














Main Findings and
Recommendations

his evaluation’s findings regarding IFC’s strategy of supporting
MSMEs in frontier countries through financial intermediaries are as

follows:

Evaluation Findings and Conclusions

Finding 1. IFC’s strategy for supporting micro,
small, and medium-size enterprises in frontier
countries through financial intermediaries has
been relevant and, overall, effective in pro-
moting successful development and investment
outcomes. However, the strategy has been spe-
cifically focused on providing access to finance
for MSMEs, and has assigned lower priority to
the large need and potential benefits of mobi-
lizing savings and providing other banking ser-
vices to MSMEs and the underserved population,
particularly low-income households. Financial
intermediaries were effective channels for pro-
viding IFC’s loans to a large number of MSMEs
because they: (i) provided MSMEs with a reliable,
accessible, and potentially permanent source
for loans by strengthening the institutional and
financial capacity of the intermediaries; (ii) lever-
aged IFC’s budgetary resources with those of the
MSME-FIs as well as of other multilateral de-
velopment banks and bilateral aid agencies,
particularly in the case of microfinance inter-
mediaries; (iii) achieved high outreach among
micro, small and medium-size enterprises, which
IFC could not achieve directly; and (iv) helped
to develop and improve the local banking system

by, among other things, demonstrating that ad-
ditional equity capital from IFC can contribute
to a profitable lending business line to micro,
small, and medium-size enterprises for com-
mercial banks. However, the specific focus of
IFC’s strategy and advisory services on issues re-
lated to MSME access to finance resulted in lost
opportunities to also serve the large need for sav-
ings and other banking services (for example, na-
tional and international remittances) among
low-income households as well as MSMEs. Serv-
ing both the credit needs of MSMEs and the
banking needs of underserved households and
MSMEs, can exploit synergies that greatly in-
crease the development impact of MSME-FI proj-
ects and facilitate the transition of MFIs out of
donor dependency. As a group, the MFIs pro-
vided savings and other banking services (for ex-
ample, remittances) to households and small
businesses to a limited extent.

Finding 2: 1IFC’s design parameters for MSME-
FI projects contributed to high rates of sat-
isfactory development outcomes, enhancing
the effectiveness of IFC’s strategy. IFC’s financ-
ing to micro, small, and medium-size enter-
prises, through financial intermediaries, in the
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two evaluated populations had a development
outcome success rate of 71 percent for MFIs
and 61 percent for SME-FIs. These success
rates are at least as good as the development
outcome success rate for all other frontier coun-
try projects evaluated with XPSRs. Furthermore,
the subgroup of 21 SME-FIs that received advi-
sory services from IFC achieved a development
outcome success rate of 76 percent. The MFIs
and the SME-FIs, as separate groups, earned
satisfactory profitability. The MFIs had, on
average, about 39,000 borrowers per interme-
diary at the end of 2005, whereas the SME-FIs
had 10,170 borrowers per intermediary. The
main elements of IFC’s MFI and SME-FI project
design formulae were among the main drivers
of project success.

Finding 3: IFC played significant roles in the
success of the MSME-FIs. IFC had a key role in de-
veloping the project design parameters for
microfinance intermediary projects, in establish-
ing the “MFI Holding Company” (and nine other
similar entities), and in selecting the SME-FIs most
suitable for reaching out to small and medium-size
borrowers. IFC’s roles as a long-term equity in-
vestor and proactive shareholder (through its
board nominees) in the MFI projects were par-
ticularly significant and were only replicated per-
haps by the European Bank for Reconstruction and
Development and the Inter-American Develop-
ment Bank. However, the former operates only in
eastern and southern Europe and in central Asia
and often coinvests with IFC; the latter operates
only in Latin America and the Caribbean, leaving
IFC to play the major role of supporting MFIs in
Africa, the Middle East, and Asia. IFC also differ-
entiates itself among international financial insti-
tutions supporting MSMEs through MSME-FIs
through its ability to package equity investment,
loans (including local currency loans and guar-
antees of local bond issues), advisory services,
EHS sustainability objectives, project design ex-
perience, supervision, global reach, focus on both
profitability and development outcome, metrics
for measuring development outcomes, learning
from other similar operations worldwide, and
relationship with governments as a member of
the WBG.

