
Finance – Self Study Guide for Staff of Micro Finance Institutions 
 

SOLUTIONS TO EXERCISES 
 
 

Lesson 1: Principles of Credit 
 
 
1. What is meant by cash inflow and cash outflow? 

Cash inflows refer to revenue earned by the borrower activity while cash outflows refer to 
payments or purchases made by the business. 

 
 
2. Give some examples of activities that have regular cash flows. 
 

• grocery shop 
• small trading 
• dress making 
• cement block making 

 
 

3. Give some examples of activities that have irregular cash flows.  How do clients manage to 
make loan payments during periods of no revenue? 

 
• cow fattening 
• paddy husking 
• beer making 

There are various ways a client can manage during periods of little or no revenue.  For example: 
cash balances, a complementary activity, wage earnings of the borrower and/or other members 
of the family. 

 
 
4. Give an example of a loan diverted to another activity.  In what circumstances might this i) 

increase risk to the lender? ii) not increase risk to the lender? 

An example of a loan diverted to another activity would be an owner of a market fruit stand 
using her loan to pay for her daughter’s wedding. 

i) If loan funds are used to purchase an asset which does not generate income or to cover 
everyday cash requirements outside of the business, the client may have difficulty 
repaying the loan as there may not be cash available to make loan installments. 

ii) More mature clients may borrow funds for a non-income generating activity (and often 
do) providing they are generating income from their business sufficient to cover the loan 
repayment and are able to manage their cash flows such that they are able to repay the 
loan. 

 
5. What is a fixed asset loan?  Generally, how long should the loan term be to purchase a fixed 

asset? 

Fixed asset loans are those made for the purchase of an asset which is used in the income 
generating business.  Fixed assets are those assets which are used in the production process 
but typically have a life span of more than one year. 

Generally, a fixed asset loan has a term longer than one year. 
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6. What is a working capital loan?  Generally, how long is the loan term? 

Working capital loans are generally loans for current expenditures that occur in the course of the 
business.  Working capital refers to the investment in current or short term assets.   

Working capital loan terms are generally for two months to one year. 
 
7. List the potential uses of fixed asset and working capital loans of a poultry hatchery business?  

Fixed Asset:    Working Capital: 
- incubator - purchase of eggs 
- baskets and bowl - electricity cost 
- wire & holder  - cloths for wrappings 
- thermometer - sterilizing of eggs 
- shelves 

 
8. What is the difference between calculating interest on a flat vs. declining balance basis?  

The declining balance method means that the interest is calculated as a percentage of the 
amount outstanding during the loan term.  

The flat method means that interest is calculated as a percentage of the initial loan amount and 
not the amount outstanding (declining) during the loan term. 

 
9. For a $5,000 loan with monthly payments: 
 - annual interest at 20% declining balance = $ 558  - loan fee at 5% =   $ 250 
 - annual interest at 25% declining balance = $ 703  - loan fee at 10% = $ 500 
 
 Why does a 5% increase in the loan fee result in a higher nominal charge than the same 

percentage increase in the interest rate? 

An increase in the loan fee results in a higher nominal charge than the same percentage 
increase in the interest rate because the loan fee is charged on the initial loan amount whereas  
interest is calculated on the declining balance of the outstanding loan.   

 

10. Ms. Amena is a group member who owns a small trading business called Hawker Trading 
International.  Her average daily sales are $150. She works 6 days/week, 50 weeks per year.   

 She borrowed $5,000 for six months from the Toronto Micro-Finance Fund at a flat annual 
interest rate of 15%, a loan fee of 3% and with monthly payments.  She learned from experience 
that the average cost of goods sold in her business is 65% of the sale price, and that all other 
costs amount to $3,000 per annum. 

 
 (a) Calculate how much profit she earns from her business in the six-month period that she has 

the loan outstanding. 
 

