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Chapter 6:  Methodology
1 Overview

tc \l2 "Overview
	Methodology

	· Individual Lending
· Peer Lending
· Solidarity Group Lending
Latin American

Grameen

· Lending to Community-Based Organizations (CBOs)
Community-Managed Loan Funds (CMLFs)

Revolving Loan Funds

Village Banking

Savings and Loan Associations (SLAs)




Choice of methodology is fundamental to a program's effective delivery of services.  Methodology is the set of systems and procedures a program develops in order to deliver its services to clients.  Perhaps the most fundamental error in program design is to choose an inappropriate methodology, and as this chapter will show, there is no one best methodology.  Rather, there is a best methodology for the context of each program.  One of the primary goals of the Program Design Framework is to assist in the selection and adaptation of the best methodology.

Methodology is closely related to many other boxes in the Program Design Framework, earning its position as the center box of the framework.  The methodology chosen needs to be appropriate to the characteristics of the Target Group and the Environment.  The methodology is comprised of the set of Interventions determined to be best suited to the needs of the target group.  Selection and adaptation of the best methodology for the program's context will permit the institution to achieve greater degrees of Efficiency, which in turn permit greater Sustainability and Impact.

Programs offering savings and credit services to SEAs need to incorporate methodologies which are both appropriate and sustainable.  These methodologies deviate radically from those employed by formal lending institutions.  To illustrate, commercial banks have established systems for disbursing loans in such a way as to minimize the risk of loan default, but these systems are oriented toward analysis of larger loans, typically a minimum of $3,000 and an average of $10,000.  To offset the costs incurred through disbursing a loan of this size, the bank earns interest income on this amount.  A microcredit program, however, would have to make 100 loans of $100 in order to loan out an equivalent $10,000.  Furthermore, if the microcredit program's loan term is 4 months, as is often the case, these 100 loans must be processed 3 times per year in order to keep the same amount of money loaned out and yield interest income equivalent to that earned by one $10,000 loan with a one-year loan term.


300 loans of $100 with 4 month terms  =  1 loan of $10,000 with a one-year term
In other words, for both systems to be sustainable at the same rate of interest,
 the microcredit program must be 300 times as efficient in loan disbursement as the commercial bank.  Clearly, an appropriate and sustainable credit methodology for SEAs must deviate significantly from standard formal lending institution practice!  This chapter describes the popular methodologies that have evolved and been tested, and that incorporate these lessons about efficiency.

1 Individual and Peer Lending

tc \l2 "Individual and Peer Lending
Of all the existing credit and savings programs, no two are completely identical in methodology, even those sponsored by the same development agency.  This is in fact appropriate, because the specifics of a program's methodology should be carefully chosen to balance the many elements under consideration in the Program Design Framework, and no two target groups, no two operating environments, and no two programs' goals are identical.  Nevertheless, all program methodologies can be divided into two broad categories on the basis by which they guarantee their loans:  programs either disburse loans to individuals, which are guaranteed by the borrower's collateral and/or cosigners,
 or they disburse loans via groups, where members of the group guarantee the repayment of each other's loans.  This typology provides a useful basis for conceptualizing the current dominant methodologies and their variations.

There are a number of significant distinctions between methodologies when they are divided on the basis of loan guarantee.  Methodologies which guarantee businesses individually are usually highly modified variants of the systems employed by commercial banks, with some additional techniques drawn from the experience of moneylenders, as will be explained later.  Loans are guaranteed by pledged loan collateral, such as fixed assets or land of the business or household and by cosigners unaffiliated with the lending institution; potential clients are screened by means of credit history checks and character references; loan analysis is based on a thorough viability analysis of the business being financed; program staff typically work at developing close, long-term relationships with clients; and the workload -- particularly for client screening and loan analysis -- falls heavily on program staff.

In peer lending methodologies, on the other hand, the functions typically performed by bank staff are delegated to the borrower group:  peers screen clients by determining who to accept into their group; loan analysis is minimal, depending instead on peer assessments of each other's businesses and on a series of small, gradually-increasing loans; loans are guaranteed by other members of the group; and program staff handle large numbers of clients and maintain a more distant relationship with them.

This primary level of distinction in lending methodologies -- between individual and peer lending -- is based on the loan guarantee mechanism.   Individual lending programs can all be clustered together as they all follow the same basic approach, but peer lending can be further subdivided, as shown in Figure 1.  The next level of distinction for peer lending is based on the expectation of future independence from the program of the group which has been formed for lending purposes.  Those methodologies which do not anticipate the eventual graduation of the group from the lending institution are considered Solidarity Group approaches.  Those methodologies which have as a primary goal the development of the internal financial management capacity of the group, so that the group can act as a mini-bank and achieve eventual independence from the lending institution, are considered Community-Based Organization (CBO) approaches.  
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Solidarity Group approaches, in turn, can be divided fairly cleanly along the Latin American Model
 and the Grameen Model.
  Both of these methodologies use the solidarity group approach to guarantee individual loans.  The principle distinction is the degree to which the formation of the group serves simply a loan guarantee mechanism as opposed to the group being an integral part of the lending institution itself.

The Community-Based Organization (CBO) approaches can be further classified as Community-Managed Loan Funds (CMLF) or Saving and Loan Associations (SLA).  In these methodologies, the institution lends to the CBO rather than to individual clients, and the CBO acts as an informal financial institution.  The only distinction between the CMLF and SLA categories is that at least part of the CMLF's loan funds are received from outside the group, either in the form of a loan or a grant.  SLAs, on the other hand, generate all of their loan funds through internal mobilization of member savings, receiving no outside funds.  There are two primary approaches to community-managed loan funds -- Village Banking
 and Revolving Loan Funds.  The primary distinction between these two approaches is the flexibility with which the lending is structured.

The concepts of Delivery Channel and Methodology are closely related and, particularly where community-based organizations are involved, can be easily confused.  Delivery Channels refer to the institutional structure through which CARE delivers services to the clients.  This can mean partnering with another institution, either a Financial Institution (FI) or a Non-Financial Institution (NFI), or it can mean direct delivery by CARE.  It is important to understand that methodology begins at the point where the direct contact with clients first takes place.  Because the CBO methodologies involve direct contact with groups of clients, and because they are informal organizations as opposed to formal institutions, formation of the CBOs is considered to be a lending methodology, and the CBO is not considered to be part of the delivery channel.

	
Table 1: Comparison of Methodologies

	
Individual Lending
	
Peer Lending

	$
Loans are guaranteed by
 collateral and/or cosigners

$
Potential clients are 
screened by credit checks and
 character references

$
Loan amount is based on
 thorough viability analysis

$
Loan size and term can be 
tailored to needs of business

$
Loans can reach large sizes 
and lengthy terms

$
Program staff work to 
develop close, relationships 
with clients

$
Each client is a signi​ficant
 in​vest​ment of staff time & 
energy
	$
Loans are mutually guaranteed with other borrowers

$
Potential clients are screened by their peers

$
Little or no analysis is made of the business

$
Loan size and term closely follows a predetermined gradual growth curve

$
If loans become too large or terms are too long, repayment incentives can break down

$
Program staff have a distant relationship with large numbers of clients

$
Groups of peers are used to reduce staff workload



	
	
Solidarity Groups
	
Community-Based Organizations

	
	$
Program does not develop financial
 self-management capability of the group
$
Participants are considered long-term 
"clients" of the program
	$
Program does develop financial self-management 
capability of the CBO

$
Program works towards goal of independence of the
 CBO

	
	
Latin American SG
	
Grameen
	
CMLF
	
SLA

	
	$
Group formation
 is simply a loan 
guarantee mechanism
	$
Groups become
 a part of the inst​
itutional structure


	$
CBO receives and manages
 external funds (either grant or 
loan), in addition to member 
savings
	$
CBO generates all 
funds through inter​nal 
savings​ or retained
 interest; re​ceiv​es no 
outside funding

	
	
	
	Village Banking
	Rev. Loan Fund
	

	
	
	
	· Rigid loan con​ditions
	· Flexible loan conditions
	


In summary, there are two principle methodologies -- Individual Lending and Peer Lending -- which are subdivided into six operational methodologies -- Individual lending, Latin American Solidarity Group lending, Grameen-style Solidarity Group lending, Village Banking, Revolving Loan Funds, and Savings and Loan Associations.  The table on the following page summarizes the comparison of these methodologies.  The specifics of these methodologies will be thoroughly explained in a later section.  The following section, however, provides an overview of the evolution of these basic approaches, useful for understanding their points of commonality and divergence.

A.
Evolution of the Current Methodologies

1 Limitations of pre-existing financial services

Prior to the involvement of development agencies in microenterprise support, the poor had to rely on the pre-existing financial services to try and meet their financial needs.  These potential sources include informal sources such as Rotating Savings and Credit Associations or ROSCAs, moneylenders and middlemen, and formal sources such as banks and cooperatives.  All of these sources, however, suffer serious limitations in their ability to provide viable financial alternatives for the poor.  Thus, when SEAs have access only to these sources, their growth and development is seriously constrained.  These limitations are summarized in Table 2 and detailed in the following paragraphs.