Finding 4: Committed SME management, skilled
staff, and good environmental regulation and en-
forcement in the country of operations promoted
EHS sustainability of SME subprojects financed by
IFC through financial intermediaries. However,
IFC’s EHS supervision of MSME-FI projects was
inadequate, as was the EHS compliance of SME-
FIs. The SME management’s commitment to a sus-
tainability agenda, and technical staff skilled in EHS
matters, as well as strong environmental law
enforcement, had a more positive effect on the
environmental performance of small and medium-
size enterprises than interventions by the finan-
cial intermediaries did. This partly explains the
good subproject environmental performance in
many cases where environmental oversight by fi-
nancial intermediaries was lacking or absent, par-
ticularly where governmental permits are issued
annually and are accompanied by inspections.
However, only about 25 percent of SME-FIs in
the evaluated population have satisfactory EHS rat-
ings because of weak local EHS regulations and
enforcement or to a lack of commitment to good
EHS practices by some SME-FIs (or both). The lat-
ter is fostered by inadequate IFC EHS supervision.
Most financial intermediaries in developing coun-
tries generally view the enforcement of local EHS
regulations as the role of the government through
the issuance of permits and various business li-
censes, and not the role of financial intermediaries.
The business culture and practices of most de-
veloping country financial intermediaries there-
fore generally do not include EHS screening and
supervision of their subprojects, relying instead
on the permits and licenses issued by the regu-
latory authorities for insuring compliance by sub-
projects with local EHS regulations. Unless IFC and
the other multilateral development banks pro-
viding financing to these local financial interme-
diaries closely supervise their compliance with the
EHS stipulations in the financing agreements, the
local financial intermediaries will generally not
follow these EHS financing conditions. Within
IFC, financial intermediary projects are also gen-
erally viewed as having low EHS risks and are not
a priority for EHS supervision, given the need to
use limited EHS supervision capacity more strate-
gically by the Environment and Social Develop-
ment Department. For MSME-FIs to follow and



enforce IFC’s EHS financing conditions, IFC itself
must give such compliance a high priority.

Findings and Conclusions Specific

to MFls

About two-thirds of IFC’s country-level MFIs are
in countries with relatively very low access to
credit by microenterprises. Of the 78 country-
level MFI projects (that is, excluding regional
funds and MFI holding company investments) ap-
proved by IFC during FY96-FY00, 52 (66 percent)
are in countries with less than 1.0 microcredit ac-
count per 100 people in 2000.

The seven primary success drivers for the MFI
projects are as follows:

* A specialized MFI prudential regulatory
regime;

* A high-quality sponsor and management
specialized in MFI operations;

* Advisory services;

¢ Transparent operations and public confidence;

* Good practice standards;

* Substantial equity participation and proactive
oversight by development institutions to en-
sure efficient and prudent management, and
a focus on lending to microenterprises and
providing confidence to depositors and reg-
ulators; and

e IFC work quality, particularly for the MFIs
with weaker sponsors.

MFIs can transition out of donor dependency,
be sustainable, and attract private sector equity
if they can develop a substantial deposit sav-
ings base and a large micro and small enterprise
client base. A supportive regulatory regime for
microfinance is essential for these things to hap-
pen. However, IFC has not focused on devel-
oping a substantial savings deposit base and on
improving regulatory regimes for MFIs. The
most successful MFIs in terms of development
outcomes are those that fund most, if not all, of
their loans with savings deposits. But an MFI can
develop a significant deposit base only if the
regulatory regime is supportive. As in the case
of commercial banks, MFIs need to be and are
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regulated in many countries. However, many
countries have not yet adopted a regulatory
regime for them (or the countries have defi-
cient regimes that need to be reformed), and the
regulations for commercial banks are not ap-
propriate for MFIs. Just as leasing cannot develop
in the absence of a specific leasing regulation,
MFIs also cannot develop and, in particular, may
have difficulties in transitioning out of donor
dependency in the absence of a specific sup-
portive regulatory regime. IFC’s strategies and
advisory services have not addressed this issue.