Revenue: 
 Loan  $ 5,000 
 Sales  22,500
  Total Revenue 27,500 

 
Expenses: 
 Loan Installment – Principal 5,000 
  – Interest 375 
 Loan Fee  150 
 Cost of Goods Sold 14,625 
 Other Costs  1,500
  Total Expenses 21,650 

 
Net Profit  5,850 
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(b) If interest was calculated on the declining balance (monthly payments $870.17/month), calculate 

her profit for the same six month period. 
  
Revenue: 
 Loan  5,000 
 Sales  22,500
  Total Revenue 27,500 
 
Expenses: 
 Loan Installment – Principal 5,000 
  – Interest 221 
 Loan Fee  150 
 Cost of Goods Sold 14,625 
 Other Costs  1,500
  Total Expenses 21,496 
 
Net Profit  6,004 
 

 
11. Lucia is a member of the Toronto Micro-Finance Fund.  She began her Fabric Design Company 

with the help of a six month loan of  $5,000 at a 15% flat interest rate with monthly payments. 
Lucia used the loan amount to purchase silk screening supplies and fabric. She works out of a 
studio on which she pays rent monthly. After eight weeks, Lucia had designed several fabrics 
which she sold to friends. 

 
 Twelve weeks into the loan term, Lucia made a contact with a design company which wanted to 

purchase fabric for their Spring line.  They agreed to pay Lucia an up-front fee for her to design 
the fabric, with the balance to be paid when the entire order was delivered (in 8 weeks). 

 
 Show a cash inflow and cash outflow diagram for the above case. 
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Lesson 2: Effective Cost of Borrowing 

 
 
1. Define financial and transaction costs for the borrower. 

Financial costs include interest, fees, forced savings, group fund and insurance fund 
contributions.  Transaction costs refer to either money paid out to access the loan or opportunity 
costs foregone.  Examples of transaction costs are child care and transportation costs to attend 
meetings and other transaction costs such as time away from the business, plus the opportunity 
cost of savings.   

 
 

2. Identify whether the following costs are financial or transaction costs:                           
     

 FINANCIAL 
COST 

TRANSACTION 
COST 

Interest √  
Forced savings √  
Cost of opening a bank account  √ 
Transportation cost for receiving loan  √ 
Attendance at weekly meetings  √ 
Missed investment opportunities due to  
delays in loan disbursement 

 √ 

 
 
3. What are opportunity costs? 

Opportunity costs, include:  attendance at meetings and the corresponding absence from the 
business, missed investment opportunities because of delays in the disbursement of a loan, 
extra time spent processing a loan because of a lost or misplaced document by the micro-
finance organization or the borrower, and the opportunity costs of holding savings rather than 
using the money directly in the business. 

 
 

4. Gemina is a member of the Philippine Savings and Credit Union.  She saved P. 5 each week 
and earns 6% per annum interest on her savings.  After saving for 50 weeks, she saved P. 250.  
If Gemina could invest her savings in her business rather than leaving them on deposit, she 
could earn P. 24 on P. 250 for one year.   

 Calculate the opportunity cost for one year of Gemina’s saving with Philippine Savings and 
Credit Union rather than investing the savings in her business.  

Interest earned - investing in her business  P24 
Interest earned - from Credit Union (P250 x 6%)  P15 
Opportunity Cost of Savings in Credit Union  P 9 

 
 

5. What are the components of effective cost? 

• interest 
• cost of forced savings or group fund contributions 
• fees 
• interest calculation method 

 
 
6. Write the formula for estimating the effective cost of a loan. 

Effective cost = amount paid in interest and fees  
  average principal amount outstanding 
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7. What is the impact on the effective cost of (i) a change in the calculation method for interest 

from declining balance to flat; (ii) an increase in loan fees; (iii) a shortened loan term? 

(i) The effective cost will increase. 

(ii) The effective cost will increase. 

(iii) A shortened loan term can result in an increase or a decrease in the effective rate 
depending on whether the interest is calculated on a declining balance or flat method 
and whether or not there are fees charged.  If interest is calculated on a declining 
balance and there are no loan fees then the effective cost will decrease.  If the interest 
is calculated on a flat basis and/or there are loan fees charged, then the effective cost 
will increase.  