	
Informal Sources
	
Formal Sources

	
ROSCAs
	
Moneylenders/Middlemen
	
Banks and Coops

	*
inflexible timing of loans

*
limited and inflexible loan 
amounts

*
risk of loss of investment
	*
extremely high interest rates

*
obligation to sell to mid​dle​
man at sub-market rates

*
often limited loan amounts


	*
very limited access

*
high transaction costs

*
rigid collateral requirements


Nearly every culture has developed an informal financial system, generically referred to as ROSCAs, in which members form a self-selected group and agree to each contribute a regular, fixed amount every week or month.  The members then take turns collecting the full contribution for that period until all members have had an opportunity to receive the pot.  The order in which members receive the pot is sometimes determined by lottery, sometimes by mutual agreement of the group members, and sometimes by need or personal emergencies of the group members.

For example, seven market women may choose to contribute $10 to their group fund every Monday morning, forming a pot of $70 which one woman receives.  Over the course of seven weeks, each woman receives one pot of $70 and also contributes $70 to the pot at the rate of $10 per week.  The first people to receive the pot are, in essence receiving interest-free loans from the other members.  The last members to receive the pot are no better off financially than if they had simply saved up their own money themselves on a weekly basis.

The advantages of joining a ROSCA are that it provides a discipline for savings that might not otherwise occur, and that it bonds the members together socially and in some cases allows them to respond to each other's emergency needs.  ROSCAs present definite disadvantages, however, particularly as a means of financing enterprise needs.

ROSCAs are limited primarily by their lack of flexibility.  The rotating nature of the distribution system reduces the likelihood that a member will be able to receive her disbursement at the time when she can make the best use of the money.  Her business may need cash now, or she may have an opportunity to buy something for her business at a special price, but she needs to wait her turn in the credit rotation.  The lack of flexibility is also apparent in the loan amounts.  The members all receive exactly the same amount, as mutually agreed by members, regardless of their precise needs.  Thus, a member with more ability to absorb and productively use credit will be unable to do so.  In some situations, the social and transactional costs of participating in a ROSCA, such as participating in regular meetings, or providing refreshments for group members, can be perceived as an additional cost of receiving credit.  Finally, some people may be unwilling to assume the risk involved in participating in a ROSCA; members may drop out of the group after they have received their payment and before everyone else has had a turn to receive credit, causing the group to disintegrate.  

The moneylender/middleman system has the obvious drawback of charging extremely high interest rates.  Although providing for needed capital in times of personal emergencies, few investment opportunities can support such a high cost of capital.  Only investment activities with fast turnaround and a high return to capital, such as small-scale retail, can benefit, and even then loan amounts have to be relatively small with very short loan terms.  Otherwise, interest payments rapidly build up to unbearable levels.  Middlemen often have a monopolistic hold over small producers, particularly in agriculture.  Producers need inputs for their business, which middlemen provide.  When producers lack the cash to pay for these inputs, middlemen are often happy to provide them in the form of a loan using the producer's output as the collateral for the loan.  The middleman can either inflate the price of the inputs (the producer has nowhere else to turn for lack of cash), charge a specified -- and high -- interest rate, require the producer to sell his or her output to the middleman at sub-optimal prices, or apply some combination of the above.  In any case, the producer loses a great deal of potential income due to the lack of alternative credit sources.

The formal sources, such as banks and cooperatives, tend to be accessible only to the largest businesses, typically those with $10,000 of assets or greater.  Even for these businesses, transaction costs are very high, with financial institutions requiring exhaustive analysis and lengthy loan processing periods.  Finally, these institutions, due to their risk-averse orientation as well as requirements imposed by banking regulators, have highly restrictive collateral requirements, normally limiting access to those borrowers who own their own home.

1 Introduction of microenterprise financial services

Recognizing the limitations of existing financial services, private development organizations started initiating credit programs for SEAs in the 1970's.  These early microenterprise programs were basically adaptations of existing bank practices, relaxing collateral requirements and developing more appropriate systems for analyzing loans and character.  Over time, programs gradually recognized that every activity and aspect of the loan process had to been streamlined to the fullest extent possible.  Growing experience indicated which steps could be minimized while still ensuring the quality of the loan portfolio.  Theoretically, all administrative aspects of credit systems are oriented toward the goal of minimizing the risk of loan default.  Ensuring high loan repayment is the primary reason for requiring credit history checks, loan feasibility analysis, strong collateral requirements, and such.  There is usually a direct tradeoff between less administration and greater risk of default, and banks have learned how to optimize their systems for their target group.  That is, they do not apply systems which guarantee no default.  Rather, they have systems by which an additional dollar spent in loan processing would result in at least one additional dollar collected that would have otherwise defaulted.  By treating loan default as an expense, in other words, they are minimizing their expenses.  Since SEAs represent an entirely different target group than the traditional bank clientele, the systems needed to be radically adapted.  With experience, programs learned how procedures could be creatively designed to decrease administration costs while actually enhancing the quality of the loan analysis.

1 Lessons learned from existing financial services

The best microcredit approaches that emerged starting in the 1970's learned valuable lessons from the positive elements of the pre-existing financial systems.  A growing literature on ROSCAs concluded that peer review provided an excellent and efficient means of selecting trustworthy clients.  That is, friends, neighbors, relatives, and long-time business associates are a better, or at least a more efficient, means of providing a character reference than the traditional banking procedures.  Second, ROSCAs showed that the poor could be persuaded to repay their loans through peer pressure.  Peers put more pressure and a different kind of pressure on borrowers than program staff are willing and able to do.  In addition, borrowers felt more obligated to repay when they were the ones to lose out rather than a faceless institution with unimaginably large resources.  ROSCAs also showed that the poor have the abilities and willingness to manage their own informal financial institution.  Finally, ROSCAs showed that the poor, although truly poor, do have modest resources available which they can mobilize in the form of savings that can be used to benefit others in their group.

Next, moneylenders/middlemen were initially treated only with wrath by the development field due to the crushingly high interest rates charged to the poor, who had nowhere else to turn.  Gradually, more research was done on why and how moneylenders continued to operate.  Valuable lessons extrapolated from their experience include, first, the fact that the poor can indeed repay loans when they feel a willingness (and a necessity) to do so.  Second, microeconomic analysis of SEAs showed that extremely high rates of return on assets enable the poor to pay higher interest rates than formal sector businesses and still have a profit left over.  Third, moneylenders and middlemen showed how they could approve loans based on a personal knowledge of the borrowers rather than a sophisticated feasibility analysis of the investment.  Fourth, they showed that informal collateral requirements are adequate for working in the informal sector.  Finally, moneylenders/middlemen understand the importance of rapid response to credit needs.  When emergencies strike or when crops need to be planted, borrowers need timely, non-bureaucratic access to credit.

Although banks and cooperatives have been generally unsuccessful with lending to the poor, there are several valuable lessons that their experience provides (and which literature in the field has usually failed to acknowledge).  First, they demonstrate the value to the borrower of having access to various credit products in order to meet the wide variety of needs of borrowers.  Second, they provide lessons about the key indicators to be used if in fact a financial analysis is to be performed, e.g., inventory turnover rate and debt-equity ratio are better than the more elaborate cash flow projections expected of more formal business.  Third, they have established a precedent by which disinterested parties can be expected to co-sign for a loan, providing both a character reference for the borrower and a means of peer pressure on borrowers, as well as an alternative for loan recuperation if all else fails.  Next, banks and coops have shown how (and when) the legal system can be used as a means for recuperating a loan.  Development finance programs have also learned from banks the value of and means to financially manage their operations.  They have learned the importance of achieving a high degree of cost-recovery, the value of operating with a business-like rather than a project-oriented approach, and the necessity of monitoring loan activity through well-functioning accounting systems.  Banks have also shown that the provision of medium- to long-term credit requires the ability of the institution to charge a moderate interest rate, perhaps higher than the formal sector commercial rate but significantly lower than the moneylender rate.  Many programs have been set up which charge higher-than-market interest rates, but as a result they are only able to supply a market for short-term loans.  Finally, as programs have entered more into the realm of savings mobilization, they have learned from banks the importance of external regulation to ensure that these savings are safeguarded.

A summary of these lessons learned from the ROSCAs, moneylenders, and banks and coops is presented in Table 3.

