindlays Bank network in October 1993, but maintains the bank under the 
Stanbic Bank brand due to a legal requirement to differentiate itself from its U.K.-based 
competitor.  

 
THE DRIVERS FOR REMAINING DOWN MARKET 
 
105.      The case of Stanbic Bank is unique in that the primary driver for Stanbic’s move 
down market was its acquisition of UCBL, which was motivated by Stanbic’s strategy of 
becoming a universal bank in both Uganda and the region.  

 
External Factors 
 
106.      In 2001, the Government of Uganda made a decision to sell or privatise UCBL, a 
government-owned institution. UCBL served over 30 percent of total depositors in Uganda 
and had 66 branches—the most extensive branch network in Uganda. The objective of the 
sale of UCBL, as stated by the Minister of Finance, Planning, and Economic Development, 
was to sell a controlling stake in UCBL to a reputable banking investor in order to: 
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 Ensure the safety and soundness of depositors’ funds. 

 
 Protect the payments system of Uganda. 

 
 Ensure that a rural branch network remained in place to provide financial services 
including payments, savings, and rural or microfinance. 

 
 Sell a controlling ownership to a reputable, large, financially sound bank that had relevant 
retail experience in an emerging market context. 

 
 Reserve some percentage of ownership for future distribution to Ugandan citizens. 

 
 Minimise the cost to the government of divesting UCBL. 

 
The Government of Uganda considered two options: 

 The sale of the entire bank branch system; and 
 
 The sale of only the key commercial branches and the creation of a rural bank, along the 
lines of National Microfinance Bank in Tanzania 

 
107.      The government decided to pursue an outright sale since it accomplished all of its 
objectives in a single step and Stanbic Bank was deemed to meet the criteria of the 
government’s objectives, as outlined above. Stanbic was regarded as a professionally 
managed international bank with a strong retail background. It was not a microlender but had 
a solid history of providing efficient payment and deposit services as well as corporate 
lending, retail lending in salary loans, asset-based financing such as hire purchase for 
equipment, and mortgage loans that were not easily available or were nonexistent in Uganda 
at the time of purchase. 

108.      The acquisition of UCBL and its extensive retail client base automatically brought 
Stanbic’s client base further down market. Furthermore, the desire of the government to 
ensure that UCBL’s rural branch network and product mix, including microfinance, remained 
available reinforced Stanbic Bank’s interest in maintaining and expanding its down market 
presence.  

 
Internal Factors  
 
109.      Standard Bank, Stanbic Bank’s parent, is a major regional financial institution based 
in South Africa, where it is one of the largest banks in the country. Standard Bank has 
pursued an aggressive expansion strategy in Africa since the end of apartheid and the 
opening of African markets to South African businesses in mining, food services, and 
technology. Standard (under the Stanbic brand) operates in several Sub-Saharan African 
countries and, prior to the acquisition of UCBL, was operating only one branch in Uganda, in 
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Kampala. The acquisition of UCBL gave Stanbic Bank Uganda the opportunity to leapfrog 
into Uganda’s first-tier commercial banking community, which had grown to 15 institutions.  

110.      Prior to the acquisition of UCBL, Stanbic was faced with the choice of an organic 
growth strategy, which could cost at least US$250,000 per branch, or an acquisition growth 
strategy. With the acquisition of UCBL, Stanbic Bank would immediately capture 45 percent 
of all Ugandan deposits. Stanbic Bank decided to pursue the acquisition because it would 
allow the bank to create a national platform for payment services within Uganda for 
individuals and corporations and build a dominant deposit base allowing for low-cost funding 
in loans.  

111.      Stanbic’s strategy is to serve all market sectors, and it has recently established a 
business development unit that originates SME loans. The effects of the change in lending 
strategy have resulted in a 55 percent growth rate in loans from 2002 to 2004. Stanbic is 
more active in agriculture lending, particularly through developing finance for outgrowers of 
commercial crops who have had a long-term relationship with multinational buyers. 
Stanbic’s share of investments in Treasuries has declined from 46 percent in 1999 to 39 
percent as more money is put in loans. Salary loans, for example, account for a significant 
percentage of Stanbic’s total number of borrowers.  

