~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Seibel, Hans Dieter; Kumar, K.C.Bijay

Working Paper

Das nepalische Mikrofinanzsystem: Formelle und nichtformelle
Finanzinstitutionen im Spannungsfeld zwischen Armutsbezug und
wirtschaftlicher Tragfahigkeit

Working Paper, No. 1998,3

Provided in Cooperation with:
University of Cologne, Development Research Center

Suggested Citation: Seibel, Hans Dieter; Kumar, K.C.Bijay (1998) : Das nepalische Mikrofinanzsystem:
Formelle und nichtformelle Finanzinstitutionen im Spannungsfeld zwischen Armutsbezug und
wirtschaftlicher Tragfahigkeit, Working Paper, No. 1998,3, Universitat zu Kéln, Arbeitsstelle fir
Entwicklungslanderforschung (AEF), K6In

This Version is available at:
https://hdl.handle.net/10419/23673

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/23673
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

Universitat zu Koln
Arbeitsstelle fur Entwicklungslanderforschur

University of Cologne
Development Research Center

N,

Working Paper No. 1998-3

Hans Dieter Seibel & Bijay Kumar K.C

Microfinance in Nepal:
Institutional viability & sustainability
and their compatibility with outreach to the poor

Das nepalische Mikrofinanzsystem:
Formelle und nichtformelle Finanzinstitutionen
im Spannung sfeld
zwischen Armutsbezug und wirtschaftlicher Tragfahigkeit



Universitat zu Kéln University of Cologne

Arbeitsstelle fur Entwicklungslanderforschung Development Research Center
Bernhard-Feilchenfeld-Str. 11, 50969 KéIn Bernhard-Feilchenfeld-Str. 11, D-50969 Cologne
Tel.: 0221-470.4078, Fax: 0221: 0221-470.5195 Tel.:""49-221-470.4078, Fax: *'49-221-470.5195

seibel@uni-koeln.de




Microfinance in Nepal:
Institutional viability & sustainability
and their compatibility with outreach to the poor

Das nepalische Mikrofinanzsystem:
Formelle und nichtformelle Finanzinstitutionen
im Spannung sfeld
zwischen Armutsbezug und wirtschaftlicher Tragfahigkeit

Project proposal to:
Projektférderungsantrag an:
DFG - Deutsche Forschungsgemeinschaft
(German Research Council)

by

Prof. Dr. Hans Dieter Seibel
University of Cologne, Germany
Universitat zu Koln

in cooperation with:
in Zusammenarbeit mit;

Prof. Dr. Bijay Kumar K.C.
Kathmandu University



Kathmandu — Cologne, May 1998



Contents/ Inhaltsverzechnis

1 Overview Ubersicht 1
1.1-1.7 | Propcsal data Antragsdaten 1
1.8 Summary Zusammenfasaing 2
2 State-of-the-art and own contributions 3
2.1 State-of-the-art 3
2.2 Own contributions 6
3 Objedives and working program 8
3.1 Objedives 8
3.2 Methoddogy and working program 12
4 Budget Beantragte Mittel 15
4.1 Budget for German reseach team Deutsche Personal - und Sachkosten 15
4.2 Budget for Nepali reseach tean Personal- und Sachkaosten des auslandi-

schen Kooperationspartners 16
5 Prerequisites Vorausstzungen fur die Durchfihrung 16
51 German reseach team Zusammensetzung cer Arbeitsgruppe 16
5.2 Nepali research team Zusammenarbeit mit ausl. Wissensch. 17
5.3 Relationship to Nepa Auslandsbezug 17
5.4 Equipment in Cologre Apparative Austattungin Kdln 17
5.5 Regular budget Laufende Mittel fir Sadhausgaben 18
6 Dedarations Erkl&rungen 18
7 Signature Unterschrift 18
8 Annexes Verzachnisder Anlagen 19




1.1.

1.2.

1.3.

1.4.

1.5.

1.6.

1.7.

Overview / Ubersicht
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1.8 Summary

How to developin third world countries a sedor of viable financial institutions with sustainable
financial services for the whole popuaceincluding the poa? During the 90s an answer to that
guestionis being sought in the field of microfinance, which comprises formal and norformal
financial institutions in cooperative, communal or private ownership as well as governmental and
nongovernmental national financia institutions with microsavings, microcredit and microinsurance
services. The aucial isauein the arrrent debate isthe compatibility of outread to the poar and
ingtitutional viability and sustainability. It is claimed that institutions reading the poa at not viable,
while viable ingtitutions ignore the poar. However, there ae exceptionsto thisrule, also in Nepal.
What istheir seaet of sound kanking pradices?