 
 
8. Estimate the Effective Cost per month for clients: 
 

• Loan Amount: $5,000 • Interest rate: 15% flat 
• Loan Term: 6 months • Loan fees: 5% 

 • Monthly Loan Payments: $958.34 
 

Months Payments Principal  Interest  Principal O/S  
($) ($) ($) Balance ($) 

 00     –    –    – 5,000.00 
 01    958.34 833.34 125.00 4,166.67 
 02    958.34 833.34 125.00 3,333.32 
 03    958.34 833.34 125.00 2,499.98 
 04    958.34 833.34 125.00 1,666.64 
 05    958.34 833.34 125.00    833.30 
 06    958.34 833.34 125.00        0.00 

   5,750.00 5,000.00 750.00  
 

Effective Cost = Amount paid in interest and fees  
  Average principal amount outstanding 

Effective Cost = 750  +  250 
       2,917 

 = 34.3% (5.7% per month) 
 
 
9. The total outstanding portfolio of a branch is Rd 350,000.  The branch collects Rd 100,000 as 

savings from the group members with an interest rate of 7% per annum. The remaining balance 
of the portfolio is funded by Head Office with interest of 12% per annum.  What is the average 
cost of funds of the portfolio? 

= (100,000 x 7%) + (250,000 x 12%)
   350,000 

=  10.6% 
 

 
10. "If savings are used to fund the loan portfolio, the average cost of funds is lower for a branch."  

Do you agree? If yes, with what condition?  Does this take into account increased operational 
costs?  Is it possible that collecting savings could in fact reduce a micro-finance organization’s 
profitability? 

If savings are used to fund the loan portfolio, they can lower the average cost of funds for a 
micro-finance organization. However, this does not reflect the increase in operational costs 
incurred to provide savings services.  The cost of delivering savings products could exceed the 
cost of obtaining wholesale funding elsewhere, thus reducing a micro-finance organizations’ 
profitability. 
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Lesson 3: Break-Even Analysis 
 
 
1. What are fixed costs?  

Fixed costs are those incurred on an ongoing basis and are not dependent on the level of 
production. They are costs which remain the same regardless of whether the operation makes 
one product or several hundred. Examples of fixed costs are: rent, depreciation, maintenance, 
salaries, insurance, utilities and fees. 

 
 

2. What are variable costs? 

Variable costs are those that are directly related to production and vary depending on the 
volume produced. 

 
 

3. What is the break-even point? 

The break-even point of a service or product is reached when total revenue equals total costs. 
 
 

4. Define the contribution margin. 

The contribution margin is defined as revenue less variable costs per item. 
 
 

5. Write down the formula for the break-even point. 

Break Even Point = Total Fixed Costs  
    Contribution Margin 
 
 

6. Define the term ‘step cost’. 

Step costs are those costs that increase once specific volume levels are reached. An example 
would be a chick-rearer who purchases another incubator once a certain number of chicks are 
produced.  Another example is a business that must hire a new employee as the business 
grows. 

 
 
7. Selina runs a weaving business. She makes hand woven cloth by the metre.  She produces 12 

metres of cloth per month which she sells at a stand in the market each Sunday.  She borrowed 
Q2,500 @ 15% annual flat rate from the Finance Fund of Guatemala for 6 months with monthly 
payments. Other information on her business includes:  

i) purchased a hand loom for Q2,000, which she depreciates over 2 years, at Q83 per 
month 

ii) cost of coloured threads Q250 per metre 
iii) transportation costs Q100 per month 
iv) stall rental Q60 per month 
v) selling price of the cloth is Q350 per metre 

 
 Calculate the break-even points in metres and sales revenue per month. 
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Break Even Point = Total Fixed Costs = (Q83 + Q100 + Q60 + Q479) = Q 722 
(Sales Volume)  Contribution Margin  (Q350 – Q250)  Q 100 