	ROSCAs
	Moneylenders/Middlemen
	Banks / Coops

	*
client selection through peer 
review

*
repayment pressure through
 peers

*
ability of participants to self-
manage their own program

*
savings mobilization
 potential of the poor
	*
recognition that the poor can
 and will repay loans with interest
*
awareness that high returns on
 assets allow payment of high 
interest rates

*
client selection based on 
personal knowledge of borrowers
*
loaning with informal
 collateral requirements

*
need for rapid response to
 credit needs
	*
designing credit products to
 meet wide variety of needs of 
borrowers

*
recognition of important 
aspects of business viability 
analysis

*
usefulness of personal 
guarantors to pressure 
repayment

*
how to use legal means of 
loan recuperation

*
value of a business-like 
approach

*
importance of achieving 
cost-recovery

*
loan accounting principles
*
long-term credit requires 
low interest rates

*
importance of external 
regulation of the institution to 
safeguard participant savings


Although each of the pre-existing services -- ROSCAs, moneylenders, and banks/coops -- offered valuable lessons, each of the current credit methodologies have tended to adapt the experiences of only one or two of the pre-existing services.  This learning process is illustrated in Figure 2.  Generally speaking, individualized loan methodologies have obviously adapted experiences of banks and coops, but they have also gradually incorporated lessons from the moneylenders.  Grameen is an adaptation of ROSCAs, while Latin American Solidarity Group programs have been more a blend of the peer approach used in ROSCAs (filtered through Grameen) with the loan processing used by moneylenders.  CBOs (represented in their most common form of Village Banks in the diagram) are essentially adaptations of ROSCAs, and until recently, have not incorporated many of the lessons learned by moneylenders or banks.
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The three current microenterprise lending methodologies did not appear simultaneously, nor did the adaptation of lessons-learned occur immediately.  Rather, a gradual evolution took place.  Figure 2 also illustrates this evolution, providing valuable insights into the rationale behind the various methodologies currently practiced.  The first microcredit programs appeared in the early 1970's and used individual methodologies which, as mentioned previously, were primarily adaptations of bank and cooperative methodologies.  In the diagram, these programs are referred to as first generation programs.  With experience, these programs improved with respect to operational efficiencies, repayment rates, and their willingness to charge higher interest rates.  Many of these lessons came from studying the experiences of the moneylenders and resulted in the second generation of individual credit programs which appeared in the 1980's.  Individual lending programs were heavily concentrated in urban areas to exploit both the high density of businesses -- particularly SEs and MEs as opposed to IGAs -- and the greater credit needs of the urban population, as both elements are essential to running an efficient and sustainable individual credit program. 

Meanwhile, the Grameen Bank started in 1976 as the first program to use a solidarity group approach.  Drawing on the ROSCA experience, the Grameen methodology used an initial savings period followed by sequentially disbursed credit among a small group of self-selected borrowers.  Group members were involved in decision making and loan approval.  Grameen incorporated strong social elements into its program, the most well-known being the requirement that clients adhere to the Sixteen Principles which attempt to change such social behaviors as usage of latrines and participation in the dowry system.

The Grameen experience soon received worldwide attention.  In Latin America, loan programs that were using individual methodologies with mixed success looked for ways in which the Grameen experience could be incorporated into their existing programs.  The result was the Latin American Solidarity Group approach that appeared in the early 1980's.  This approach used a small peer group strategy similar to that used by Grameen, but opted to retain loan approval and administration in the already-existing systems used previously with the individual methodology rather than incorporate the community-based aspects of the Grameen methodology.  For example, each business owned by the group members was still visited and analyzed individually by program staff.  In its Latin American version, solidarity group lending was much more focused on provision of credit than the more socially-oriented Grameen approach.

The final step in the evolution to date occurred with the appearance of Village Banking -- the most well-known and replicated form of the CBO methodology -- in the mid-1980's.  Advocates of this approach felt that Grameen, as well as all other approaches, did not go far enough in developing the abilities of the group to manage their own affairs.  Although drawing on Grameen experiences, Village Banking broke ranks over the issue of Agraduation.@  Grameen clients were never graduated from receiving services, whereas in Village Banking a highly structured three-year process was envisioned in which groups would be graduated into independence from other lending institutions.  Drawing on the ROSCA experience, savings mobilization played a much more central role in Village Banking than in previous methodologies.  In general, the Village Bank approach was philosophically focused on the creation of an informal mini-bank owned and operated by and for the poor.

Current trends include some significant experimentation with the basic methodologies while staying within the bounds of the key elements of those methodologies.  For example, some Latin American Solidarity Group programs are experimenting with an automatic loan process whereby all borrowers receive the same loan amount and term during their first few loan cycles until loan sizes grow to a point where individual loan analysis can be justified.  Another trend is a growing interest in hybrid programs, which combine key elements of basic methodologies.  For example, borrowers within a Village Bank can be subdivided into multiple Solidarity Groups.  Each member of the group is responsible for repayment of the loan to the bank, but all bank members are still responsible for repayment of the loan to the lending institution.

1 Detailed Explanations of Basic Methodologies

The following six sections present a detailed explanation of each basic methodology.  Each section begins with a brief overview paragraph, followed by a section summarizing the general principles common to the basic methodology and its variants.  The general principals are always broken down into the following subdivisions:

*
Clients
*
Credit officer relation to individual clients

*
Loan appraisal

*
Loan characteristics

*
Guarantees

*
Savings

*
Group characteristics

The general principles of the six methodologies are summarized in Table 4.  This section on general principals is followed by a step-by-step description of the implementation of each methodology.  The implementation section always follows the following structure:

*
Initial client contact

*
Pre-loan visits to clients

*
Loan analysis

*
Loan approval and disbursement

*
Post-disbursement contact with clients

In all of the remainder of this chapter it is important to note that there is considerable room for variation in the way each methodology is implemented.
Table 4: General Principles of the Lending Methodologies
	  Principles
	Individual
	LA SG
	Grameen
	VB
	CMRLF
	SLA

	Clients
	Individual businesses
	Individual businesses
	Individual businesses
	Groups are clients
	Groups are clients
	Groups are clients

	Credit Officer relation to client
	$ very close relation​ship with individual​ized attention
	$ Relatively close
	$ relatively distant
	$ distant
	$ distant
	$ distant

	Loan Appraisal
	$ based on careful viability analysis
	$ based on minimal viability analysis
	$ group involved in loan appraisal
	$ group loans processed by agent

$ individual loans analyzed by group
	$ group loans processed by agent

$ individual loans analyzed by group
	$ no loans to SLA

$ individual loans analyzed by group

	Loan Characteristics
	$ loans adapted to client needs
	$ limited range of loan conditions

$ quick processing of follow-up loans
	$ limited range of loan conditions

$ rotating access to credit

$ various types of loans
	$ group loan is aggregate of individual loans

$ loans disbursed in cycles

$ rigid loan conditions
	$ group loan based on group equity

$ flexible loan conditions to individuals in group 
	$ no loans to SLA

$ varied loan amounts available to individuals

	Guarantees
	$ collateral and/or co-signers
	$ mutual guarantee of all loans
	$ mutual guarantee of all loans

$ emergency fund
	$ peer pressure from group

$ no guarantees on indiv loans
	$ peer pressure from group

$ guarantees on indiv loans discretion of group
	$ guarantees on individual loans at discretion of group

	Savings
	$ not essential
	$ often key to methodology
	$ key part of methodology
	$ essential part of methodology
	$ often required
	$ the fundamental principle of the methodology

	Group Characteristics
	$ None
	$ self-selected small groups
	$ self-selected small groups

$ formation of federations of groups

$ required attendance at weekly meetings
	$ democratic control

$ admin self-sufficiency

$ independence 

$ autonomy in member selection

$ regular meetings
	$ democratic control

$ admin self-sufficiency

$ independence

$ autonomy in member selection
	$ democratic control

$ admin self-sufficiency

$ independence

$ autonomy in member selection

$ regular meetings

$ formation of federations of groups


1 Individual Lending

1  Overview

Individual lending is the oldest form of micro-lending and most closely approximates traditional commercial bank lending.   This methodology necessitates frequent and close contact with individual clients.  It has been used most successfully with urban-based, production-oriented businesses closer to the SE end of the continuum than the IGA end.  This approach works best for offering credit closely tailored to the specific needs of the business.  The individual lending approach also works well with programs incorporating individualized technical assistance and training.

1  General Principles

Clients
$
Individual businesses are clients and loan recipients
Credit Officer Relation to Individual Clients
$
Close, long-term working relationship between the credit officer and clients
Agents usually work with a relatively small number of clients (generally between 60 and 100) and work with these same clients over years.  This enables the credit officer to establish a close working relationship, useful for providing tailored financial services and technical assistance.

$
Individualized attention to individual clients
The nature of this methodology often enables and necessitates that staff analyze and understand the specifics of the client's business.

Loan Appraisal
$
Loan approval based on careful viability analysis
Loan amounts are typically larger than with other methodologies, requiring a more careful analysis by the credit officer to reduce the risk to both the program and the client of inappropriate loan approvals.

Loan Characteristics
$
Loan conditions adapted to needs of clients
Programs offer loan amounts and terms adapted to the specific needs and desires of the client and his or her business.  Loan ranges are usually quite broad, with loan sizes ranging from $100 up to $3,000, and loan terms ranging from 6 months to 3 years.  Interest rates are generally somewhat higher than the commercial lending rate of the formal sector, but significantly lower than those applied by other methodologies.