The projed is geared to astudy of the system of microfinancein Nepal concerning (a) the eonamic
viability and financial sustainability of various types of institutions with microfinance services; (b)

their outread to the poar; (c) the compatibility of outread and viability; and (d) the impad of the
palicy and legal framework onthat compatibility.

With suppat from the German Reseach Courcil, DFG, the projed propacsal was jointly prepared in
April 1998in Kathmanduwith the projed partner, the private University of Kathmandu,in
cooperation with the cantral bank, Nepal Rastra Bank, the ayricultural development bank ADBN
and GTZ. Theseinstitutions plan to cooperate dosely in the exeaution d the proposed projed,
expeding from the projed management a cdalytic role. It is expeded that through the projed,
schalars of the Dept. of Finance of University of Kathmandu (as well as graduate students) will be
enabled to analyze MFIs, coordinate reseach of participating institutions, provide financia
management training and contribute to bah the outread and sustainability of MFIsin Nepal.

Zusammenfasaung

Wie entsteht in Entwicklungslandern ein leistungsfahiger Sektor wirtschaftli ch tragfahiger
Finanzinstitutionen mit einem nachhaltigen Angebat von Finanzdienstleitungen fur die gesamte
Bevolkerung einschliefdlich der Armen? In den 90er Jahren wird de Antwort auf diese Frage
zunehmend im Bereich des Mikrofinanzwesens gesucht. Dieses umfaldt formelle und richtformell e
Finanzinstitutionen im genossenschaftlichen, kammunalen oder privaten Eigentum sowie nationale
stadli che und richtstaali che Finanzinstitutionen mit Dienstleistungen fir Kleinsparer,
Kleinkreditnehmer und Kleinversicherungsnehmer. Im Mittelpunkt der gegenwaértigen Diskusgon
steht die Frage nach der Vereinbarkeit von Breitenwirkung bzw. Armutsbezug undinstitutionell er
Tragfahigkeit: Institutionen fir die Armen seien nicht tragfahig, tragfahige Institutionen dagegen
nicht auf Arme ausgerichtet. Allerdings gibt es Ausnahmen von deser Regel, darunter auchin
Nepal, deren Geheimnis eff ektiver Finanzpraktiken zu ergriinden ist.

Ziel des Vorhabensist daher die Untersuchung des nepali schen Mikrofinanzwesens unter
besonderer Beriicksichtigung (a) der ingtitutionell en Tragfahigkeit und Nachhalti gkeit der
verschiedenen Institutionen mit Mikrofinanzdienstleistungen; (b) ihrer Breitenwirkung und
Ausrichtung auf die Armeren; (c) der institutionenspezifischen Vereinbarkeit von Armutsbezug und
wirtschaftli cher Tragfahigkeit; und(d) der institutionellen Rahmenbedingungen, dedie
Vereinbarkeit beanflussen.

Der Projektantrag wurde im April 1998mit Unterstiitzung der DFG gemeinsam mit dem Partner,
der privaten Universitét Kathmandu, urter Betelli gung der Zentralbank Nepal Rastra Bank, der
Agrarentwicklungsbank ADBN und der GTZ ausgeabeitet. Die genannten Institutionen erwarten
von dem Projekt eine Katalysatorrolle and beabsichtigen, bei der Durchfihrung ihrer
Forschungsaktivitéten im Bereich des Mikrofinanzwesens eng zusammenzuarbeiten. Von dem
Projekt wird eine nachhalti ge Qualifizierung der kooperierenden nepali schen Wissenschaftler
erwartet. Sie sollten befahigt werden, eigene Untersuchungen Uber das Mikrofinanzwesen
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durchzufiihren, de Untersuchungen der beteili gten undweiterer Institutionen zu koadinieren, ein
Aushil dungsangebat in Finanzmanagement zu erstellen undzur Verbesserung der Breitenwirkung
und cer institutionell en Tragfahigkeit der Mikrofinanzinstitutionen beizutragen.



2. State-of-the-art and own contributions

21 State-of-the-art

Financial systems development, the Asian financial crisis, and microfinance

Since the seminal works of McKinnon (1973 and Shaw (1973, the important role of the financial
sedor in development has increasingly gained recognition. No financial sedor study in Asia can at
present ignare the financia crisis:

* itsroot causes. hazadous, pditicdly instigated lending; inadequate internal resource
mobili zation;, unhedged foreign exchange eposure; and, abowe dl, inadequate
regulation and supervision;

* and itsimpact on the poor and near-poor, who, dwe to soaring inflation rates, lose
their savings, and dwe to the illi quidity of financia institutions, lose what little accesto
credit they had.