112.      Stanbic further demonstrates its commitment to the low-income market through its 
deposit services. Stanbic actually reduced the minimum from the former UCBL requirement 
of Ugandan Shillings (UGS) 50,000 (approximately US$30) and has one of the lowest 
opening balances for a savings account. The changes have provided deeper access to 
depositors.  

113.      As illustrated in the tables below, Stanbic’s outreach in nonurban areas of Uganda 
has been successful. Stanbic has a 28 percent (by number of loans) market share of loans and 
deposits in the up to UGS 3 million (approximately US$1,750) segment, which represents 
relatively small borrowers and savers. Furthermore, Stanbic’s average loan size in the sector 
is smaller than average. With respect to deposits, Stanbic serves 29 percent of the depositors 
in the up to UGS 3 million segment, which represents 97 percent of all depositors in Uganda. 

 
Loans (in millions of UGS, as of September 30, 2004) 
 
 Tier 1-3 (a)  Stanbic 

Range # of Loans Value of 
Loans # of Loans % of Tier  

1-3 
Value of 
Loans 

% of Tier  
1-3 

0 – 3 mm  243,425   127,356  68,260 28%  34,458  27% 

Total  267,874   886,311  69,530 28%  186,832  21% 
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Deposits (in millions of UGS, as of September 30, 2004) 
 
 Tier 1-3 (a) Stanbic 

Range # of 
Accounts 

Value of 
Deposits 

# of 
Accounts 

% of Tier  
1-3 

Value of 
Deposits 

% of Tier  
1-3 

0 – 3 mm 1,519,363  268,916  436,459 29% 81,087  30% 

Total 1,572,903  2,284,357  457,303 29% 721,883  32% 
(a)  Tier 1-3 represents all licensed financial institutions in Uganda (including four microfinance institutions 

expected to be licensed in 2005). 
Note:  The current UGS/US$ rate is approximately UGS1700 to US$1. 
 
 
114.      Stanbic has opted to downsize rather than close marginal branches, and has only two 
branches that are unprofitable in its system today. Stanbic has invested UGS 40 billion 
(approximately US$23.5 million) in branch renovations and computerisation of the branch 
network. Stanbic is using its ATM network to reduce branch congestion and immediate 
withdrawal of salary earners’ paychecks at month end. Since privatisation, Stanbic has added 
a net increase of 150,000 new accounts while reducing the number of dormant accounts, 
which had averaged as high as 50 percent of total accounts at some branches.  

 
PROFITABILITY OF OPERATIONS 
 
115.      Stanbic has performed well with respect to its Tier 1 financial sector peers 
(commercial banks that can offer current accounts) despite its move down market. The table 
below provides a snapshot of the Ugandan Tier 1 financial sector. While Cost to Income and 
Overhead to Income appear to be higher than the Tier 1 average, most likely due to smaller 
loan sizes associated with its extensive retail presence and rural exposure, Stanbic seems to 
be in line with its competitors with respect to ROA and well above the average with respect 
to ROE.  

 
Performance 

Indicators 
(Annualised Rates 
as of June 2004) Stanbic Barclays Standard Citibank DFCU Cerudeb Total Tier 1 

Return on Average 
Assets 5% 4% 8% 3% 3% 4% 5% 

Return on Average 
Equity 65% 34% 97% 29% 38% 31% 51% 

Net Interest 
Margin  14% 13% 10% 12% 14% 23% 14% 

Yield on Advances  15% 17% 18% 16% 23% 29% 19% 

Cost of Deposits  1% 1% 2% 2% 3% 2% 2% 

Cost to Income  63% 55% 31% 63% 69% 72% 56% 
Overhead to 
Income 56% 36% 22% 42% 42% 64% 43% 
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116.      Furthermore, the tables below show a reversal of the negative trends seen from 1999 
to 2002, the period before the acquisition, when stagnation in deposits and decline in 
advances and consequent reductions in total assets was taking place. 