Guarantees
$
Guarantees required for at least the amount of the loan
Because loan amounts are typically larger than with other methodologies, and due to the nature of the clients' businesses, programs require that loans be guaranteed by collateral and/or co-signers.

Savings
$
Savings mobilization is not essential
Although many programs require savings deposits from clients which serve as cash collateral and/or require clients to save for a certain period of time prior to loan disbursement to demonstrate discipline and the business' capacity to generate income, savings mobilization is not an integral part of the methodology.

Group Characteristics
$
None
1  Implementation

Initial Client Contact
Generally, first contact with the client occurs when he or she stops by the office to inquire about the program.  The credit officer gives the person written information about the program and briefly explains the purpose and rules of the program.  If the person is eligible and interested, his or her name is added to the waiting list, and the credit officer indicates the approximate date for an on-site visit to the business.

Pre-loan Visits to Clients
The credit officer visits the client's shop for the first time, to make a visual inspection and clarify any doubts about the client's or the business' eligibility.  The credit officer then responds to further questions the client may have about how the program works and proceeds to fill out the application form.  The credit officer does not limit himself only to the questions on the form, but discusses any complexities or irregularities of the business.  The application form normally includes a balance sheet for the business, including serial numbers and identification of all major machinery.  The credit officer then briefly analyzes the loan request relative to the financial data and immediately informs the client of any serious problems, attempting to indicate possible alternatives for the amount of use of the loan.

Loan Analysis
Back in the office, the credit officer analyzes the loan in detail, calculating the standard financial indicators used by the program and adjusting the loan amount when necessary.  If the analysis is difficult, the credit agent may ask for the opinions of other credit officers.  Most loan requests need to be adjusted to some degree, but in almost all cases an appropriate amount can be found if the client is willing to be flexible.  

In general, the application determines if a business is eligible for a loan, meeting program entrance requirements, and the balance sheet is used to determine the appropriate amount.  Eligible businesses are almost never denied a loan; instead, the challenge for the credit officer is to work together with the client to find an appropriate initial loan amount.  The loan analysis process may therefore necessitate a second visit to the client's place of business.

In addition to analyzing the loan request, the credit officer verifies any credit history the client might have and talks to personal references given by the client, neighbors of the participant, and (most importantly) other program clients who know the client.  When co-signers are accepted as loan guarantees, the credit officer will also normally visit the home of the co-signer to verify that their addresses are correct and that they can be located should the borrower become delinquent.  Sometimes, the credit officer will also verify the personal references of the co-signers, to ensure that they indeed have the capability to cover potential loan defaults.

Loan Approval and Disbursement
Programs often require a review of loan applications by several other credit officers.  This review both helps new credit officers better learn the complexities of loan analysis as well as ensuring a reasonably consistent treatment is given to all loans.  It also ensures that the loan amount approved is not dependent on which credit officer performed the analysis.

After review, the credit officer prepares the documents used by the Credit Committee for loan approval and the accountant for contract preparation.  The Credit Committee meets to review and approve all loan applications.  

After approval, the client and his or her spouse and co-signers come to the office to sign the loan contract and receive the loan.  Several days after disbursement, the credit officer usually visits the client's place of business to verify that the client has made the purchases specified in the loan contract.

Clients who pay promptly are eligible to apply for a follow-up loan.  There are often other requirements, such as to have attended additional training courses offered by the program, to have received and benefitted from site visits by the credit officer, to continue to have a healthy business demonstrating growth due to the earlier loan, and to have a good plan for investment of the next loan.  Paperwork and analysis, however, are usually much more streamlined than with the first loan, because the credit officer knows the business intimately.

Post-disbursement Contact with Clients
Credit officers visit each client in their place of business on a regular schedule (usually 30-60 minute visits every month).  The objective of these visits is to help the client problem-solve, as well as to monitor the business, teach the client more about administration, and discuss overdue payments where appropriate.

Clients usually make monthly payments, either in the program office or to a bank providing teller services to the program.  If a client does not make his payment, the credit officer is required to follow a series of steps designed to resolve the problem.  The steps typically include the following:

 
Step 1
Visit participant to review situation and set new payment date

Step 2
Letter setting new repayment date; penalty starts

Step 3
Letter to participant requiring meeting with manager; letters to cosigners informing them of situation

Step 4
Letters to participant and cosigners requiring a meeting with manager

Step 5
Confiscation of loan collateral

Step 6
Prosecution of participant

Step 7
Prosecution of cosigners

Stage 1: Loan Application and Analysis

1.
Client requests information 


2.
Workshop visit:  Loan Application and Business Analysis


3.
Analysis of loan by the credit officer


4.
Peer review of loan analysis


5.
Management training (optional)


6.
Credit officer evaluation of client character


7.
Verification of cosigners

Stage 2: Loan Approval and Disbursement

1.
Preparation of documents


2.
Approval by the Credit Committee


4.
Contract signing and loan disbursement


5.
Verify purchases

Stage 3: Post-disbursement Contact


1.
Monthly visits (optional)


2.
Additional management training courses (optional)


3.
Monthly payments


4.
Late payments


5.
Follow-up loans

Figure 3 provides a summary of the various sequential steps generally undertaken in individual lending.

1 Latin American Solidarity Groups

1  Overview

The Latin American-style solidarity group programs use the solidarity group approach primarily as a loan guarantee mechanism.  The approach uses small solidarity groups of 4-7 members.  The approach is most commonly applied in densely-populated urban environments, particularly market areas.  Clients are commonly female market vendors who receive very small, short-term working capital loans.  The methodology is frequently used as a minimalist approach, that is, offering only credit services, although a number of programs do incorporate basic management training.

1  General Principles

Clients
$
Individual businesses are clients and loan recipients
Credit Officer Relation to Individual Clients
$
Relatively close working relationship between credit officer and individual clients
Credit officers have direct contact with individual clients prior to loan approval and disbursement and throughout loan repayment.  A credit officer works with a large number of clients (from 200 to 400), however, so each contact is brief and contacts are sporadic over time, preventing an in-depth knowledge of client businesses.

Loan Appraisal

$
Loan approval based on minimal viability analysis
Credit officers perform a minimal analysis of each client's loan request.  The loan analysis plays a relatively limited role in the decision process.

Loan Characteristics
$
Limited range of loan conditions
New members initially receive small loan amounts, generally payable over a very short term (8-10 weeks).  Members commonly receive equal loan amounts, but there is some flexibility in this, particularly with follow-up loans.  When clients have established a sound repayment history, loan amounts and terms are gradually increased.  Initial loan amounts are generally limited to a very small range, such as $100-$150.  Maximum loan amounts normally do not exceed $400, and there would typically not be a difference of more than $50 between the smallest and largest individual loan within a five-member group.  Programs using this methodology often charge high interest rates, with effective interest rates sometimes 2-3 times higher than the commercial rates.  Loan application fees are commonly used as a means to increase the effective interest rate.

$
Quick processing of follow-up loans
Well-paying borrowers are rewarded with quick, efficient approval of follow-up loans.  Subsequent loans are approved and ready for disbursement within days -- and sometimes hours -- of the group's final payment on the previous loan.

Guarantees
$
Mutual guarantee of all loans
Although members of the group receive loans individually, responsibility for loan repayment is the obligation of all five group members.  All five members are held legally responsible for repayment by other members, and if any member defaults on his or her loan, the other four members must cover the loan.  None of the members will receive further loans until the delinquent loan is repaid.  No collateral or co-signers are required by the program to guarantee individual loans.

Savings
$
Savings often a key part of the methodology
Clients are usually required to open savings deposits as a central part of the program.  However, savings are often deducted from the loan amount at the time of disbursement rather than actually deposited up front by clients.  Clients are not allowed to access their savings while participating in the program.  Rather than developing a savings habit among clients, savings serve primarily as a compensating balance, guaranteeing a portion of the loan amount.

Group Characteristics
$
Formation of self-selected, small groups of unrelated borrowers
Individuals must be a member of a group to access loans from the program.  All groups self-select their own membership, with the only requirements being that the members be unrelated and from similar socioeconomic backgrounds.

1  Implementation

Initial Client Contact
The program publicizes the program and schedules periodic informational talks during which the basic services and rules of the program are explained.  This presentation thoroughly explains the philosophy, procedures and rules of the program and stresses the strong emphasis the program places on loan repayment.  The session ends with an explanation of the steps required for those wishing to participate in the program.

Interested individuals seek others to join the small group.  Once a group of potential clients has formed, they come to the office to meet with a credit officer who further explains the program rules.  This is particularly important, as some group members may have been recruited by friends and not yet attended the informational talk.  After this discussion, some group members may choose not to participate.  If the group decides to proceed, they elect a group leader, who will be responsible for collecting the weekly repayments and bringing them to the office.  The group chooses a name for itself and the credit officers assist the group to complete and sign a charger statement giving the group an Aofficial@ name.