MFIs serving SMEs in addition to microenter-
prises achieve better development and financial
results, which make them attractive equity in-
vestments for private sector investors. Several
MFIs (mainly those under the “MFI Holding
Company”) achieved better development and fi-
nancial results by also serving small and medium-
size enterprises, while a few MFIs enhanced
their results by serving the banking needs of
households and small businesses. For example,
one MFI, with the largest branch network, has
developed a substantial national remittance busi-
ness. After receiving a full commercial bank
license recently, it started an international re-
mittance service and also started to give term
loans for equipment and fixed-asset financing to
small and medium-size enterprises, particularly
in the agribusiness sector. Serving both micro and
small enterprises helps to increase the average
loan amount per borrower, thereby reducing
administrative expenses as a percentage of loans
outstanding, leading to lower interest charges to
borrowers and higher profitability.

MFIs generally complied with IFC’s EHS Exclu-
sion List. Moreover, while they were often not
subject to the host country’s EHS regulations,
their subprojects had no significant EHS issues.

Findings and Conclusions Specific
to SME-Fls

The six primary success drivers for SME-FIs are:

* A sponsor and management with a commit-
ment to serve the small and medium-size
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enterprises, and a strategic business plan to
do so;

* Cost-effective and prudent lending proce-
dures and practices, including good practice
standards to benchmark performance;

* Advisory services for staff training and
development, institutional capacity build-
ing, and for acquisition of risk management
systems;

e Transparency and good governance;

* Good IFC work quality, including screening
and selecting SME-FIs to support; and

¢ IFC equity investments (in half of the SME-FI
evaluated population) either for the initial
capital of a new SME-FI, or for an increase
in capital of an existing SME-FI, to support
growth in lending and maintain prudent
capitalization.

IFC’s equity investments in the SME-FIs per-
form as well as those in all commercial banks
worldwide but better than IFC’s equity invest-
ments in all other sectors in frontier countries.
IFC’s equity investments in commercial banks
worldwide, including the SME-FIs in the evalu-
ated population, have benefited from improving
country business climates. More importantly,
the equity valuations for commercial banks in de-
veloping countries with liberalizing regulatory
regimes and improving business climates have
been further buoyed by the large number of in-
ternational and regional commercial banks com-
peting to acquire substantial equity stakes in
these developing country commercial banks.
The market value of IFC’s commercial bank eg-
uity portfolio, including the SME-FIs in the eval-
uated population, have benefited from these
trends, which are expected to provide better-
than-average equity investment success rate for
the SME-FI equity investments.

Recommendations

IFC’s strategy of supporting MSMEs through
Sfinancial intermediaries, and providing
advisory services for institutional capac-
ity building to the financial intermedi-
aries, bas been relevant and broadly
effective. Nonetheless, the strategy should

be reinforced and improved to substan-
tially enbance the development impact of
MSME-FI projects by IFC’s implementation
of the three initiatives listed below:

I IFC could promote the transition of MFIs
out of donor dependency and into sus-
tainability by belping them develop a sub-
stantial savings deposit base as well as a
large micro and small-size enterprise
client base; this will require adoption of
specific supportive prudential regulatory
regimes for microfinance intermediaries
in developing countries.

Background: MFIs can serve a large number of
microenterprises, be profitable, and transition
out of donor dependency, but only if they can de-
velop an extensive branch network and a sub-
stantial savings deposit base as well as charge
interest rates that provide a reasonable profit
margin. These require a supportive prudential
regulatory regime specific to MFIs. However,
some countries have not yet adopted a regula-
tory regime for them (or the countries have de-
ficient frameworks that need to be reformed),
and the regulations for commercial banks are not
appropriate for MFIs. MFIs also cannot develop
and, in particular, may have difficulties in tran-
sitioning out of donor dependency, in the ab-
sence of a supportive prudential regulatory
regime. Three critical features of a supportive
prudential regulatory regime for MFIs are:

¢ The right to take deposits;

* The right to establish branches; and

e The reliance on competition to ensure rea-
sonable interest rates.