The devasting effeds of the recent financial crisis in East and Southeast Asia have lent additional
emphasisto the crucial question of,
* how to creade and prudentially regulate viable financial institutions with sustainable
financial services, proteding at the same time the savings of depaositors and preventing
moral hazad in lending.

This question pertains not only to banks which are & the wre of the formal financial sedor; but also
to microfinance institutions which tend to be ignared in the aurrent discussons on crisis resolution
and crisis prevention by rational governments, regulators and international agencies sich as the
IMF.

Key concepts
In the context of the propased study, ou focus is on the microfinance sedor:

* microfinance is defined as a sedor of forma and noriormal financia institutions
providing microsavings, microcredit and microinsurance services to the microeconamy,
thereby all ocating scarce resources to microinvestments with the highest marginal rates
of return. In a narrow sense, microfinance institutions (MFIs) are small locd financial
ingtitutions. In a wider sense, they may also comprise national or regional banks with
microfinance services for small savers and barowers.

The market of microfinanceis the microeconamy:
* the microeconomy includes such target popuations as microentrepreneurs, small
farmers and the landless women and the poar.

All this beas on two core isaues, institutiona viability and sustainability — terms which are
frequently used interchangeably:

» viability refers to the extent to which an institution covers its costs, has its loans repaid,
and makes a profit;

» sustainability refers to the extent to which an institution, in addition to being viable,
mobhili zes its own financial resources internally (equity, savings, reserves from profits)
instead of depending on goernment or dona resources. (Getubig et al. 1997 Seibel
1996.

In the cae of microfinance, athird core issueisadded, ouread to the poar:
» outreach refersto the extent to which all segments of the popdation, including the poar,
have accssto financial institutions and their services



The compatibility isuue
Outread, viability and sustainability - these ae thus three key themes of concern to schdars,
policymakers and technicd experts.
 The core isue is. are they compatible, or can emnamic viability and financia
sustainability only be adieved at the expense of outread to the poa; or increased
outread to the poar at the expense of viability and sustainabilit y?

Theoretical review
A brief review of different theoreticd approaches to development that bea on financial systems
development and microfinanceisin order.

Modernization theory, the dominant approach to development during the 195G and 6@, has
generally failed becaise of an inherent dilemma. Ignaing indigenous institutional founditions of
national and locd econamies, govwernments and donas st out to transfer Western institutions of a
market econamy to the developing courtries— bu the transfer was to be designed and implemented
by central state planning institutions. The resulting institutions turned ou to be state institutions,
such as date hospitals, state schods, state-owned enterprises, and state-owned banks. Based ona
restrictive banking law, government banks were established, including development banks with
subsidized targeted credit programs. The evolution d these ingtitutions into ecnamicadly viable
financial intermediaries between savers and investors was prevented by repressve monetary and
interest rate palicies.

The same gplied to state-controlled cooperatives and dona-induced credit groups. Their self-help
charader, the essence of which is savings mobili zaion, was dattered by subsidized credit
channeling o external resources at condtions and for purposes determined by gowernments and
donas. Approadhes inspired by socialistic ideas led to the establishment of mono-tier banking
systems which have meanwhile llapsed o been transformed. Both approadhes have in common a
guantitative orientation to emnamic growth, rather than a qualitative orientation to structural
development. Suggesting a adltural tabula rasa before the onset of modernizaion, bdh rejeded
building onindigenous econamic structures and institutions, which thus remained in the so-cdled
informal financial sedor outside of governmental control.

In contrast to these two perspedives, ethnosociologists have studied indigenous financia
ingtitutions as a cre dement of indigenous emnamies, among them locd ingtitutions of various
origins: private moneylenders and deposit colledors, rotating and nonrotating savings- and credit
asciations and aher types of solidarity and self-help groups (e.g. gulds and reighbahood
asciations with savings and credit transadions). They mobili zetheir own resources, are aapted to
their market, rely on their own resources, and dfer to the bulk of the popuation, particularly the
poarer sedions, accessto financial services. However, they doso only to alimited extent and within
the anfines of segmented locd markets.

The Information and Transaction Cost Approach (Meyer & Cuevas, 1990, which is part of the
New Ingtitutional Econamics (NIE), is appropriate for the analysis of the emnamic dficiency of
financial organizations, or the inefficiency of government-owned development finance ingtitutions.
Government ownership and various forms of government intervention aggravated the pervasive
problems of asymmetric information, adverse seledion and moral hazad, which are key concepts of
this approach (Llanto & Chua 1996. NIE provides a basic theoreticd perspedive for the analysis of
longterm development processes of a ourtry's financial system, with the institutional framework
(pdlicy andlegal environment) asits focus (North 1990.