 
Pre-Acquisition (in millions of UGS)  
 

December 1999 December 2000 December 2001   

Stanbic UCB Stanbic UCB Stanbic UCB 

Total Deposits  158,785   261,614  160,301  344,466  143,013   366,631 
Total Adjusted 
Assets  201,116   324,145  237,246  432,168  205,255   455,935 

Net Profits (YTD)  13,870   3,652  19,875  26,414  18,763   24,852 
Return on Assets 
(YTD) 7% 1% 8% 6% 9.14% 5.45%

 

Stanbic Post-Acquisition (in millions of UGS)  
 
  December 2002 December 2003 June 2004 

Total Deposits  570,902 667,079 754,289 

Total Adjusted Assets  757,088 809,446 918,584 

Net Profits (YTD)  37,929 56,516 21,954 

Annualized Return on Assets  5% 7% 5% 
Note:  The current UGS/US$ rate is approximately 1700UGS to 1 US$. 

 
CONCLUSIONS 
 
117.      Despite its origins as an up market financial institution, Stanbic now profitably 
serves a large segment of the bankable population in Uganda while offering improved service 
and lower transaction costs than were available prior to its acquisition of Uganda 
Commercial Bank Limited. 
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6 MONGOLIA: KHAN BANK 
 

OVERVIEW 
 
118.      Five years ago, the Government of Mongolia’s state-owned agricultural bank was in 
receivership and facing possible liquidation after more than a decade of political interference, 
mismanagement, loan losses, and numerous brushes with insolvency. Many in the 
international community felt that the bank could never operate sustainably and should be 
closed. However, an enlightened partnership between the Government of Mongolia and the 
donor community recognised and leveraged the bank’s latent assets, namely its existing 
extensive rural branch network franchise and its corresponding access to a large and 
underserved market. The bank’s subsequent rapid turnaround and successful privatisation 
highlight the potential of commercially oriented microfinance to transform even the most 
troubled banks into profitable and sustainable providers of financial services to underserved 
markets. 

119.      Today, the Ag Bank of Mongolia, now known officially as Khan Bank,38 is an 
institution best described by superlatives. As the leading provider of financial services to 
rural Mongolia with the largest rural branch network, it is one of the largest taxpayers in 
Mongolia and the most profitable of the 16 major Mongolian private commercial banks 
based on return on equity.39  

 
THE DRIVERS FOR LOW-INCOME MARKET APPROACH 
 
External 
 
120.      Khan Bank’s role in providing crucial financial services to Mongolia’s vast rural 
areas meant that closing it would have had a catastrophic impact on the rural economy and, 
hence, the economy as a whole. Mongolia has the world’s lowest population density and is 
still a generally rural society. Approximately 60 percent of the population lives in one of the 
19 rural aimags, and herding, the traditional Mongolian way of life, remains the primary 
occupation of the rural population, along with small-scale agriculture. Khan Bank’s large 
rural presence as a state-owned bank was crucial for providing financial services to the 
Mongolian population. This demographic mix, with its latent demand for financial services, 
offered a clear market opportunity for a bank with a commitment to serving the underbanked 
rural market. Indeed, one the bank’s greatest assets is its branch network, which is composed 
of 379 points of service throughout Mongolia, many more than any of the other 16 banks 
operating in the country has. The bank’s 354 offices in the countryside effectively reach 98 
percent of rural communities; one of every two Mongolian households uses Khan Bank. 