Improving the regulatory regime for MFIs is
therefore important for the establishment and
growth of a commercially oriented and suc-
cessful MFI industry in developing—particularly
frontier—countries.

Recommendation: IFC needs to take a more
proactive approach in encouraging other devel-
opment partners who have substantial engage-
ments with the developing country governments,



to promote the establishment of specific and
prudential regulatory regimes, and associated
government supervisory capacity, for micro-
finance intermediaries in developing—particularly
frontier—countries, in order to create condi-
tions that will facilitate the transition of MFIs out
of donor dependency, especially through their de-
velopment of a savings deposit base and achieve-
ment of economies of scale by expanding their
client base and the establishment of branch
offices.

II. IFC could seek to strengthen the sus-
tainability of its MSME-FI projects, and
achieve an even wider development reach,
by encouraging selected MSME-FIs that
bave achieved good risk management
practices and by supporting their efforts
to diversify product lines and target
clients. Such IFC support could include
enlarging the scope of its advisory ser-
vices beyond facilitating access to finance
by MSME:s to also include serving the need
Jor savings and other banking services
by other underserved segments of the pop-
ulation in frontier countries, as well as im-
proving the liquid asset management of
MSME-FIs.

Background: IFC’s advisory services to MSME-
FIs has focused on developing good lending
practices and procedures, as well as loan port-
folio risk management systems, to facilitate ac-
cess to finance by MSMEs. However, there is a
large need among low-income households and
small businesses for savings and other banking
services (for example, remittances), particularly
in rural areas, which could also be served by the
MSME-FIs. MSME-FIs could also improve their
profitability, and reduce interest charges to bor-
rowers, through better liquid asset management,
especially if they are successful in mobilizing
substantial savings in excess of their lending and
working capital needs. MFIs can also improve
profitability by increasing their borrower base to
achieve economies of scale, which they can do
by also lending to underserved small enterprises,
in addition to microenterprises. The scope of
future IFC Advisory Services to MSME-FIs could
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therefore include capacity building in savings
mobilization, liquidity management, and other
banking services needed by households and un-
derserved businesses, in addition to lending
techniques to MSMEs and loan portfolio risk
management. This will help broaden the devel-
opment impacts of IFC’s MSME-FI projects, and
also facilitate the transition of MFIs out of donor
dependency.

Recommendation: 1FC could enlarge the
scope of its advisory services to MSME-FIs be-
yond the present focus of improving lending
techniques and loan portfolio risk management.
IFC could help selected MSME-FIs that have
achieved good risk management practices to:
(i) better meet the need for savings and other
banking services (for example, remittances) by
poor households and small businesses; (ii) im-
plement best-practice liquidity management
procedures; and (iii) in the case of MFIs, help
expand their client base to also reach small-size
enterprises.

III. IFC needs to improve the EHS compli-
ance and supervision of financial inter-
mediaries.

Background: The business culture and prac-
tices of developing country commercial banks
and financial intermediaries generally do not
include EHS screening and supervision of their
subprojects, relying instead on the permits
and licenses issued by the regulatory authorities
for insuring compliance by subprojects with
local EHS regulations. However, in many devel-
oping countries, enforcement of EHS regula-
tions with respect to SMEs is typically weak and,
generally, there are no EHS regulations for
microenterprises. Unless IFC and the other mul-
tilateral development banks providing financ-
ing to these local financial intermediaries closely
supervise their compliance with the EHS regu-
lations in the financing agreements, many local
financial intermediaries will generally not fol-
low these EHS regulations. IFC’s EHS super-
vision of the SME-FI evaluated population is
satisfactory in only 32 percent of projects. Thus,
it is not surprising that financial intermediary sub-
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projects have poor, just 25 percent satisfactory
in EHS compliance. Within IFC, financial inter-
mediary projects are viewed as having low EHS
risks and are not a priority for EHS supervision,
given the need to use limited EHS supervision
capacity more strategically by the Environment
and Social Development Department. However,
many SME-FI borrowers have operations that
would be designated as EHS category-B (medium
EHS risk) under IFC’s EHS risk framework. In re-
sponse to the fast growth of the financial mar-
kets portfolio and the poor EHS compliance
history of financial intermediary projects, a
dedicated team of EHS specialists have been
embedded in the Global Financial Markets De-
partment. In addition, the “mainstreaming EHS”
initiative among investment officers was a way

to complement the capacity of the Environment
and Social Development Department to su-
pervise projects across all sectors; but to be ef-
fective, the mainstreaming initiative needs to
be accompanied by IFC placing a high priority
on improving EHS supervision and compliance
of financial intermediaries.