Pre-loan Visits to Clients
Credit officers visit each group member at their place of business to collect basic data on the client and his or her business.  This information is used for verification of client eligibility, preparation of loan contracts, analysis of initial loan amounts, and serves as a baseline for future impact evaluations.

Loan Analysis
The credit officer assesses the general economic viability of the enterprise based on observation of the business, comparison with other businesses of its type, and some basic data collected through a brief interview with the client.  

Loan Approval and Disbursement
The loan is often approved solely on the advice of the credit officer, who is then held highly accountable for the repayment of the loan.  When approval is required by a Credit Committee, the committee is comprised solely of program staff.  

The group comes to the office to sign a joint loan contract which indicates the amount received by each individual and includes a clause indicating that any savings can be used as collateral for the loan.  The money is disbursed to the group leader for immediate distribution to each individual member.  The repayment schedule is then explained to the group.

Post-disbursement Contact with Clients
The credit officer makes occasional, very brief visits to individual clients.  When working in a market, these visits are often of only a five minute duration every few weeks.  The visits are primarily a courtesy call to ensure that the business is proceeding smoothly and repayments are up-to-date.

1 Grameen-style Solidarity Group Lending

1  Overview

Grameen-style lending programs form small, five-member solidarity lending groups which are then incorporated into village Acenters@ composed of up to eight of these lending groups.  These centers are then grouped into Regional Branch Offices.  Thus, the institution is built Afrom the ground up,@ with clients or members assuming responsibility for much of the management of financial services.

The Grameen Bank incorporates strong social elements, such as a requirement that clients adhere to central principles promoted by the organization, and the establishment of special Aemergency funds@ managed by the village centers to assist members in need.  The approach works best in densely-populated rural areas where populations are sufficiently static to ensure program continuity and the culture is amenable to group formation.  Clients are usually women, and loans are usually used for IGA activities in agriculture and retail.

1  General Principles

Clients
$
Individual businesses are clients and loan recipients
Credit Officer Relation to Individual Clients
$
Relatively distant working relationship between branch worker and individual clients
Branch workers usually work with a relatively large number of clients (200 to 300, depending on loan terms and population density) which prohibits a close working relationship with individuals.  Branch workers know individual clients but do not develop an in-depth understanding of client businesses.

Loan Appraisal
$
Group involvement in loan appraisal
Basic loan appraisal is performed by group members and center leaders, not by program staff.  Branch workers, however, verify eligibility of all loan applicants and visit businesses to verify the information provided.

Loan Characteristics
$
Limited range of loan conditions
New members initially receive small loan amounts, generally payable over a relatively long term (up to 12 months).  When clients have established a sound repayment history, loan amounts are gradually increased.  Initial loan amounts are generally limited to a very small range, such as $50-$100.  Maximum loan amounts normally do not exceed $300, and there would typically not be a difference of more than $50 between the smallest and largest individual loan within a 5-member group.  Interest rates are often set at a low level, but loan taxes and required savings increase the cost of borrowing.

$
Rotating access to credit
Not all group members receive loans simultaneously.  There is, rather, a strict rotation of access to credit within the group as determined by the members themselves.  Generally, the group chooses two members to receive first loans.  After timely repayment for four weeks, two additional members receive their loans.  After another month, the fifth member (usually the group leader) receives his or her loan.

$
Various types of loans
Group funds, comprised of member savings and loan taxes, are managed by the group itself.  These funds can be used to finance different types of investment loans than those financed by the loans made by the program, as well as to provide loans for personal or family consumption.

Guarantees
$
Mutual guarantee of all loans
Although members of the group receive loans individually, responsibility for loan repayment is the obligation of all 5 group members.  All 5 members are held legally responsible for repayment by other members, and if any member defaults on his or her loan, the other four members must cover the loan.  None of the members will receive further loans until the delinquent loan is repaid.  No collateral or co-signers are required by the program to guarantee individual loans.

$
Emergency Fund
Grameen Bank uses a portion of the interest it earns to capitalize an emergency fund, which is managed by the group.  This fund is used by members as life, health or asset insurance, but can also be used to repay the loan of a member unable to pay due to unforeseen circumstances.

Savings
$
Savings mobilization is a central part of the methodology
New groups must meet and save for a minimum of 4-8 weeks before group members become eligible for their first loan.  Once loans are approved, all members are required to save a percentage of the loan amount (generally 5%) over the loan repayment term through regular weekly installments.  Group savings are held in a group fund account, from which group members can borrow for investment or consumption.  Members manage this fund and set loan terms.  When individuals leave the group, they receive their portion of accumulated savings.

Group Characteristics
$
Formation of self-selected, small groups of unrelated borrowers
Individuals must be a member of a group to access loans from the program.  All groups self-select their own membership, with the only requirements being that the members be unrelated and from similar socioeconomic backgrounds.

$
Formation of federations of groups
The 5-member groups are formed into a federation of 6 to 8 groups, called Village Centers, comprised of 30-40 borrowers to provide for economies of scale.  These centers elect a Chief and a Deputy Chief.  Twenty-five centers are then grouped into a Regional Branch Office.  Each branch office is expected to become a quasi-independent, full cost recovery Abank@.  Figure 4 shows how the solidarity groups are incorporated into the structure of Grameen Bank, and how the various levels of groups relate to staff caseloads.
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$
Required attendance at weekly meetings
All members are required to attend regular weekly center meetings during which members make weekly loan repayments, weekly savings deposits, and review and approve new loans.  

1  Implementation

Initial Client Contact
Program staff visit potential villages to provide information on the program.  They also collect baseline information to determine eligibility of future clients.  Staff then conduct a one or two week training course in the village, to orient future clients to the program's philosophy, rules and procedures.  Staff then help interested community members to form groups of five individuals.

Pre-loan Visits to Clients
When groups have been formed, staff assist each group to elect a chair and a secretary and attend weekly meetings during which members collect savings and plan their loan requests.  Staff help the group review loan applications and as well as independently verifying the eligibility of loan applicants and visiting businesses to verify information provided.

Loan Analysis
No loan analysis is performed by program staff, other than the verification of information provided by loan applicants.  Analysis is performed by peers, at solidarity group and village center levels.

Loan Approval and Disbursement
Program staff do not approve individual loans, as this function is performed by the clients at the five-member solidarity group and village center levels.  Program staff disburse loans to individuals in cash during the course of weekly group meetings at which loan disbursements are scheduled.

Post-disbursement Contact with Clients
Within a week of disbursement, program staff pay a brief visit to individual clients' places of business (usually the home) to verify the use of loan funds.  Staff also attend weekly meetings to collect repayments and savings deposits and to continue to monitor the development of the group.

When enough groups are formed and functioning, staff also help to form the groups of 5 into clusters of groups or village centers.  Staff assist the center to elect officers and attend weekly center meetings during which loan decisions are made.  Staff continue to attend meetings and observe the center for one month.

1 Village Banking

1   Overview

The Village Banking methodology, developed by FINCA
, is probably the most commonly-practiced community-managed loan fund methodology.  A Village Bank generally comprises 20 to 50 members, often women.  The Bank is financed through internal mobilization of members' funds (managed through an internal account) as well as through loans provided by the lending institution (managed through an external account).  Over time, the internal account, which is comprised of member savings, share capital and accumulated interest, is expected to grow large enough to replace the external account.  In other words, the Village Bank reaches the point at which external funding from the lending institution is no longer needed.  This approach has proven to be successful in reaching poor segments of the population in rural areas, particularly those who operate existing IGAs or want to establish new IGAs.

1  General Principles

Clients
$
Groups are clients and recipients of program loans
Credit Officer Relation to Individual Clients
$
Distant working relationship between extension agents and individual clients
The loan is made to the village bank, not to individuals.  As each bank comprises 30 to 40 members, and an extension agent can work with 7 to 10 groups, an extension agent can work indirectly with 200 to 400 individual clients.  Contact with clients is generally only through group meetings -- agents rarely have direct contact with individual clients and have no in-depth knowledge of their businesses.  However, extension agents do review each individual loan request in order to verify the aggregate amount of the group loan request.

Loan Appraisal
$
Loans to Village Banks processed and approved by extension agent
Extension agents process and approve loans to the village banks, through verification of the groups records and bookkeeping system.  

$
Individual loans analyzed and approved by group
The village bank analyzes and approves individual members' loan requests, not the program extension agent.  Usually this responsibility is invested in a management committee elected by the bank.  When individual loans are financed by the loan to the village bank, the committee prepares a list of individual requests, including the amount saved by each individual, for presentation to the program extension agent.

Loan Characteristics
$
Loan amount to Village Banks based on aggregate of individual loan approvals
In this methodology, the amount of the loan to the village bank is based on an aggregate of all individual members' loan requests.  Although the amount varies between countries, most programs limit the initial loan amounts to individuals to about $50.  The amount of initial loan from the program to the village bank results from an addition of all individual loan requests.  For example, in a group of 40 members, in which each member requested a $50 loan, the initial loan from the program to the group would be $2,000.  Programs using this methodology often charge commercial interest rates to the bank, and require that the bank apply this same rate to the individual loans made with these funds.  However, when the village bank is free to charge a higher interest rate, it will be capitalized more quickly.  Funds provided to the village bank through the group loan are managed separately in an account referred to as the external account.