                                                 
38  In 2003, the abbreviated name “Khan Bank” was adopted for the Bank’s English-language publications and 

marketing activities. The institution was previously known as the “Ag Bank of Mongolia.” 
39  Agricultural Bank of Mongolia 2003 Annual Report and audited financial statements. 
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121.      Changes in the regulatory environment for banks have given commercial banks the 
freedom to seek new markets and to lend with a commercial rather than a political 
orientation. Following successive crises in the 1990s, the Government of Mongolia 
restructured the banking sector and introduced a strengthened regulatory framework for 
banks. Although not a cure-all, the measures fostered a renewed commercial orientation in 
the sector and allowed for the growth of a broader range of customer-focused products and 
services and an overall improved quality of lending. As a result, Khan Bank can effectively 
target the rural populations who were previously wary of the banking system. Capital inflows 
from rural customers have been renewed over the past several years, and volumes of loans 
and deposits have been growing across the sector.40  

 
External Assistance 
 
122.      External technical and financial assistance has been critical for Khan Bank’s 
restructuring, downscaling, and privatisation. However, the bank currently operates entirely 
free from direct subsidy. The restructuring was initially financed by international donors, 
including the U.S. Agency for International Development (USAID), the World Bank, and 
others, through a capital infusion using government bonds and cash to replace the 
nonperforming loan portfolio. Moreover, a USAID-funded outside management team from 
Development Alternatives, Inc. (DAI) was instrumental in reorienting the bank around a 
commercial microfinance strategy. The bank continues to be managed by an outside 
management team, although it is now funded from the bank’s profits by the new private 
ownership. The bank also continues to receive donor-funded technical assistance in the form 
of an 18-month small and medium-sized enterprise lending program financed by the 
European Bank for Reconstruction and Development (EBRD) and implemented by DAI.  

 
Market Perception  
 
123.      While the latent demand for microfinance services in rural areas of Mongolia is 
clearly large, the low population density and low levels of rural economic activity mean that 
the demand for financial services is also highly dispersed and uneven. Until relatively 
recently, microfinance in Mongolia was the exclusive domain of government and donor 
projects and other noncommercial operations. Even today, more than 60 donor-funded NGOs 
are engaged in microfinance in Mongolia. However, the repeated banking crises and ensuing 
reforms of the mid-1990s have refocused the formal financial sector on the untapped 
potential of low-income and rural households, and especially the microentrepreneurs in the 
informal sector who by some estimates contribute as much as 30 percent of Mongolia’s 
overall gross domestic product; about 60 percent of GDP is derived from the rural sector as a 
whole.41 According to a survey by the Bank of Mongolia, 15 percent of the Mongolian 
population had an active microloan from a mainstream regulated lender in 2002, compared 

                                                 
40  Bank of Mongolia Annual Report, 2002, p. 25.  
41  UNDP, 2002 Sub-Sector Review of Microfinance in Mongolia, p. 8.  
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with just 1 percent in 1998. The same survey recorded a 760 percent increase in loans to rural 
borrowers in the 12 months between December 2001 and 2002.42  

124.      Khan Bank’s understanding of the commercial potential of rural microentrepreneurs 
is reflected in its product strategy, which is tailored to be responsive to the unique demands 
of this market segment. The careful product design demonstrates that financial products can 
be delivered gainfully even in scarcely populated and poor areas if they are responsive to the 
needs of customers. For example, the bank’s herder loans were specifically designed to meet 
the unique needs of nomadic Mongolian herders. Available on terms of up to one year, they 
help cover living and operating expenses in the months when herders are not generating 
income or wish to purchase herd-related goods.  

 
Financial Performance 
  
125.      The financial performance of the privatised Khan Bank has been remarkable by most 
measures. In terms of profitability, ROE was 52.3 percent in 2002,43 more than twice the 
overall banking industry’s average ROE of approximately 23 percent in the same year,44 and 
asset growth also outpaced the industry. Although ROE fell to 42.9 percent in 2003, the bank 
remained the most profitable in Mongolia based on both ROE and a return on assets of 2.8 
percent.45 These high returns reflect the bank’s efficiencies in lending as well as the 
increasing proportion of total income derived from fees (31 percent in 2003 compared with 
29 percent in 2002). This trend is especially noteworthy because fee income may be 
increasingly important as competition for quality loans increases in Khan Bank’s core rural 
markets.  