  = 7.22 metres/month 
 
Break Even Point = Total Fixed Costs + (Break-Even Volume x Variable Cost per Item) 
(Sales Revenue) 

  = 722 + (7.22 x Q250/m)  

  = Q2,527 /month 
 
 
8. ABC Credit company incurs the following monthly expenses: 

  Salaries and benefits      3,400 
   Administration expenses      1,620 
   Rent and utilities      1,440 
   Other fixed expenses         800 
   Interest on debt @ 12% annual rate per 1,000         10 
   Interest paid on deposits @ 6% annual rate per 1,000          5 
   Travel and transportation per 1,000 loans outstanding       4.5 
 
 ABC Credit company earns a 20% yield on their loans.  Calculate the portfolio size required to 

break-even in a month. 
 

Break Even Point   = Total Fixed Costs 
      Contribution Margin 
 
Total Fixed Costs    =  3,400 + 1,620 + 1,440 + 800  =  7,260 

Yield/1,000 loans outstanding = 200 

Variable Costs/1,000 loans outstanding  =   10 + 5 + 4.5 =  19.5 

Contribution Margin      =  (Yield – Variable Costs) 

    = (200 – 19.5) = 180.5 

Break Even Point    = 7,260 =  40.22 
     180.5 

Volume of 1,000 loans outstanding required to break even:  
     = 1,000 x 40.22 
       =  40,222 average loans outstanding/year 
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Lesson 4: Viability of a Micro-Finance Organization 
 
 
1. List and define three types of costs incurred by an organization when delivering credit. 

i)  Financial costs 
ii)  Loan loss provision 
iii)  Operational costs 

 
 

2. How does a micro-finance organization earn revenue? 

• Interest income 
• loan fees/service charges 
• other fees 
• other revenue generating activities 

 
 

3. List five variables that affect the revenue of a branch? 

• loan volume 
• interest rate and fees 
• loan terms 
• late payments 
• loan losses 
• idle funds 

 
 

4. When calculating the Return on Assets ratio, is it better to use Total Assets, Average Performing 
Assets or Average Outstanding Portfolio as the denominator?  What is the main determinant for 
selecting the denominator? 

The choice of which denominator to use depends on the activities of the organization.  If all the 
assets are used for providing credit (and/or savings) then Average Total Assets is appropriate.  
Average Performing Assets is more appropriate if only some of the assets are used to support 
credit activities.  If the purpose is to simply measure the portfolio activity and not measure any 
investment or funds management, then Average Portfolio Outstanding can be used. 

 
 

5. If a micro-finance organization has the following revenues and expenses, is it considered 
operationally self-sufficient? 

• revenue - Bs174,000 
• financial costs - Bs37,000 
• Loan loss provision - Bs14,000 
• operating expenses - Bs134,000 

 
 Operational self-sufficiency =  

 Operating Income 
 Operating Expenses + Financing Costs + Loan loss provision 

 
  = 174,000
   185,000 

 
  = 94%  (not Operationally Self-Sufficient) 
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6. Refer to the Income Statement and the Portfolio Report in the Sample Account Analysis and 

calculate the following for December 31, 1995: 
 

• Cost per unit lent ratio 
• Cost per loan made 
• # of active loans per credit officer 
• Portfolio outstanding per credit officer 

 
 

Operating Efficiency Ratios  1995 1994 1993
Cost per Unit of Money Lent Operating Costs

Total Amount Disbursed 0.09 0.10 0.12

Cost per Loan Made Operating Costs
Number of Loans Made 8.94 10.08 9.91

# of Active Loans per Credit Officer No. Of Active Loans
No. Of Credit Officers 300 239 209

Average Portfolio per Credit Officer Value Loans O/S
No. of Credit Officers 12,500 10,167 11,250

 
 

7. Using the Income Statement and Balance Sheet from the Sample Account Analysis, calculate 
the following Viability Ratios for 1995 and discuss three year trend analysis: 

 
 