Shortcomings

Theoreticd interests in financia systems development in the McKinnon tradition as well as the
multil ateral interventions by The World Bank and the International Monetary Fund are geared to the
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formal financial sedor. Their approac is top-down, with governments as partners. The bulk of the
poarer part of the popuation and their demand for adequate financial services remains out of their
sight. As a result, reform measures fail to take the financial needs of the poa into acourt; ther
self-help efforts, e.g. in the form of savings- and credit associations or private depaosit colledion, are
ignared; and suitable legal forms for small locd financia institutions are ladking, thereby
preventing the upgading d locd MFIs and self-help institutions. They remain small and isolated
instead o transforming themselves into vill age banks, people’'s banks or locd savings banks, with
their own apex organizations for liquidity exchange and accessto sources of refinance by the central
bank.

The anergenceof microfinance
Changes began in the mid 80s and gained momentum after the Microcredit Summit of February
1997in Washington. The interest in viable institutions and in their sustainable outread to growing
numbers of the poa has converged in a new field: microfinance The World Bank, largely ignarant
of microcredit and microsavings well into the ealy 90s, aso dscovered microfinance, ,an areaof
priority in the fight against poverty” (Deschamps & Lambert 1997 29), and initiated, in June 1995,
the establishment of CGAP, the Consultative Group to Asgst the Poorest. The growing interest in
microfinance has resulted mainly from two market failures: the inability of governmental
development banks to provide financial services to the bulk of the poarer popuation and cover their
costs, and the inability, or unwillingness of commercial banks to offer financia products with
pricing and condtions commensurate to the transadion costs, risks and term requirements of the
small-scade business Over the past two yeas, communicaion on microfinance has prea like
wil dfire. There have been four mgjor channels of communication:
* book pulticaions (Albe & Gamage 1996 Bouman & Hospes 1994); Conroy et a. 1995
Count 1996 Garson 1996 Hulme & Mosdy 1996 Krahnen & Schmidt 1994
Rutherford 1996 SEEP 1995 Seibel 1996 Todd 1996, b);
» gpedalized journas such as Asia Padfic Rural Finance (Bombay & BangkokK);
* international conferences such as the Microcredit Summit, Washington DC, 2/1997,and
Bank Poor '96, Kuala Lumpur, 121996
» and finaly current discussons via the internet, espeaally among the participants of the
Development Finance Network (DFN) operated by the Department of Agricultura
Econamics and Rural Sociology d The Ohio State University.

There ae two important studies of microfinance in Nepal: an extensive study d rural finance
(ADB & NRB 1994; and a study d six spcefic microfinance institutions and their role in powerty
alevation (Pant & Dhungel 1996. Other recent studies are by Gupta (1994 and Uphadyaya (1995.

Donor dependency, adverse seledion, and moral hazard

The focus of the discusson in microfinance has frequentyl been oningtitutions and goups, anong
them the Grameen Bank, that (i) have an exclusive focus on the poar; and (ii) have been asssted by
governmental and norgovernmental donas and are sustained by sizeale eguity contributions and
subsidies to their running expenses. In many cases, this dona dependency has had negative dfeds
on the seledion d customers or members (adverse selection) and the repayment rate (moral
hazard). As noted in the arrent literature and in the discusgons amongthe DFN participants, most
of these institutions are not sustainable; and their viability and self-reliance ae naot in sight, at least
nat if their customers are the poa. As World Bank authors Deschamps & Lambert (1997 22) noted
in aparticular courtry study:



~an appropriate mix of performance and ouread has gill not been achieved by locd
inititatives in microfinance when sustainability is in sight, ouread is limited, bu when
outread is potentialy large, sustainability considerations appea to have been negleaed.”

Cases of ingtitutional viability

Yet virtualy al informal financial institutions cover their costs right from their beginning. There is
also a number of semiformal and formal institutions which are profitable from an ealy time on and
which mobili ze their own resources. An example is Bank Shinta Daya in Indoresia, a small rural
bank with some 30,000customers, which is not dona-financed. (Seibel & Parhusip /1998. An
excdlent example of a viable nationd institution is government-owned Bank Rakyat Indoresia. It
provides a rapidly growing number of customers of the poaer sedions of the popuation with
microfinance services (2.49 million barowers and 16.17milli on savers as of December 31 1996,
mohili zes its resources internally, and makes a profit from microcredit. There ae anumber of such
cases which show that, many negative examples notwithstanding, ouread and Mability may be
compatible.

The compatibility of outreach to the poor and institutional viabili ty
In the framework of the ongang dscusson onmicrofinance, ou reseach interests focus on the
followingissues:
* How can microfinance ingtitutions be viable and, at the same time, provide financial
servicesto the poar, combining viability and ourea?
* What types of microfinance ingtitutions, with which kind o property and gowernance
structure, are suitable providers of financial servicesto the poar?