126.      Khan Bank’s profits have grown from accumulated losses of US$5.2 million in 1999 
to a current monthly pretax average profit of US$300,000, and the institution is now entirely 
self-sustaining. From a cost recovery perspective, the value of the bank has increased so 
much that it could have easily paid for the cost of the turnaround by the value that was 
created: earnings in 2003 alone were close to the entire cost of the three-year, donor-financed 
turnaround.  

127.      In terms of loan volume and outreach, the bank disbursed 878,000 loans between 
late 2000 and February 2004, and as of February 2004, 128,227 loans were outstanding for a 
portfolio of almost US$50 million (see Table 1) with an arrears rate consistently below 2 
percent. Moreover, the small average outstanding loan size of US$382 reflects deep rural 
outreach, where 90 percent of all of Khan Bank’s lending takes place. Khan Bank has seen 
significant growth in its deposit base and had US$75.5 million in 377,424 deposit accounts in 
February 2004 (see Tables 2 and 3). 

 

                                                 
42  UNDP, 2002 Sub-Sector Review of Microfinance in Mongolia, p. 18.  
43  Agricultural Bank of Mongolia Annual Report and audited financial statements, 2002, p. 26. 
44  Bank of Mongolia Annual Report, 2002, p. 67. 
45  Agricultural Bank of Mongolia Annual Report and audited financial statements, 2003, p. 6. 
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Table 1: Loans (as of February 2004) 
 

Loan Product 
Total Number of 

Loans Outstanding 

Total Value of  
Loans Outstanding 

($000s)* 

Average Loan 
Outstanding  

($) 
Micro & Small 13,485 19,135 1,419 

Small & Medium 1,633 8,184 5,011 

Pensioners 72,277 5,003 69 

Herders 9,449 6,819 722 

Payroll Based 30,539 6,654 218 

Crop 148 89 604 

Mortgage 696 3,144 4,518 

Total 128,227 49,028 382 
 
 
Table 2: Deposits (as of February 2004) 
 

Deposit Category 

Outstanding 
Balance 

(US$000s) 

% of Total 
Outstanding 

Balance 
Number of 
Depositors 

% of Total 
Depositors 

Average 
Account Balance 

(US$) 
Organisations 15,849 20.99 14,354 3.8 1,104 

Current 12,024 15.92 14,318 3.79 840 

Time 2,823 3.74 22 0.01 128,347 

Demand 1,001 1.33 14 0.00 71,471 

Individuals 59,667 79.01 363,070 96.20 164 

Current 2,044 2.71 266,875 70.71 8 

Time 47,265 62.59 39,971 10.59 1,182 

Demand 10,358 13.72 56,224 14.90 184 

Total 75,515 100.00 377,424 100.00 200 
 
 
Table 3: Deposit Growth (converted to US$000s)* 

 
Deposit Category 12/31/03 12/31/02 12/31/01 12/31/00 

Businesses 9,730 13.2% 9,798 22% 8,117 33% 3,663 28% 

Government 4,293 6.7% 8,207 18% 8,570 35% 6,712 52% 

Individuals 50,225 80.1% 27,028 60% 7,752 32% 2,520 20% 
Total 64,248 100% 45,034 100% 24,439 100% 12,896 100% 
*Note: Most loans and deposits are in the local currency, tugrug, and converted here to U.S. dollars at the exchange 
rate of 1,174MNT=US$1. 
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128.      Aside from the large impact of the bank’s loan and deposit activity, the opening of 
110 new branches and creation of more than 1,000 jobs has boosted the economies of many 
communities. H.S. Securities, the new owner of the bank, has stated that it wants to continue 
to expand based on the bank’s target markets. It will be investing more into the bank to 
continue the outreach and market penetration. This commitment and financial capacity is the 
best assurance that access to these financial services throughout the country will continue. 

129.      With a low operating cost basis and good returns from lending, Khan Bank has 
capitalised its latent but strong franchise value in the existing branch network into a 
profitable, commercially sustainable institution still providing the needed services to the 
underserved market. The process evolved into a “virtuous cycle” driven by the strong 
demand, as well as unmet need, for the new services.  