$
Loans disbursed in cycles
Loans to banks are generally provided in a series of fixed cycles, usually 10-12 months each, with balloon payments at the end of each cycle.  Subsequent loans amounts are often linked to the aggregate amount saved by individual bank members.  

$
Limited flexibility on loan conditions available to individuals within the Village Bank
The terms of loans made to individual bank members, using the funds provided by the program through the loan to the bank, are usually identical to the terms of the group loan.  However, village banks also manage a separate fund, which is capitalized primarily through member savings and interest earnings.  This fund, which belongs to the village bank, is referred to as the group's internal account.  Banks set their own terms and conditions for loans to be made with internal account funds.  Generally, loan repayment terms are much shorter than for the loans made with external account funds, and a much higher interest is charged.  This interest rate is seen as a means to rapidly accumulate funds in the internal account to meet member needs.

Guarantees
$
Program relies on peer pressure as a group loan guarantee
Members of the village bank are jointly responsible for repaying the loan to the bank received from the program.  Should any member fail to repay, for whatever reason, the other members must make up the deficit, usually from accumulated member savings or their accumulated internal interest earnings.  In other words, the village bank is responsible for repaying 100% of the loan principal and interest to the program per the agreed-upon schedule, regardless of whether all individual members are current on the loans they have taken from the group.  Programs do not require collateral to secure group loans.

$
No guarantee of individual loans
Generally, village banks do not require collateral or cosigners to guarantee loans taken from the group.  The banks rely on their knowledge of the individual members and of the local operating environment to make sound loan approval decisions.

Savings
$
Savings mobilization is an integral part of the methodology
Since the purpose of the methodology is to foster independence and financial autonomy, village bank members are required to contribute to the internal fund through savings.  Banks members are generally required to save over a period of several months prior to receiving a loan from the program.  Typically, programs require that individuals continue to save an amount equivalent to 20% of their loan amount over each loan cycle.  After the initial loan, subsequent increments in loan sizes are tied to the accumulated savings rate.  The goal is typically that each member will have saved as much as $300 by the end of three years.  In a group of 40 members, this would represent $12,000 of accumulated joint savings in addition to capitalization of the internal account through interest earnings.  At this point, the program expects to be able to discontinue lending to the group, as the internal account is sufficient to meet member needs.

Group Characteristics
$
Democratic control and administrative self-sufficiency
Village bank members elect a local committee which manages the loan fund and executes all the credit and financial management functions, including screening of applicants, approval of member loans, disbursement, supervision, loan recovery, cash management, and bookkeeping.

$
Independence
An important objective of this methodology is that each village bank be administratively and financially autonomous by the end of a set period of time, usually no more than three years.

$
Autonomy in the selection of members
Although the program instigates village bank formation and provides training for this, the group, not the program, decides who can become a member.  This principle serves to eliminate bad credit risks, as members realize they will be held accountable for the debts of any defaulters.

$
Regular meetings
The village bank continues to meet regularly, often weekly but at least monthly, to collect savings deposits, disburse loans, attend to administrative issues and, optionally, to continue to receive training from the extension agent.

External and Internal Accounts

​Village Banks manage two separate funds, or accounts.  This separation of internal and external accounts are specific to this methodology.  The first, the external account, is composed solely of funds lent to the Village Bank by the lending institution, or NGO.  These are to be repaid, with interest, in a specified period.  The second fund, the internal account, are funds that belong to the Village Bank.  Sources of funds for this internal account are member savings, accumulated interest and share capital.

Figure 5 diagrams how the external and internal account are managed.  For clarification, the different categories of loans are classified as Loan A, Loan B, and Loan C.  Loan A is the funding lent to the Village Bank by the NGO.  This loan is typically made at commercial rates of interest.  These funds are then on-lent to bank members (Loan B), at an interest rate equal to or greater than that charged by the NGO on Loan A.  If the interest rates are equal, interest payments made by members flow back to the NGO.  If the interest rate on Loan B is greater, then interest payments made by members in excess of interest owed to the NGO flows into the internal account.  Members also make regular savings deposits into the internal account, or the Village Bank may choose to require share capital contributions from its members.  NGOs may choose to further capitalize the internal account by way of matching grants, but this practice is strongly discouraged on grounds of institutional sustainability and disincentives for savings mobilization.
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The funds that accumulate in the internal account are used to make additional loans (Loan C) to members or in some cases even to non-members.  As in the case of Loan B, these loans are approved by the Village Bank abiding by the bank's statutes, although specific rules normally vary between Type B loans and Type C loans.  Type C loans are often used for emergency loans or consumption loans, whereas Type B loans are usually dedicated to investment in SEAs.  Interest charged on Type C loans is generally significantly higher than that charged on Type B loans.  This interest rate is seen as a means to rapidly accumulate funds in the internal account to meet member credit needs.

Funds in the internal account, may be distributed to members according to the rules established by the Village Bank.  In most cases, members have a right to withdraw their savings if they choose to terminate their membership.  Savings deposits often earn a specified rate of interest.  Banks may also have rules for periodic redistribution of accumulated profits in the internal account.

The goal is for the Village Bank to make optimal use of the resources in the internal account.  Over time, these resources grow and gradually displace the need of the bank to borrow funds from the NGO.  This final point, however, is strongly debated, since credit demand normally tends to outgrow the banks' ability to mobilize savings.

1   Implementation

Initial Client Contact
Staff research potential zones for intervention through interviews with other organizations and a review of statistical information.  Program staff then visit the zone and perform a pre-feasibility analysis of the zone.  A second visit is undertaken to confirm initial observations and conduct additional interviews.  The organization then makes a decision on zone eligibility.

Program staff then conduct a series of visits in potential communities within a selected zone:  a first visit to interview leaders and arrange a community meeting; a second visit to present the methodology to local leaders; a third visit to present the methodology to interested members of the community; a fourth visit with individuals that have decided to form a lending group.

Pre-loan Visits to Clients
Staff work with the self-selected group over a period of several months to elect and form a board or management committee, to train the board, to assist the group in making first savings deposits, to help establish internal regulations, and to set up and train members in the use of a bookkeeping system.  During this period of time, staff prepares a list of all individual members and collects baseline data on selected clients.  

Loan Analysis
No loan analysis is performed by program staff.  Staff simply verify that the amount requested by the group matches the aggregate of individual requests and is in line with the program's policy on savings-to-loan ratios.

Loan Approval and Disbursement
By the end of the pre-loan period, individual members will have negotiated their initial loan terms with the group, and the request is approved by the other members of the group.  With this information, program staff calculate the amount of the loan to the group and disburse the loan to the group during a regularly-scheduled meeting.  At the same meeting, the board uses these funds to disburse loans to individual members.

Before the end of a loan cycle, individual members negotiate subsequent loans.  At the end of a loan cycle, staff prepare an evaluation of the group, including a review of the bank's accounts, and promptly disburse a second loan upon complete repayment of the previous loan.

Post-disbursement Contact with Clients
Staff and board agree to a regular schedule of visits and a plan for technical assistance.  Staff continue to attend group meetings, during which various types of training are provided, such as leadership, accounting and administration.  Staff may also provide management and technical training for clients.  

Staff attends all group meetings for an initial period of time, often corresponding to the first loan cycle, or for 10 to 12 months.  During subsequent cycles, as the group gains confidence and proficiency in fund management, support and supervision of the group is scaled back.

Table 5 shows a sample Village Banking visitation schedule, as used by CRS/Thailand.  This schedule depicts the decreasing visitation provided to the bank over the first year of operation (three four-month loan cycles).


Table 5:  Village Banking Visitation Schedule
	Week of the month
	Pre-loan

M-0
	Cycle 1
	Cycle 2
	Cycle 3

	
	
	M-1
	M-2
	M-3
	M-4
	M-5
	M-6
	M-7
	M-8
	M-9
	M-10
	M-11
	M-12

	1st
	1
	5
	
	
	
	12
	
	
	
	16
	
	
	

	2nd
	2
	
	
	
	11
	
	
	
	
	
	
	
	

	3rd
	3
	6
	8
	
	
	
	
	
	
	
	
	
	

	4th
	4
	7
	9
	10
	12
	13
	14
	15
	16
	17
	18
	19
	20


	Explanation of Visits
1.
Explanation of the methodology, elect Organizing Committee, begin savings.