 INDICATORS 1995 1994 1993 

 ($) (%) ($) (%) ($) (%)  
Average Performing Assets 100,000  78,750  59,750   

        
Return on Performing Assets 21,500 21.50% 18,850 23.94 % 13,600 22.76 %  
Financing Costs -3,700 -3.70% –3,500 –4.44 % –1,200 –2.01 %less 
Gross Financial Margin 
(Spread) 

17,800 17.80% 15,350 19.49 % 12,400 20.75 % = 

      
Loan loss provision -2,500 -2.50% –3,000 –3.81 % –5,000 –8.37 %less 
Net Financial Margin 15,300 15.30% 12,350 15.68 % 7,400 12.39 % = 

      
less Operating Costs -14,300 -14.30% – 13,100 –16.63 % –10,900 –18.24 %

1,000 1.00%= Operating Margin –750 –0.95 % –3,500 –5.86 % 
      

-6,600 -6.60%less Imputed Cost of Capital –6,600 –8.38 % –6,600 –11.05 %
-5,600 -5.60%= Net Margin –7,350 –9.33 % –10,100 –16.90 % 

      
       0 0%plus Donations and Grants 950 1.21 % 3,500 5.86 %

-5,600= Net Result –6,400 –8.13 % –6,600 –11.05 % 
      
      

104.88%  Operational self-sufficiency   96.17%  79.53% 
       

79.34% 57.38% Financial Self-Sufficiency 71.95% 
 
NOTE: Inflation rate for 1995 was 10%; commercial rate on debt was 16%;  

concessional rate on debt was 5%. 
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Lesson 5: Delinquency Management 
 
 
1. What does “amount past due” mean? 

The amount past due is the amount of loan payments that have become due but have not yet 
been received. 

 
 

2. What is the suggested formula for repayment rate? 

On-Time Repayment Rate = amount received on time less prepayments  
  total amount due 
or 
 
Repayment Rate = amount received (current and past due) less prepayments
  total amount due plus past due amounts 
 

 
3. What are the limitations of repayment rate?  What does it not indicate? 

The repayment rate does not indicate the quality of the loan portfolio but rather it measures the 
rate of loan recovery.  Repayment rates measure the amount of payments received with respect 
to the amount due, whereas other ratios (Portfolio at Risk and Delinquency Ratios) indicate the 
amount of risk in the portfolio.  The repayment rate is a good measure for monitoring branch or 
loan officer performance over time if it is calculated correctly and in a consistent manner. 

 
 

4. What is a delinquent loan? 

A delinquent loan (or loan in arrears) is a loan on which any payments are past due.   
 
 
5. What is the formula for Amount Past Due Ratio? 

Amount Past Due  = amount past due
    portfolio outstanding (including amounts past due) 
  

 
6. What is the formula for Portfolio at Risk Ratio? 

Portfolio at Risk = outstanding balance of loans with payments past due  
    portfolio outstanding (including amounts past due) 

 
 

7. What does “Aging of Portfolio at Risk” mean? 

Aging of Portfolio at Risk refers to recording the amounts in arrears based on the length of time 
in arrears.  For example, arrears are often aged 1-30 days, 31-60 days, 61-90 days, etc.  Aging 
of Portfolio at Risk provides portfolio quality information to estimate the required Loan loss 
reserve. 

Aging of Portfolio at Risk = O/S Loans w/Pmts 30-60-90 Days Past Due  
 Current Outstanding Portfolio 
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8. What is a Loan loss reserve?  How is it created? 

A Loan loss reserve is an accounting entry (as discussed in the ACCOUNTING Module) which 
represents the amount of outstanding principal that is not expected to be recovered by a micro-
finance organization.  The longer a loan is in arrears, the lower is the chance of receiving 
payment. 

The amount of the Loan loss reserve should be based on historical information regarding loan 
default and the aging analysis and should be calculated periodically (monthly, quarterly, etc.) to 
determine whether a Loan loss provision needs to be made to increase the Reserve.  The 
Reserve as a percentage of loans outstanding may be regulated in some countries if the micro-
finance organization is regulated as a formal financial institution.  If it is not, the rate should be 
determined for each category of arrears based on what the organization thinks is the probability 
of the loan defaulting. 