130.      However, while the evidence points to a bright future for Khan Bank in the near 
term, there are also some potential challenges that merit concern. For one, the bank has 
benefited greatly from the limited competition it faces in rural areas, allowing for high 
effective interest rates on its loans and some of the highest net interest margins46 among the 
commercial banks offering microfinance. These high margins have contributed significantly 
to the impressive ROE and overall profitability of the past two years. However, increasing 
competition has already contributed to lower effective rates, with the highest rate in 2003 at 
48 percent per annum, compared with 72 percent in 2002, and the trend is almost certainly 
for rates to fall even further. In fact, the United Nations Development Programme (UNDP) 
estimates that the average effective interest rate charged by the principal microfinance banks, 
including Khan Bank, fell by nearly half between 1999 and 2002.47 The challenge will be to 
fine-tune product costing and pricing capabilities to ensure financial sustainability as the 
downward trend in rates continues.  

131.      Also, although Khan Bank’s interest income increased over 66 percent in 2003 as 
compared with 2002 because of increased loan volume, overall expenditures increased 
significantly due to rising interest expense on consumer deposits as well as increased 
provisions for loan losses. Rising capital expenditures will undoubtedly put additional 
pressure on future profitability as the bank seeks to expand its branch network in Ulaanbaatar 
and elsewhere, with all of the associated increases in administrative and operational 
expenses. Finally, the high rates of return of the past two years are at least partly attributable 
to the bank’s relatively low capital base compared to internationally accepted prudential 
norms. The Bank of Mongolia has not implemented the Basel Accord, though Khan Bank is 
held to a standard of a 5 percent core capital adequacy ratio and 10 percent risk-weighted 
capital ratio. Even so, though the capital base has grown from zero to approximately USD$7 
million since the turnaround began, the bank is certainly far from overcapitalised. If the loan 
book is to continue to be aggressively grown, leverage and capital adequacy could become 
pertinent issues.  

                                                 
46  NIM is calculated on nominal interest rate charged on loans less the average interest rate on time deposits.  
47  UNDP, 2002 Sub-Sector Review of Microfinance in Mongolia, p. 33.  
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7 SOUTH AFRICA: CAPITEC BANK 
 
OVERVIEW 
 
132.      Recently, South African commercial banks have responded to the significant lack of 
financial services to South Africa’s low-income population through the Financial Sector 
Charter.48 The Charter is a 10-year initiative that commits commercial banks and other 
financial institutions to focus more on lower-income market segments to help address 
economic inequalities in the country. The leading commercial banks in South Africa are only 
beginning to ponder the profitability of the low-income market segment. However, the 
Capitec Bank (Capitec), a small commercial bank started by a group of South African 
businessmen, made a deliberate decision to focus on the low-income market and has a 
market-driven, profit-oriented approach to serving this market. 

133.      Capitec is a fast-growing retail bank focused on low-income salaried employees 
across South Africa and small shop owners in Soweto. Having begun operations in 1999 as a 
division of the PSG Financial Group,49 it obtained a retail banking license with the South 
African Reserve Bank in 2001 and was listed on the Johannesburg Stock Exchange in 2002. 
Capitec is one of only a few microlenders in South Africa that has secured a banking license, 
which enables it to offer deposit services.  

134.      Capitec was established in various stages, starting with the acquisition of a few 
microlending businesses in Johannesburg. Acquisitions paved the way for the purchase of 
270 offices from September 1999 to February 2001, and the number of employees increased 
from 50 to 1,301 by February 2001. Despite selling branches in Botswana and Namibia in 
2003, Capitec’s total staff climbed to 1,402 in 265 branches as of February 2004. As of mid-
2004, 194 of these branches had been transformed into full-fledged bank branches; the 
remainder are scheduled for conversion in the coming months.  

135.      In order to undergo the transformation from various independent microlenders to a 
unified corporate microfinance institution and retail bank, Capitec developed a 
transformation strategy based on four pillars.  