2.
Prepare the bylaws.

3.
Approve the bylaws, prepare bookkeeping system, plan for inauguration.

4.
Prepare for inauguration.

5.
Inaugurate bank, make initial loan.

6.
Monitor savings, loan repayments, and bookkeeping.

7.
Monitor savings, establish a loan system with internal fund.

8.
Monitoring visit, evaluate the bookkeeping.

9.
Monitoring visit, monitor savings, evaluate the loan system with internal funds.
	
	10.
Routine monitoring visit after 3-week absence.

11.
Routine monitoring visit, prepare for external loan repayment (end of first cycle).

12.
Collect first cycle loan, disburse second cycle loan.

13.
Routine monthly visit.

14.
Routine monthly visit.

15.
Routine monthly visit.

16.
Collect second cycle loan, disburse third cycle loan.

17.
Routine monthly visit.

18.
Routine monthly visit.

19.
Routine monthly visit.

20.
Collect third cycle loan, disburse fourth cycle loan.

	
	
	


1 Community-Managed Revolving Loan Funds

1  Overview

A Community-Managed Revolving Loan Fund (CMRLF) is an informal mutual finance group, typically between 30 and 100 members, often women.  The CMRLF acts as a mini-bank, mobilizing and managing its own funds, and expected to become independent from the formal lending institution.  Members are required to save, but funds are also provided from an outside source, either in the form of loans or grants.  Members do not always have existing businesses, but use their loans to establish new income generating activities.  This approach has proven to be successful in reaching very poor segments of the population and for reaching rural populations.

1  General Principles

Clients
$
Groups are clients and recipients of program loans
Credit Officer Relation to Individual Clients
$
Distant working relationship between extension agents and individual clients
The loan is made to the group, not to individuals.  As each group comprises 30 to 100 members, and an extension agent can work 10 or more groups, an extension agent can indirectly work with up to 1,000 individual clients.  Contact with clients is primarily through group meetings, although agents sometimes may also have some level of direct contact with individual clients.  

Loan Appraisal
$
Group loans processed and approved by extension agent
Extension agents process and approve group loan requests, through verification of the groups' records and bookkeeping system, and based primarily on the agent's assessment of the group's management capabilities and cohesion.  Extension agents may, in addition, review individual loan requests within the group.

$
Individual loans analyzed and approved by group
The group analyzes and approves individual members' loan requests.  Usually this responsibility is invested in a management committee elected by the group.  

Loan Characteristics
$
Terms of loans provided to CMRLF based on group equity
In this methodology, the amount of the funds provided to the group is usually based on an initial equity contribution by group members.  The funds may be provided through grants rather than loans.  The loan or grant to the CMRLF is a multiple of the equity, usually at a loan to equity ratio of 2:1 or 3:1.  Although the amount of funds provided to groups varies greatly between countries, and on loan to equity ratios, the amounts provided to the CMRLF often represent an equivalent of no more than $50 per individual member.  When funds are provided as loans, the repayment period is usually long (at least 2 years).  Repayment terms may include periodic repayments of interest and principal after an initial grace period.  It is rare that subsequent loans are provided to groups.  Programs using this methodology often charge commercial interest rates to the group.  

$
Varied loan amounts available to individuals within group
Groups set their own terms and conditions for loans to be made to individual CMRLF members.  Individual loan repayment terms may vary greatly within the group (ranging from short-term working capital loans to long-term capital investment and agriculture loans) or may match the terms of the loan provided by the program.  The interest charged by the group to individual is higher than the loan provided by the program to the group, often significantly higher.  These interest rater are seen as a means to rapidly capitalize group funds.

Guarantees
$
Program relies on peer pressure as a group loan guarantee
Members of the group are jointly responsible for repaying the group loan.  Should any member fail to repay, for whatever reason, the other members must make up the deficit, usually from accumulated member savings and accumulated interest earnings.  In other words, the group is responsible for repaying 100% of the loan principal and interest to the program per the agreed-upon schedule, regardless of whether all individual members are current on the loans they have taken from the group.  Programs do not require collateral to secure group loans.

$
Guarantee requirements for individual loans at discretion of group
Groups often require some form of collateral to guarantee loans taken from the group.  This collateral is often a small household asset, such as a bicycle or a goat.  However, the groups rely primarily on their knowledge of the individual members and of the local operating environment to make sound loan approval decisions.

Savings
$
Savings is often required
Although an initial Asavings@ deposit, or equity contribution, is usually made by members into the group fund, continued regular savings may be absent in this methodology.  Programs expect that groups will capitalize their funds primarily through interest earnings rather than through savings or equity contributions.

Group Characteristics
$
Democratic control and administrative self-sufficiency
Group members elect a local committee which manages the loan fund and executes all the credit and financial management functions, including screening of applicants, approval of member loans, loan disbursement, supervision, and recovery, cash management, and bookkeeping.

$
Independence
An important objective of this methodology is that each group be autonomous by the end of a set period of time, usually no more than three years.

$
Autonomy in the selection of members
Often, programs using this methodology choose to work with existing groups, although it is possible for the program to form groups for the purpose of accessing credit.  The group, not the program, decides who can become a member.  This principle serves to eliminate bad credit risks, as members realize they will be held accountable for the debts of any defaulters.

1  Implementation

Initial Client Contact
The program chooses a geographic area for intervention, based on a situation analysis and in keeping with program goals.

Program staff then conduct a series of visits in potential communities within a selected zone:  visits to interview leaders and arrange a community meeting; visits to present the methodology to local leaders; and visits to existing groups to present and promote the lending methodology.

Pre-loan Visits to Clients
Staff work with the group over a period of several months to elect and form a board or management committee when this does not exist, to train the board, to help establish internal regulations for the loan fund, and to set up and train members in the use of a bookkeeping system.  

Loan Analysis
No loan analysis is performed by program staff.  Analysis of individual loans to CMRLF members is performed by the CMRLF.

Loan Approval and Disbursement
Loan amounts are generally based on the amount of group equity.  Loans are automatically approved if the amounts requested are in line with program rules and if staff is confident that the group is capable of managing the funds.

Loans to the group may be disbursed in cash during a regularly-scheduled group meeting or may be deposited into a bank account opened in the name of the group.  Groups are free to disburse loans to individuals when and as they judge appropriate.

Post-disbursement Contact with Clients
Staff and board agree to a regular schedule of visits and a plan for technical assistance.  Staff continue to attend group meetings, during which various types of training are provided, such as leadership, accounting and administration.  Staff may also provide management and technical training for clients.  

Staff attends most group meetings for a lengthy period of time.  As the group gradually gains confidence and proficiency in fund management, support and supervision of the group is scaled back.

1 Savings and Loan Associations

1   Overview

A savings and loan association (SLA) is very similar to the two community-managed loan fund approaches described in previous sections.  The key difference is that SLAs depend solely on member savings and equity contributions as a source of funds.  They are thus financially independent from their creation.  This reliance on savings is in fact a fundamental aspect of this methodology, which is often chosen for philosophical reasons by programs that believe it is better for clients to rely on their own funds as a means to finance their economic activities.  The purpose of the methodology is to provide the means for low-income populations without access to formal financial systems to organize and finance their own informal financial institutions.  The role of the development institution or program is limited to technical assistance, primarily organizational development, much like that provided in the CMRLF and Village Banking methodologies.  Informal SLAs are virtually identical to nascent savings and credit unions.  As such, over time, apex bodies may be created to allow individual SLAs to come together to provide each other with technical and financial assistance.  The SLA approach has proven to be successful in reaching very poor segments of the population and for reaching rural populations.

1   General Principles

Clients
$
Groups are clients and recipients of program services
Staff Relation to Individual Clients
$
Distant working relationship between extension agents and individual clients
Loans are not made to the SLA.  An extension agent's work consists of assisting groups to form and to develop their own capacity to manage themselves over time.  As each group comprises 30 to 100 members, and an extension agent can work 10 or more groups, an extension agent can indirectly work with up to 1,000 individual clients.  Contact with clients is primarily through group meetings, although agents sometimes may also have some level of direct contact with individual clients.  

Loan Appraisal
$
No loans to SLA
$
Individual loans analyzed and approved by group
The SLA analyzes and approves individual members' loan requests.  Usually this responsibility is invested in a management committee elected by the group.  

LOAN CHARACTERISTICS
$
No loans to SLA
$
Varied loan amounts available to individuals within group
SLAs set their own terms and conditions for loans to be made to individual members.  Loans may be used for either productive or consumption purposes.  The amount of loans is often determined by the amount an individual has saves with the group.  Individual savings and loan amounts may also be standardized, with each member receiving an identical loan amount.  Individual loan repayment terms may vary greatly within the group (ranging from short-term working capital loans to agriculture loans that correspond to the growing cycle).  Interest rates are often set at an extremely high level, as members see the interest as a means to rapidly capitalize group funds.

Guarantees
$
Guarantee requirements for individual loans at discretion of group
SLAs may use members' savings to secure the loan or may require some form of collateral to guarantee loans taken from the group.  This collateral is often a small household asset, such as a bicycle or a goat.  However, the groups rely primarily on their knowledge of the individual members and of the local operating environment to make sound loan approval decisions.