 
 

9. What is meant by a rescheduled loan?  a refinanced loan? 

Rescheduling a loan refers to extending the loan term and/or changing the payment schedule.  
Refinancing refers to providing an additional amount of loan funds to the original loan amount. 

 
 

10. How should rescheduled and refinanced loans be monitored and reported? 

Rescheduling or refinancing loans reduces the arrears in a portfolio by converting a delinquent 
loan into one that is suddenly a loan with no arrears, even though the risk has not necessarily 
been reduced and may in fact be higher due to the rescheduling or refinancing.  All rescheduled 
loans should be monitored separately and with additional care.  They should not be reported as 
healthy loans in the portfolio. 

 
 

11. Thuc Dong is a member of the Women’s Credit Association in Viet Nam. She received a loan of 
VD 400,000 with a 15% annual flat interest rate. The term of her loan was 26 weeks with weekly 
payments. She made loan payments for 14 weeks.  She did not pay the remaining 12 weeks. 

 
 From the above case, calculate the following:  

I) lost interest revenue and principal (separately) 

Total payments on VD 400,000 @ 15% annual flat interest: 

Principal  VD 400,000  + Interest VD 60,000 

Lost Principal  =  VD 400,000 x 12/26   
 =  VD 184,800 

Lost Interest  =  VD 60,000 x 12/26  
 =  VD 27,692 

ii) the number of loans required to generate revenue to cover lost principal 

Lost Principal      =  VD 184,800  
Revenue per Loan  VD   30,000 

 =   6.16 loans of VD 400,000 

iii) the number of loans required to generate revenue to cover lost interest revenue and 
principal 

Lost Interest and Principal    =  VD 212,492   
Revenue per Loan   VD   60,000 

    =   3.54 loans of VD 400,000 
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12. Using the Portfolio Report from the Sample Account Analysis, calculate the following Portfolio 

Quality Ratios for December 31, 1995: 

I) Amount Past Due Ratio = Amount Past Due  
  Current Portfolio Outstanding  

 = 7,000  
  84,000 

 = 0.08 

ii) Portfolio at Risk Ratio  =  O/S Balance of Loans with Payments Past Due
  Current Portfolio Outstanding    

 = 18,000
  84,000 

 = 0.21 
 
 
 Using the Balance Sheet and the Income Statement from the Sample Account Analysis, 

calculate the following Ratios for December 31, 1995. 

iii) Loan loss reserve Ratio = Total Reserve  
  Current Portfolio Outstanding  

 = 7,000
   84,000 

  = 0.08 

iv) Loan Loss Ratio = Amount Written Off in Period 
  Average Portfolio Outstanding  

  = 500  
   75,000 

  = 0.01 
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Lesson 6: Cash Flow Management 
 
 
1. How does too much or too little cash cause difficulties for a micro-finance organization? 

In addition to missed payments or opportunities, too little cash on hand can result in additional 
costs.  For example, if a branch or an organization inaccurately forecasts their cash 
requirements and runs short, they will have to borrow short-term funds (if available) which are 
generally expensive.  Too much cash can be expensive as well.  Cash that sits idle does not 
earn any income and consequently affects profitability. 

 
 

2. Write two examples of non-cash expenses for an organization. 

Depreciation and Loan loss provision are two examples of non-cash expenses. 
 
 

3. What are idle funds?  What is the formula for the Idle Funds Ratio? 

Idle Funds refer to funds which an organization has that are not earning any revenue, or less 
revenue than what could be earned if lent out to borrowers. 

Idle Funds Ratio = Cash + Near Cash
    Outstanding Portfolio 
 
 

4. What does liquidity refer to? 

Liquidity refers to the ability of a business to meet the immediate demands for cash, for loan 
disbursement, bill payments, and debt repayment. 