Recommendation: IFC should give a high pri-
ority to improving the environmental, health,
and safety supervision, as well as the EHS com-
pliance rate, of MSME-FI projects. In particular,
IEG recommends that IFC set a goal to be
achieved within a defined period of time,
to improve its satisfactory EHS supervision
rate, and the EHS compliance rate, of MSME-FI
projects.
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APPENDIX A: LIST OF FRONTIER COUNTRIES

Frontier status 1994 Frontier status 2002
Institutional Institutional
Investor Investor
country Income country Income
IFC country / region credit rating group Status credit rating group Status
Afghanistan® 9.7 na Frontier 5.7 na Frontier
Albania® 11.2 LM Frontier 15.0 LM Frontier
Algeria® 25,3 LM Frontier 312 LM =
Angola* 11.0 L Frontier 13.4 L Frontier
Argentina® 36.5 um — 19.8 UM Frontier
Armenia na na Frontier na na Frontier
Azerbaijan na LM Frontier na L Frontier
Bangladesh® 216 L Frontier 26.8 L Frontier
Belarus™ 15.6 um Frontier 13.9 LM Frontier
Belize na LM Frontier na LM Frontier
Benin* 16.7 L Frontier 19.0 L Frontier
Bhutan na na Frontier na na Frontier
Bolivia* 20.5 LM Frontier 29.9 LM Frontier
Bosnia and Herzegovina na L Frontier na LM Frontier
Botswana 46.6 um - 57.8 UM -
Brazil* 29.6 uMm Frontier 40.1 UM =
Bulgaria® 20.3 LM Frontier 39.7 LM —
Burkina Faso* 17.4 L Frontier 18.3 L Frontier
Burundi na na Frontier 11.1 na Frontier
Cambodia na L Frontier na L Frontier
Cameroon® 19.5 LM Frontier 18.4 L Frontier
Cape Verde na LM Frontier na LM Frontier
Chad na L Frontier 14.1 L Frontier
Chile 54.3 LM - 65.1 UM -
China 57.7 L Frontier 58.3 LM =
Colombia 434 LM — 39.1 LM —
Congo, Republic of* 15.5 LM Frontier 9.8 L Frontier
Congo, Dem. Republic of* 1.6 L Frontier 8.6 L Frontier
Costa Rica* 29.0 LM Frontier 454 UM —