* What are sound (or best) pradices of increasing ouread and lowering transadion and
information costs? (What are gpropriate savings, credit and insurance products and
suitable terms and condtions? What are dfedive ways of mobili zing internal resources?
What is the impad of tied credit (tied to savings or commodity marketing)? What is the
impad of exclusive targeting d women or the poar on ouread and viabilit y?)

 What are the dfeds of the institutional framework (monetary and interest rate palicy,
property rights, legal forms, supervision) on ouread, viability and sustainability?

Given the preliminary evidencethat in the longrun ony viable financial institutions can sustain and
increase their outread, ou concern thus focuses on the compatibility of outread to the poa and
ingtitutional viability; and onthe fadors which influence this compatibility. At the same time, with
the East- and Southeast-Asian financial crisis lurking in the badk, we will examine what lessons
have been leaned, and what precaittions are being suggested, o how to improve the hedth o
financial institutions banking with the poar and their regulatory environment.

2.2 Own contributions

2.2.1 Preparatory studies
The proposed reseach projed is based on some preparatory studies of norformal and formal
financial institutionsin Nepal, combining kasic and applied reseach arientations:

1988 reseach onendogenousinformal financial institutions and pasible linkages with banks:

Meena Acharya, H.D. Seibel & BishnuP. Shrestha: Self-Help Groups in Nepal. Asia Padfic
Rural Finance (BangkoK Vol. 1 No. 1, 1988 3-6; pp 1-5in: B.R. Quinores, Hg., Self-Help
Groups as Informal Financial Intermediaries. Bangkok, APRACA Publicaions 1992
Meena Acharya, H.D. Seibel & Bishnu P. Shrestha: Promotion d Linkages between Banks
and Self-Help Groupsin Nepal. Bangkok, APRACA Publicaions 199Q



H.D. Seibel & Bishnu P. Shrestha: Dhikuti: The Small Businessmen's Informal Self-Help
Bank in Nepal. Savings and Development (Mail nad), Vol. 12,No. 2, 1988183-200

1995 abrief study onthe transformation d an indigenous rotating savings institution:

H.D. Seibel & Uttam Dhakhwa: From Informal to Forma Microfinance The
Transformation d the Dhikuti in Nepa. Asia Padfic Rura Finance (Speda Issue on
Grasgooats Finance) 12/ 1997 98101 H. D. Seibel & H. Schrader: From Informal to
Forma Microfinance Revisited: The Himalaya Finance and Savings Company in Nepal.
Draft paper, 41998,Kathmandu& Cologne

199596. studies of the transformation o the Small Farmers Development Program of the
Agricultural Development Bank of Nepal into autonamous locd financial institutions:

H.D. Seibel & Mohammed Mortuza Small Farmers DevelopmentProjed: Rural Financia
Systems Development in Nepal. Eschbarn, GTZ 1995

H.D. Seibel & Guenther Ketterer: Small Farmers Development Projed:an Evauation.
Eschban, GTZ 1996

199697: secondary analysis of six case studies of microfinanceinstitutions in Nepal:

H.D. Seibel: Microfinance Capadty Assessment in Nepd, in: I. Getubig, J. Remenyi & B.
Quinores, Ed.. Credaing the Vision. Microfinancing the Poor in AsiaPadfic. Isaues,
Constraints and Capadty-building. Asian and Padfic Development Centre, Kuala Lumpur
1997, pp 788, H.D. Seibel, Harihar Dev Pant & Dipak Dhungdl: Microfinance in Nepal:
an Assssnent of Microfinance Ingtitutions Banking with the Poor. Econamics and
Sociology Occasional Paper No. 2368, Rural Finance Program, Dept. of Agricultural
Econamics, The Ohio State University, Columbus, Ohio, revised January 1998

Preparatory studies of amore general nature ae presented in:
H.D. Seibel: Financial Systems Development and Microfinance Viable Institutions,
Appropriate Strategies and Sustainable Financial Services for the Microeconamy. RolRdaf,
TZ-Verlag 1996.
H.D. Seibel: Upgrading, Downgrading. Linking, Innovating: Microfinance Development
Strategies — A Systems Perspedive. Econamics and Sociology Occasional Paper No. 2371,
Rural Finance Program, Dept. of Agricultural Econamics, The Ohio State University,
Columbus, Ohio, June 1997
H.D. Seibel: Microfinance Strategies. Strategies for Developing Viable Microfinance
Institutions with Sustainable Services — The Asian Experience NENARACA Microcredit
Conference, Amman, 1-3 June 1998