 Accessibility in terms of extended operating hours and location near commuter transport 
routes and stations. 

 
 Affordability of the service it provides in terms of interest rates, low transaction fees for 

ATMs, no minimum balance on deposit accounts, and low transaction costs for clients 
(due to convenient branch locations and loan procedures). 

 
 Personalised service in the clients’ “home” language whenever possible. 

 

                                                 
48  For more information on the Financial Sector Charter, see www.banking.org.za.
49  In December 2003, Capitec was unbundled from PSG although PSG’s main shareholders kept their shares in 

Capitec. However, today there is no controlling shareholder. 
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 Simplicity during the paperless application process and future transactions.  
 
136.      The product offering, human resources, and management information systems all 
have been developed around these fundamental business principles. The challenge has been 
to maintain the personalised and quick service of the original independent, local money-
lenders while providing a more professional image in order to integrate and expand services 
and leverage public deposits and financing. To accomplish this, Capitec has invested heavily 
in human resource training and customised information systems. The information technology 
system, in addition to reducing the administrative burden to increase efficiency, allows for 
simple and paperless processes and electronic transactions that do not require cash. Cashless 
transactions are a benefit for both the bank and clients who live and do business in high-
crime areas. 

 
THE DRIVERS FOR LOW-INCOME MARKET APPROACH 
 
Internal  
 
137.      Capitec was conceived of and established by a group of Stellenbosch businessmen as 
a bank focused on servicing clients in the lower-income segments of South Africa. The board 
and management of Capitec have a strong private sector background in banking and finance, 
accounting, consulting, and other business areas. Confidence in the bank, as demonstrated 
from its growth, profits, and increased market value, stem from Capitec’s rapid progress, 
which has seen it transform from a simple microlender to a mass-market retail bank.  

 
Market Perception  
 
138.      It is estimated that about half of South Africans are unbanked. Capitec’s services are 
aimed at providing unbanked individuals and small businesses with a range of affordable and 
accessible banking facilities based on individual risk profiles, using cash flow and repayment 
capacity risk evaluation models. Capitec’s microlending operations focus on clients with 
annual family incomes of US$2,000 to $14,000.50 During fiscal year 2004, the average loan 
disbursed was R724 (US$120.55). As of November 2004, the bank reports 350,000 loan 
clients, of whom more than 60,000 have Capitec deposit accounts.  

139.      In partnership with Mastercard, in 2004 Capitec launched a debit card with an 
imbedded chip that allows clients to conduct transactions off-line. In addition to rolling this 
card out to all of its clients, the bank plans to aggressively roll out point-of-service terminals 
to informal shops around the country. Capitec’s branches are strategically located near key 
commuter points—along public transportation routes such as railway stations, bus stops, and 
taxi stands—and its branches remain open from 8 a.m. to 5 p.m., far longer than commercial 
banks in the country.  

                                                 
50  The South African Rand to US dollar exchange rate as of November 2004 was R6 to $1. This exchange rate is 

used throughout this paper. 
  45 
 

Banking the Underserved: New Opportunities for Commercial Banks / April 2005 



  South Africa: Capitec Bank 
 

 
Financial Performance51

140.      As of February 29, 2004 (fiscal year end), the bank had US$22.5 million in net loans 
outstanding and a return on equity of 11 percent. Consolidations and upgrades over the past 
few years to the bank’s branch network, staff and information systems have been costly, but 
have established an important platform for deposit mobilization, asset growth, and overall 
profitability. The bank aims to generate a return on equity over 20 percent with increased 
leverage, improved portfolio quality and efficiency improvements through growth in its 
deposit and lending services by focusing on the low-income and unbanked market segment in 
South Africa.  