Cote d'lvoire® 16.7 LM Frontier 17.8 L Frontier
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Frontier status 1994 Frontier status 2002
Institutional Institutional
Investor Investor
country Income country Income
IFC country / region credit rating group Status credit rating group Status
Croatia™ 13.7 LM Frontier 46.7 UM =
Czech Republic 51.3 LM - 62.7 UM -
Dominica na na Frontier na na Frontier
Dominican Republic* 22.0 LM Frontier 37.1 LM -
Ecuador® 285 LM Frontier 21.0 LM Frontier
Egypt 304 L Frontier 457 LM =
El Salvador® 18.0 LM Frontier 448 LM =
Eritrea na L Frontier na L Frontier
Estonia® 222 um Frontier 57.9 UM =
Ethiopia® 11.8 L Frontier 15.2 L Frontier
Fiji na LM Frontier na LM Frontier
Gabon* 26.8 um Frontier 21.7 UM Frontier
Gambia, the na L Frontier na L Frontier
Georgia* 8.6 LM Frontier 14.8 L Frontier
Ghana* 274 L Frontier 252 L Frontier
Guatemala® 20.8 LM Frontier 33.1 LM =
Guinea® 133 L Frontier 15.2 L Frontier
Guinea—Bissau na L Frontier na L Frontier
Guyana na L Frontier na LM Frontier
Haiti* 78 L Frontier 14.6 L Frontier
Honduras™ 16.6 L Frontier 248 LM Frontier
Hungary 46.2 um - 65.6 UM -
India 411 L Frontier 477 L Frontier
Indonesia 51.6 L Frontier 22.7 L Frontier
Iran, Islamic Republic of* 27.3 na Frontier 33.6 na Frontier
Jamaica* 24.1 LM Frontier 27.7 LM Frontier
Jordan™ 23.3 LM Frontier 38.0 LM -
Kazakhstan* 17.7 LM Frontier 36.9 LM =
Kenya* 233 L Frontier 219 L Frontier
Korea, Republic of 69.8 um - 64.2 UM -
Kyrgyz Republic na LM Frontier 16.9 L Frontier
Lao People’s Dem. Republic na L Frontier na L Frontier
Latvia® 20.5 LM Frontier 50.1 LM =
Lebanon* 21.5 LM Frontier 26.2 UM Frontier
Lesotho na L Frontier 26.4 L Frontier
Liberia 6.2 L Frontier 8.8 L Frontier
Lithuania 19.2 LM Frontier 48.6 LM =
Macedonia, Frmr Yugoslav Rep. of na LM Frontier na LM Frontier
Madagascar na L Frontier na L Frontier
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Frontier status 1994 Frontier status 2002
Institutional Institutional
Investor Investor
country Income country Income
IFC country / region credit rating group Status credit rating group Status
Malawi* 18.2 L Frontier 18.9 L Frontier
Malaysia 67.1 um — 56.5 UM —
Maldives na LM Frontier na LM Frontier
Mali* 16.9 L Frontier 17.8 L Frontier
Mauritania na L Frontier na L Frontier
Mauritius 439 um = 52.7 UM =
Mexico 46.5 UM = 58.1 UM =
Moldova na LM Frontier 14.9 L Frontier
Mongolia na LM Frontier na L Frontier
Morocco 36.8 LM = 46.0 LM =
Mozambique™ 1.1 L Frontier 19.1 L Frontier
Namibia® na LM Frontier 39.7 LM =
Nepal* 23.6 L Frontier 24.2 L Frontier
Nicaragua® 9.6 L Frontier 18.0 L Frontier
Niger na na Frontier 131 na Frontier
Nigeria® 18.5 L Frontier 17.7 L Frontier
Oman* 52.7 UM — 56.5 UM —
Pakistan™ 29.3 L Frontier 19.1 L Frontier
Panama* 23.3 LM Frontier 46.6 UM =
Papua New Guinea 33.0 LM — 29.1 LM Frontier
Paraguay™ 29.9 LM Frontier 28.8 LM Frontier
Peru* 19.3 LM Frontier 37.7 LM =
Philippines 31.7 LM — 43.7 LM —
Poland 31.8 LM - 59.9 UM -
Romania* 25.8 LM Frontier 32.3 LM =
Russian Federation® 18.3 LM Frontier 35.6 LM =
Rwanda na L Frontier na L Frontier
Saint Lucia na UM Frontier na UM Frontier
Samoa na LM Frontier na LM Frontier
Saudi Arabia 58.0 um - 57.2 UM -
Senegal* 211 LM Frontier 26.5 L Frontier
Serbia and Montenegro na na Frontier na na Frontier
Seychelles® 24.2 um Frontier 26.4 UM Frontier
Sierra Leone™ 73 L Frontier 9.0 L Frontier
Slovakia 324 LM — 50.1 UM —
Slovenia 35.1 UM = 67.1 High -
Somalia na na Frontier na na Frontier
South Africa 39.5 UM — 5.3 UM —
Sri Lanka™ 29.1 L Frontier 32.7 LM -
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Frontier status 1994 Frontier status 2002
Institutional Institutional
Investor Investor
country Income country Income