2.2.2 Projed preparation

This projed propasal is based onthe gplicaion o July 7, 1996,and the aditional statement of
February 18, 1997,and gaes bad to the suggestion d the main committee of the DFG (letter of
September 29, 1997, ,to work out, in afirst step, the detail ed structure of the financial market and
the interconredions between its sgments.” The badkground d the orginina propcsal was an
agreament between Prof. H. D. Seibel, Diredor of the Development Reseach Center of the
University of Cologre, and Prof. Dr. Bijay Kumar K.C., Diredor of the Dept. of Finance
Kathmandu University, readed duing avisit to Nepal in April 1996,to jointly plan and cary ou a
projed on the transformation d informa indigenouws financia institutions (dhikuti). Uttam
Dhakhwa, tean leader of the GTZ technicd asgstance projed to the Small Farmers Development
Projed of ADBN, was instrumental in initi ating this cooperation.

In March/April 1998,the German Reseach Courcil DFG suppated a projed preparation journey
(approval letter dated 26.2.1998to Nepal with the following ohedives:
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* participative projed preparation together with the coperating partner, Prof. Dr. Bijay
Kumar, University of Kathmandu

e contading persons and ingtitutions who are interested in the results of the study a who
may participate in the study in dred or indired ways; among them co-authors, heals of
relevant projeds and staff of various financial institutions including the central bank

» colledion d information and material from partner and aher institutions (including
Central Bank, banks, nongovernmental institutions, GTZ and Asian Development
Bank/DAI)

e participatory reseach panning including reseach question, hypdheses, objedives,
methoddogy, work plan and costs

The main isaues discussed in preparation d the projed propasal included:

* indtitutional viability and sustainability of the different ingtitutions providing
microfinance servicesin Nepal,

» their outreach and aientation to the poaer sedions of popdation, including
microentrepreneurs, small farmers and the landless and women;

e compatibility of outread to the poa and institutional viability & sustainability in
various types of MFIs

» sound practices and financial products of institutions banking with the poa (terms and
condtions of loan contrads; microsavings, microcredit and microinsurance products;
tedhndogies of lower transadion and information costs; instruments of internal resource
mobhili zaion; ties between savings and credit; exclusive vs. inclusive banking with
women and the poar; ownership and goernance structures)

e indtitutional framework (monetary and interest rate podlicy, property rights,
enforcement of claims, legal forms of MFIs, MFI inspedion and supervision) and their
effeds on ouread, viability and sustainability.

On April 7-8, 1998,a projed preparation seminar was held at the GTZ office in Kathmandu.
Minutes of the seminar were jointly prepared (Annex 1) and signed by the research teams from the
universities of Cologre and Kathmandu, the ceitral Bank Nepal Rastra Bank, the agricultural
development bank ADBN and the representatives of two GTZ Projeds (Annex 2).

The projed propasal as given below (chapter 3.1) was presented to the Governor of Nepal Rastra
Bank Satyendra P. Shrestha and to Deputy Governor Prafulla K. Kafle, to the General Manager of
ADBN Devendra P. Shah, and the Diredor of the GTZ office in Kathmandu, Peter Rhode. These
organizations expresed a strong interest in the projed and its caalytic function, expeding a
synergy effed ontheir basic and applied research adivitiesin thefield of microfinance

Lists of organizaions and persons contaded (Annex 3) and d documents and materials coll eded

(Annex 4) are atached. A report on the the projea preparation journey was presented to DFG on 4
May 1998.

3. Objedives and working program



The following objedives are presented as jointly prepared and approved by the participants in the
projed preparation seminar on April 7-8, 1998,in Kathmandu (cf. Annexes 1-2).

3.1 Objedives

3.1.1 Projed god
The participants agreed onthe foll owing research projed god:

Factors of viability & sustainability, outreach, and their compatibility between are
determined among MFIs and their interlinkages in Nepal

Thisreseach projed isto contribute to the foll owing development god:
Viable MFIs provide sustainable financial services to low-income people

3.1.2 Target group
Thereseach projed is geaed to the foll owing units of research:

an intermediate target group of microfinance institutions and financial institutions with
microfinance services (as the dired units of research); and

the MFI market segment and ultimate end-user target group of low-income people
including small farmers, small and microentrepreneurs, women and the poa (as the indired
units of reseach).
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3.1.3 Proposed results

The following proposed results are to contribute to the d@tainment of the projea goal:

D)

2

3)
(4)
()

(6)

()
(8)

11

An analysis of the financial sedor and its sgments is caried ou in terms of institutional
sustainability and ouread onthe basis of existing data

An analysis of linkages between the main financial sedor segments with an ouread to low-
income people is caried ou