 
 

5. Write down the formula for the liquidity ratio. 

Liquidity Adequacy = Cash & Expected Cash Inflows in the Period 
    Anticipated Cash Disbursements in the Period 
 

The liquidity ratio should always be greater than one. 
 

 
6. The following revenues and expenses were incurred by a branch for the month of January 1995:  
 

Activity KSh 
Loan Disbursements 100,000 
Interest Expense 3,000 
Fixed Asset Purchase 15,000 
Salaries   30,000 
Rent   20,400 
Utilities     5,200 
Transportation     4,000
  177,600 

 
 The branch received KSh. 125,000 in loan payments, KSh. 30,000 from loan fees and collected 

KSh. 5,000 in forced savings. The branch’s opening balance January 1, 1995 was KSh. 20,000. 
 
 The branch manager must create a cash budget for February, 1995 taking into consideration the 

following assumptions for February, 1995:  
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i. loan payments due (including interest) are KSh. 135,000 
ii. the on-time repayment rate is expected to be 90% 
iii. loan disbursements will be increased by 10% from the previous month 
ii. fixed asset purchases of the branch will be reduced to KSh. 5,000  
iii. salaries, interest and transportation expenses will be the same as the previous month 
iv. rent will be increased by 2% from the previous month 
v. utilities expenses will be increased by KSh. 200 
vi. loan fees will be increased by 10% from previous month  
vii. borrowers are required to save 5% of the loan received 
viii. the maximum monthly opening cash balance a branch can have is KSh. 20,000 
ix. no borrower savings will be withdrawn   

 
 From the above information, calculate the cash requirement of a Branch for the next month 

using the sample Branch Cash Forecast outline provided. 
 

 
BRANCH CASH FLOW FORECAST 

Opening 
Cash At 

Beginning 
of Month 

Loan Pay-
ments Due 
(Including 
Interest) 

On-time 
Repay-
ment 

Rate (%) 

Expected 
Loan 

Payments 

Expected 
Loan fees 
Collected 

Expected 
Savings 

Collected 

Expected 
Loan 

Disburse-
ments 

Expected 
Payments 

Fixed 
Costs 

Expected 
Payments 
Variable 

Costs 

Expected 
Savings 
With-

drawals 
(A) (B) (C) (D) (E) (F) (G) (H) (I) (J) 

Jan 1/95 
100,000 - - 125,000 30,000 5,000 100,000 70,600 7,000 - 

Feb 1/95 
100,000 135,000 90% 121,500 33,000 5,500 110,000 61,208 7,000 - 

 

Net Cash – January 31, 1995    = Ksh. 2,400 (request Ksh. 17,600 from Head Office) 

Net Cash – February 28, 1995  = Ksh. 1,792 (request Ksh. 18,208 from Head Office)
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Lesson 7: Creating a Budget 
 
 
1. What are the benefits of budgeting? 

A budget provides a plan so that everyone in the organization has a similar vision of where the 
organization is going during the next time period.  The budget projects assets, liabilities and 
equity as well as income and expenses for the future.  A budget also motivates an organization 
to reach its goals and to evaluate its progress.  It helps management make decisions about the 
organization, manage the financial resources of the organization and avoid certain problems 
before they occur. 

 
 

2. What are the characteristics of an effective budget? 

An effective budget should: 
- state all of the assumptions 
- be understandable and simple 
- represent the combined judgement of staff and management 
- cover a period for which reliable estimates can be made 
- be flexible to permit adjustments 
- establish standards of performance 
- provide motivation and guide performance 
- guide management and staff toward objectives 

 
 

3. Describe the budgeting process. 

The following steps are suggested for developing a working budget: 
  
• Portfolio Budget 

- determine the monthly loan disbursement amounts according to the age of the 
branch and past history 

- determine the loan portfolio outstanding for the year taking into account the current 
and past due loans and the portfolio turnover (affected by loan term) 

- determine the amount of loan repayment 
- determine the revenue on the basis of the loan portfolio  
 

• Expense Budget 
 - estimate all operating expenses for the period 
 - estimate Loan loss provision required 
 - estimate financing costs for the period 

Once the working budget(s) have been reviewed, revised and finalized, a final budget is 
developed. Budgeting is an iterative process between Head Office and the branches or 
departments.  Approval of each branch budget is made at a higher level and used for future 
evaluation of the branch. 