141.      Capitec offers one- to three-month loans primarily to salaried employees and, to a 
lesser extent, to small shops purchasing from the consumer goods wholesale subsidiary of the 
bank’s holding company. With an average interest rate of 20 percent per month, these loans 
are priced significantly lower than the 30 percent average monthly interest rate in this market 
segment in South Africa, but significantly higher than what is normally charged in the 
traditional banking sector. The bank’s savings product has an R10 minimum balance (on par 
with the lowest in the market), pays 10 percent interest per annum (higher than larger banks 
in the country), and charges the lowest transactions fees of any savings account in South 
Africa.52  

142.      Capitec plans to increase its financial leverage through further deposit mobilisation. 
Throughout the past year, Capitec has rolled out systems that allow the division to upgrade 
existing branches to operate deposit-taking and lending operations with card-issuing facilities 
at the rate of 10 to 15 new branches per month. Almost 200 of these branches were operating 
in mid-2004. The number of ATMs also rose, from 75 to 132, and plans were to expand to 
200 ATMs by year-end. In 2003, Capitec mounted a concerted effort to implement low-cost 
systems to provide savings accounts to low-income earners in addition to short-term loans. 
Between February and August 2004, the number of savers jumped from 18,104 to 60,856, 
meeting the bank’s annual target in the first half of the year. With increased access to low-
cost funds, the margin between its cost of funds and its loan interest revenue will remain 
high.  

143.      Following is a table of key indicators from FY 2004 and FY 2003 ended in February 
of each year. 

                                                 
51 The FY 2004 figures are based on audited financial statements for the fiscal year ended February 2004. The 

FY 2005 figures are based on unaudited interim financial statements as of August 2004. The FY 2005 figures 
are annualized for comparison to 2004. Financial information was taken from www.capitecbank.co.za and 
from Capitec’s 2004 annual report. 

52  http://business.iafrica.com/news/348932.htm. 
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  2004 2003 % Change 

Earnings R45,382,000 R30,023,000 51 

Shareholders’ funds R428,153,000 R385,933,000 11 

Net loans outstanding R134,878,000 R115,770,000 16 

Loans disbursed during year (1) R1,904,000,000 R1,477,000,000 29 

Number of branches 265 266 (0) 

Number of personnel 1402 1180 19 
(1) Excludes Botswana and Namibian branches sold during 2003. 

 
144.      Following is a summary of key ratios for the Bank for fiscal year 2004 (ended 
February 29, 2004) and fiscal year 2005:  

 FY 2004 FY 2005 

Gross return on portfolio 318% 312% 

Net interest margin 315% 305% 

Net impairment/Average portfolio 23% 20% 

Operating expenses/Average portfolio 239% 231% 

Return on assets 10% 11% 

Return on equity 11% 14% 

Assets/Capital 1.19 1.39 
 
145.      The most remarkable thing about these ratios and percentages is that they are not at 
all typical of bank performance. Although Capitec is building its deposit base, currently its 
loan funding largely comes from equity, as the very low Assets/Capital figures indicate. 
Though the net interest margin will drop as a percentage of the loan portfolio as deposits are 
built up, the more that loans can be funded from deposits rather than capital, the more 
Capitec will realise the benefits of financial leverage in its return on equity. In addition, the 
figures reflect the much greater costs of doing microlending as well as providing branch 
services: both the net impairment costs, and particularly the operating expenses, are a 
significant percentage of the average portfolio.53 However, this is likely partly due to the fact 
that the bank has recently invested heavily in upgrading and thus has significant unused 
capacity and room for growth. This is also a good demonstration of the need to charge 
considerably higher rates for microfinance, but it also shows that microfinance can be quite 
profitable after all costs are covered.  

146.      Capitec Bank’s entrepreneurial and innovative approach to banking provides 
financial services that are more affordable than those available elsewhere in the market. The 
metrics cited in the previous paragraph do indicate that if the bank can continue to improve 

                                                 
53 These figures appear to include write-offs of accrued interest as well as actual loan principal losses, as the 

stated arrears rate in Capitec’s financial statements (loans with payments that are overdue by 90 days) is 1.4 
percent of outstanding loans. 
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efficiencies through growth of existing branches, maintain or improve portfolio quality, and 
increase its leverage ratio, its model can profitably service the lower-income segments of the 
South African market. 
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