A network of participating organizations is establi shed
A coordinated approach of MFI data lledion and analysisisworked ou

Staff fr om participating organizations is trained in the gplicaion d the instruments of MFI
data olledionand anaysis

Participating ingtitutions are asssted in the wlledion and analysis of data on MFI
sustainability and ouread with the instruments jointly elaborated (Result 4) by trained staff
(Result 5)

Results of the study are evaluated

Results of the study are disseminated



3.1.4 Proposed activities

Theresults are to be atained through the following adivities:

D)

2

An analysis of the financial sedor and its sgments is carried out in terms of
institutional sustainability and outreach on the basis of existing data

Analyze sustainability and outreach of:
Commercial banks and their priority sedor programs
* Agricultural Development Bank and SFDP
*Development banks (Grameen hikas banks)
Savings and finance @mpanies aiming at low-income people
*Cooperativesincl. SFCL
NGOs
*Self-help groups (incl. induced and indigenous SHGs [dhikuti])
Moneylenders
(* = special emphasis)

An analysis of linkages between the main financial seador segmentswith an outreach to
low-income peopleiscarried out

Describe and analyze linkages and their effect on flow of resources, viability and outreach
between the following segments:

ODA-driven linkages:

Donas Government Commercia Bikas banks Small

NRB banks Priority-sedor groups
ADBN programs:
SFDP SFCL
IBP, BP Coops.
(PCRW)
MCPW, LGP
PDDP, RSRF

NGO-driven linkages:

INGOs

NGOs SHGs

Isolated institutions and their potential for linkages:

3)

12

Finance & SHGs
savings companies Dhikuti
A network of participating organizationsis established

Establish atask force
Establi sh criteria of participation



(4)

()

(6)

13

List potential organizations

Seled participating organizations

Carry out workshop d participating organizations
Agreeon contributions by participating organizations
Conclude agreements of cooperation

A coordinated approach of MFI data colledion and analysisisworked out

Collea instruments of MFI financial monitoring and evauation from CGAP, WOCCU
(PEARLS) and ahers

Acquire eisting software for MFI financial monitoring and data analysis

Adapt instruments to the requirements of the Nepali environment

Test and revise instruments

Staff from participating arganizationsis trained in the application of the instruments
of MFI data colledion and analysis

Train projed reseach staff from participating universities

Train students preparing dissertations or theses in the mntext of the projea
Train reseach staff fr om other participating organizations

Seled andtrain trainers from participating organizations

Participating institutions are asdsted in the @lledion and analysis of data on MFI
sustainability and outreach with the instruments jointly elaborated (Result 4) by
trained staff (Result 5)

Analyze outread:

Statisticd analysis of target groups/market segments:
Overall size of market acc to socia caegories and geographicd aress
Customers: savers, barowers, insurance astomers (outread)

Collea and analyze dataon MFls:

Liabiliti es: equity, deposits, barrowings, soft loans, grants
Assts: loan patfolio

Income and expenditure statement, profit andlosscadculation
Repayment performance

Repayment ratio
Lossratio
Arreasratio
Portfolio at risk
Analyze viability and sustainabilit y:
Viability: Operational self-sufficiency ratio
Sustainability: Full-financial self-sufficiency ratio
Sdlf-reliance: Subsidy-dependency index (Y aron)

Describe financia products of different MFIs including microsavings, microcredit and
microinsurance produwcts and their effed of viability and ouread to spedfic market
segments



(")

(8)

3.1.5

3.2

3.2.1

Compare the dficiency of individual and groupfinancial techndogies

Results of the study are evaluated

Analyze the dfeds of the pdliticd and pdicy environment (including the legal framework
and MFI supervision) on sustainability and ouread (up to and after 1990

Analyze the dfed of ownership and governance on sustainability and ouread

Analyze the time frame in which dfferent MFI achieve sustainability

Anayze the dfed of fixed and pretermined vs. flexible and market-oriented target group
definitions of MFIs on sustainability

Analyze the dfedivenessof minimalist (finance only) vs comprehensive (finance mmbined
with ather services and suppat) approaches

Anayze sound (best) microfinance pradices that contribute to the cmpatibility of
sustainability and ouread, dfferentiated acording to emlogicd environments (plains, hill s
and mourtains) and target groups

Analyze soundmicrofinance pradices in normonetized, margina areas

Prepare a speda report on recommendations by participating organizations for the
development of microfinancein Nepal

Draw lesns for financia crisis prevention

Prepare framework for follow-up study of organizational sustainability (incl. people's
ownership and governance, indigenous organizational principles and management pradices,
individuali st vs. social value orientation, transparency, supervision)

Results of the study are disseminated

Carry out joint workshop uporthe mnclusion d the study in Nepal

Coordinate reports of participating organizations

Prepare final report in Germany jointly with areseacher from Kathmandu University
Publish final Engli sh-language report jointly in Germany and Nepal

Prepare various articles for pulicaion in schoarly Nepaese, German and international
journals

Prepare newspaper articlesin Nepali with concise development messages

Asaumptions:
Participating organizations contribute personnel and resources.