 
 

4. How is the budget implemented and analyzed? 

Implementing the budget is an important component of budgeting.  Management must work with 
staff to make sure that the budget projections become a reality.  Effective budget reporting must 
be easily understood and timely.  Minimum reporting periods should be at the end of each 
quarter.  It should also be flexible enough to adapt to various levels of staff and board.  And 
finally, the budget should allow for corrections when necessary. 
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Budget variance analysis refers to comparing actual results with those budgeted at a specific 
period of time. By looking at each line's actual results relative to the amounts budgeted, 
managers can determine how closely the actual operations met the budget.  Any significant 
differences must be explained.  If the variance was caused by a non-recurring event, then future 
budgets need not be adjusted, but, the event needs to be explained.  If the variance is due to 
inaccurate budgeting, then future budgets should be adjusted.  If the variance is due to 
inefficient operations or inadequate staff efforts/workload, then credit policies, staff expectations, 
staff incentives, etc. can be modified. 

 
 

5. Using the following assumptions, prepare a budget for the year ending 1995. 
 

• current portfolio and income on 
current loans increase by 15%  

• no grants for operations 

• past due portfolio remains the same 
• interest on investments decreased by 

500 (due to lower interest rates) 
• interest on debt increases by 200 • no change in late fees 
• write off loans for 500 • all operating expenses increase by 10% 
• restructured loans and interest on 

restructured loans double 
• Loan loss reserve increase by 2,000 
• loan fees increase by 7.5% 

 Compare the budget with actual figures (from the Income Statement in the Sample Account 
Analysis) and calculate the variance, stating whether it is a positive or a negative variance. 

 
 Actual 

1994 
Budget 

1995 
Actual 
1995 

Variance Explanation 

Loans Outstanding  
  Current 50,000 57,500 66,000 + 14.8% 
  Past-Due 19,500 19,500 17,000 – 12.8% 
  Restructured 500 1,000 1,000 0.0% 
Total Loans Outstanding 70,000 78,000 84,000 + 7.7% 
 
Financial Income 

 

  Interest on Current & Past Due Loans 12,000 13,800 15,400 + 11.6% 
  Interest on Restructured Loans 50 100 100 0.0% 
  Interest on Investments 1,500 1,000 500 - 50.0% 
  Loan Fees/Service Charges 5,000 5,375 5,300 - 1.4% 
  Late fees on loans 300 300 200 - 33.3% 
Total Financial Income 18,850 20,575 21,500 + 4.5% 

Financial Costs  
  Interest on debt 3,500 3,700 3,700 0.0% 
  Interest paid on deposits 0 0 0 0.0% 
Total Financial Costs 3,500 3,700 3,700 0.0% 
 
GROSS FINANCIAL MARGIN 15,350

 
16,875 17,800

 
+ 5.5% 

Provision for loan losses 3,000 2,500 2,500 0.0% 

NET FINANCIAL MARGIN 12,350 14,375 15,300 + 6.4% 

Operating Expenses  
  Salaries and benefits 5,000 5,500 6,000 - 9.1% 
  Administrative expenses 2,500 2,750 2,600 + 5.5% 
  Occupancy expense 2,500 2,750 2,500 + 9.1% 
  Travel 2,500 2,750 2,500 + 9.1% 
  Depreciation 300 330 400 - 21.2% 
  Other 300 330 300 + 9.1% 
Total Operating Expenses 13,100 14,410 14,300 + 0.8% 
  
NET INCOME FROM OPERATIONS (750) (35) 1,000 --- 

Grant Revenue for Operations 950 0 0 0.0% 

Excess Of Income Over Expenses 200 (35) 1,000 --- 
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