Savings
$
Savings mobilization is the fundamental principle of the methodology
For primarily philosophical reasons, no external funds are provided by the program -- members' savings are the sole source of credit funds.  SLA members determine their own rules and regulations for savings contributions, often requiring savings deposits at every meeting.  Members are often encouraged to each save the same amount at each meeting, but they may leave the amount of savings to individual members' discretion.

Group Characteristics
$
Democratic control and administrative self-sufficiency
SLA members collectively set the rules and regulations pertaining to membership, savings and lending activities.  They generally elect several committees which ensure that the group continues to function well, and which manage the funds and execute all credit and financial management functions, including loan approval, disbursement and supervision, cash management, and bookkeeping.

$
Independence
An important objective of this methodology is that each group be autonomous.  Because no external funding is received, the SLA is financially independent from the outset, and is also expected to be technically competent to manage its own affairs with no further outside assistance by the end of a set period of time, usually no more than three years.

$
Autonomy in the selection of members
Usually, a program assists the formation of new groups for the purpose of mobilizing savings and accessing credit.  The SLA, not the program, decides who can become a member.  This principle serves to ensure group cohesion and mutual trust among members with regard to the management of their savings.  It also eliminates bad credit risks, as defaulters will reduce members' collective funds.

$
Regular meetings
The SLA continues to meet regularly, often weekly but at least monthly, to collect savings deposits, disburse loans, attend to administrative issues and, optionally, to continue to receive training from the extension agent.

$
Formation of federations of groups
When sufficient numbers of individual SLAs are formed and functioning within a restricted geographic area, the SLAs often are encouraged to form themselves into a district- or regional-level federation.  This federation may be formal or informal.  When a formal federation is formed, with its own legal entity, with an elected board of representatives from individual SLAs and its own staff, it can take over the functions formerly performed by the program.  Additionally, this federation can begin to perform financial intermediation functions that the program does not perform, by providing the means for SLAs with excess liquidity to make loans to those with net credit needs.  It can also develop relationships with banks to manage the liquidity of the entire federation.  When the federation is informal, SLAs also often begin to undertake cross-financing among themselves.  Ultimately, it is possible to join a number of regional federations into a national federation, as do most saving and credit union movements.

1   Implementation

Initial Client Contact
The program chooses a geographic area for intervention, based on a situation analysis and in keeping with program goals.

Program staff then conduct a series of visits in potential communities within a selected zone:  visits to interview leaders and arrange a community meeting; visits to present the methodology to local leaders; and visits to interested members of the community to present and promote the lending methodology.

Staff work with the group over a period of several months to elect and form a board and other management committees, to train the board and these committees, to help establish internal regulations for the SLA, and to set up and train members in the use of a bookkeeping system.  

Loan Analysis
No loans are provided to the SLA, and therefore, no loan analysis is performed by program staff.  Analysis of individual loans to members is performed by the SLA.

Loan Approval and Disbursement
No loans are approved and disbursed by the program.  Groups are free to disburse loans to individuals when and as they judge appropriate.

Post-disbursement Contact with Clients
Program staff and the SLA members agree to a regular schedule of visits and a plan for technical assistance.  Staff continue to attend group meetings, during which various types of training are provided, such as leadership, accounting and administration.  Staff may also provide management and technical training for individual clients.  

Program staff attends most group meetings for a lengthy period of time.  As the group gradually gains confidence and proficiency in fund management, support and supervision of the group is scaled back.

1 Comparison of approaches

tc \l2 "Comparison of approaches
The following table presents a summary of the three principle groups of methodologies -- individual lending, solidarity group lending and lending to CBOs.  It shows how each methodology tends to be particularly appropriate for certain types of clients, because of the characteristics of the loans provided, how it incorporates savings, and in which type of operating environment is usually implemented.


Table 6:  Summary of Principle Lending Methodologies
	
	Individual Lending
	Solidarity Group Lending
	Lending to CBOs

	Scale of economic activities
	ME to SE
	IGA to ME
	IGA

	Sector of economic activities
	Production and Service
	Commerce and very small scale Production and Service
	Commerce, very small-scale Production and Service, and Agriculture

	Use of loan
	Working Capital and Fixed Assets
	Working Capital 
	Working Capital

	Length of loan term
	Medium to Long
	Short
	Short to Medium

	Size of loan
	Medium to Large
	Small
	Small

	Integration of savings 
	Optional, used as loan guarantee and/or source of funds for institution
	Optional, used as loan guarantee and/or source of funds for institution
	Integral, primary source of funds for CBO

	Operating Environment
	Urban, Semi-urban
	Urban, semi-urban
	Rural


Table 7 presents a final view of the methodologies, from the point of the clients.  Each methodology presents distinct advantages and disadvantages to clients.  It shows why, although no methodology can meet the needs of all clients, each methodology is likely to be particularly suited to one type of clientele, and re-states when each is typically applied by a program.


Table 7:  Advantages and Disadvantages of Principle Lending Methodologies
	
	Advantages to Clients
	Disadvantages to Clients
	When most appropriate . . .

	Individual Lending
	$ size of loan and repayment terms tailored to business needs

$ receive individual attention and advice on business

$ interest rates reasonable
	$ collateral or reliable co-signers required

$ relatively long loan approval time

$ may be tied to mandatory business training
	$ in high population density areas, usually urban

$ with MEs and SEs that are production-oriented



	Latin American Solidarity Group
	$ quick access to loans

$ good source of financing for working capital needs

$ no collateral or co-signers necessary
	$ size of loans very limited

$ loan terms do not permit financing of fixed asset needs

$ responsible for other group members' repayment

$ receive little individual attention

$ savings required but not accessible

$ interest rates very high
	$ densely populated urban areas, particularly market areas

$ with very small MEs or IGAs , often female market vendors or open-air tiny production or service businesses

	Grameen Solidarity Group
	$ depending on program design, source of financing for both working capital and small fixed asset needs

$ no collateral or co-signers necessary

$ depending on program design, interest rates reasonable
	$ size of loans very limited

$ have to wait for turn in rotation to receive a loan

$ responsible for other group members' repayment

$ receive little individual attention

$ attendance at weekly meetings time-consuming


	$ densely populated rural areas where populations sufficiently static to ensure program continuity 

$ with very low-income clients, usually engaged in agriculture-related and retail IGAs

$ often focus on women

	Community-Managed Revolving Loan Funds
	$ source of financing for working capital, fixed asset and agricultural input needs

$ may be an empowering experience for poor people with no credit or business experience

$ members fix their own interest rates
	$ responsible for other group members' repayment

$ receive little individual attention

$ meeting attendance time-consuming

$ responsibility for fund management burdensome
	$ rural areas where populations sufficiently cohesive to ensure CMRLF can function and survive

$ often focus on agriculture-related IGAs and MEs

	Village Banking
	$ source of financing for working capital, small fixed asset and agricultural input needs

$ may be an empowering experience for poor people with no credit or business experience

$ choice of loans at varying interest rates
	$ size of loans tied to mandatory savings

$ responsible for other group members' repayment

$ receive little individual attention

$ meeting attendance time-consuming

$ responsibility for fund management burdensome

$ limited access to savings as long as group receiving loans
	$ sparsely populated rural areas where populations sufficiently cohesive to ensure Village Bank can function and survive

$ with very low-income clients, usually engaged in agriculture-related and retail IGAs

$ often focus on women

	Savings & Loan Associations
	$ source of financing working capital and consumer loans

$ may be an empowering experience for poor people with no credit or business experience

$ members fix their own interest rates


	$ size of loans tied to amount saved

$ responsible for other group members' repayment

$ receive little individual attention

$ meeting attendance time-consuming

$ responsibility for fund management burdensome
	$ sparsely populated rural areas where populations sufficiently cohesive to ensure SLA can function and survive

$ with very low-income clients, usually engaged in agriculture-related and retail IGAs




�	More accurately, the efficiency of the two approaches should be compared on the basis of operating cost ratio, or the operating cost per unit of loan portfolio.  This measure separates operating costs from financial costs (such as cost of funds) since the financial costs are theoretically (1) the same for both institutions, and (2) beyond the control of institutions.  


�  A cosigner is a person who agrees to be legally responsible for the loan but has not usually received a loan of his or her own from the lending institution.  This is not true for members of peer lending groups, where all members are responsible for each other=s loans but each has also received a loan of their own.


�	ACCION is generally credited with introducing the solidarity group methodology into Latin America.  Since its introduction, the approach has been adopted and adapted by a large number of NGOs and programs.


�	Grameen Bank of Bangladesh is obviously responsible for the Grameen methodology, most certainly the most widely replicated methodology in the world.


�	The Village Banking approach was developed by FINCA in Latin America and has been adopted and adapted by a large number of NGOs and programs.


�	Village Banking is a term referring to a specific approach developed by FINCA, a US NGO, through its work in Central America.  As a methodology, Village Banking has been widely replicated throughout the world by other NGOs, notably CRS, World Relief, Freedom From Hunger, and Save the Children.  Although there are a growing number of variations in the basic approach, the central tenets remain the same.  
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