Methodology and working program

Methodology:.

Sewmndary data analysis

There is a wedth o primary quantitative data and reports with quelitative information onMFI in
Nepal. Numerous organizations regularly produce monitoring data on the MFIs under their
jurisdiction. However, data mlledion and anaysis is neither coordinated na standardized. The
main methoddogy of the propcsed projed is therefore asewmndary data analysis and evaluation
under the auspices of the centra bank NRB and in close @operation with institutions which
generate such data, which for the purpase of this cooperation, form a network (cf. Result 3, to be
supervised by NRB). This will be complemented by seleded case studies and, as neal arises, by
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some primary colledion d MFI balance shed, ouread and performance data. A MFI Data
Schedule previously used by the gplicant and revised in Kathmanduisincluded as Annex 5.

The development of the methoddogy isto proceed in the foll owing steps:

Q) Colleding instruments of MFI data @lledionandratio analysis:
CGAP, SEEP/Cameadow, PEARLS, CARE (Savings & Credit SourcebooK

(2 Standardizing instruments:
First draft in Cologne
Test and revise with participating organizations (POs) in Nepal
- Standard instrument
- Speda modues for diff erent types of MFls
An MFI data aolledion shed previously used by the gplicant in previous dudies and
revised during projed preparationin Kathmanduis givenin Annex 5.

3 Descriptive and qualitative analysis of existing data and reports

4) Quantitative analysis of data on MFI sustainability and ouread by particating organzations
(5) Case studies of MFls

An example of the proposed methoddogy, combining quantitative analysis and qualitative

asessnent, may be foundin Seibel, Pant & Dhurgel 1998 (abstrad cf. Annex 6).

Sampling
An owerview of financial institutions was prepared for the projed preparation seminar and reviewed
(but nat finali zed) during the projed preparation seminar:

Financial I nstitutions,
Schemes Offered and Market Segments Served

Financial I nstitution Scheme Market Segment
Commercial banks comm. banking
poverty lending: small farmersand
IBP etc. women
ADBN comm. banking

Development Banks

Finance Companies

Insurance Companies

Cooperatives (reg.)

15

developm. banking

comm. farmers and devel opment projeds

Microfinance SFDP

small farmers (incl. women)

Grameen

poa and very poa women

private development banks

commercia finance

small and medium enterprise

savings mobhili sation

commercial

midde and lower income people

urban small and medium enterprise

individual

midd e income people

micro insurance

with limited banking function

urban employees and small entrepreneurs

SFCL

small farmers and women




registered cooperatives urban employees and micro entrepreneurs
Pawnshops (registered) commercial urban lower income people
socid urban lower income people
NGOs wholesale nea poa and pos SHG
retail nea poa and pos SHG
Unregistered dhikuti urban small entrepreneurs
Cooperatives/SHG
ASCRA rural poa
seandary financial functions mix
social insurance groups urban andrural poar
Moneylenders agricultural trade small farmers

non-agric. trade

small and micro entrepreneurs

general

labour income people

Projea participants will not be ale to uilize dl data generated onthe financia system, nar is all
information equally relevant with regard to the projed goal. On the basis of a preliminary
asessnent, participants suggested to place amajor emphasis on the Grameen-type devel opment
banks, cooperatives, anong them SFCLs (which resulted from the transformation & ADBN's gnall
farmers credit projed SFDP into autonamous locd financial institutions — cf. ANNEX 7, for
illustrative purposes), finance mmpanies with microfinance ativites (particularly HFSC — cf.
Annex 8), and, to a limited extent, onthe poverty banking programs of commercial banks, NGOs

andindigenouws savings and credit groups (dhikuti).
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3.2.2 Working program and time schedule

Month | Activity
Cologne University:.

1
2 Preparing instruments of data and ratio analysis

The participating institutions and universities:
4 Prep. conference, contading participating ingtitutions, seleding research staff
5 Training of researchers
6 Testing of instruments

The research teams:

7
8 Data wlledion
9
10 Data analysis
11
12
13 Preparing preliminary
14 reports by teams
15
16

The teams from Cologne and Kathmandu University:

17 Review of preliminary contributions, preliminary summaries for workshop

18 | Fina workshopwith part. institutions, preparing outlook for foll ow-up projed
19
20
21 Writing of the final report by university reseach teans
22
23
24
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