IFC country / region credit rating group Status credit rating group Status
Sudan* 6.1 na Frontier 9.4 na Frontier
Swaziland* 27.2 LM Frontier 28.5 LM Frontier
Syrian Arab Republic® 23.6 LM Frontier 22.6 LM Frontier
Tajikistan na L Frontier 12.7 L Frontier
Tanzania, United Republic of 14.6 L Frontier 209 L Frontier
Thailand 61.7 LM - 50.1 LM -
Togo* 16.3 L Frontier 14.8 L Frontier
Trinidad and Tobago 319 um — 522 UM —
Tunisia 432 LM = 524 LM -
Turkey 43.8 LM = 335 UM =
Uganda™ 10.9 L Frontier 20.6 L Frontier
Ukraine™ 14.8 LM Frontier 23.3 L Frontier
Uruguay 36.6 um - 455 UM -
Uzbekistan* 14.3 LM Frontier 17.8 L Frontier
Vanuatu na LM Frontier na LM Frontier
Venezuela 36.8 UM = 325 UM =
Vietnam* 285 L Frontier 30.8 L Frontier
West Bank and Gaza na LM Frontier na LM Frontier
Yemen, Republic of na L Frontier 15.1 L Frontier
Zambia* 815 L Frontier 15.5 L Frontier
Zimbabwe* 28.5 L Frontier 11.6 L Frontier
REGIONS (simple average)

Africa*® 19.2 L Frontier 21.0 L Frontier
Europe & Central Asia* 24.3 LM Frontier 37.1 LM -
Middle East & North Africa 31.7 LM = 345 LM =
Asia 42.6 L Frontier 40.5 LM =
Latin America & the Caribbean™ 27.6 LM Frontier 36.3 LM =
World* 26.7 LM Frontier J13 LM =

Note: Frontier countries are defined as low-income and/or high-risk countries (as in the definition adopted by IFC).
*High-risk country (Institutional Investor country credit rating lower than 30).
Income group codes: L = low, LM = lower middle, UP = upper middle.
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APPENDIX B: EVALUATION RATINGS OF MSME-FI PROJECTS

Percentage of High Ratings, by Number of Projects

Rest of Rest of
commercial financial

MFI SME-FI banks? markets® All IFC

(%) (%) (%) (%) (%)
Number of projects 21 72 60 147 627
Development outcome 71 (15/21) 61 (44/72) 60 (36/60) 59 (86/147) 59 (372/627)
Business success 48 (10/21) 54 (39/72) 55 (33/60) 48  (70/146) 46  (283/620)
Economic sustainability 71 (15/21) 64 (46/72) 63 (38/60) 59 (85/145) 62 (381/617)
Environment 70 (14/20) 25 (15/60) 56 (30/54) 64 (74/122) 67 (384/569)
Private sector development 86 (18/21) 69 (50/72) 65 (39/60) 66 (86/136) 72 (443/619)
Investment outcome 38 (8/21) 67 (48/72) 72 (43/60) 61 (89/147) 56 (351/627)
Equity outcome 22 (4/18) 53 (19/36) 67 (10/15) 41 (30/74) 31 (100/322)
Loan outcome 100 (8/8) 79 (38/48) 76 (37/49) 80 (75/94) 74 (343/466)
Work quality 76 (16/21) 65 (47/72) 70 (42/60) 66 (97/147) 65 (409/627)
Screening and approval 67 (14/21) 60 (43/72) 65 (39/60) 60 (88/146) 55  (341/620)
Supervision 81 (17/21) 64 (46/72) 70 (42/60) 68 (99/148) 68 (422/620)
Role and contribution 81 (17/21) 68 (49/72) 77  (46/60) 73 (106/146) 81 (501/620)

a. Excludes evaluated population projects with XPSRs, two MFIs outside of the evaluated population, and collective investment vehicles.

Percentage of High Ratings, by IFC Net Commitments

Rest of Rest of
commercial financial

MFI SME-FI banks? markets® All IFC

(%) (%) (%) (%) (%)
Development outcome 85 58 66 63 65
Business success 54 58 60 52 50
Economic sustainability 85 62 69 64 65
Environment 75 34 74 70 72
Private sector development 98 64 67 66 76
Investment outcome 42 68 12 70 62
Equity outcome 20 56 59 41 32
Loan outcome 100 75 82 82 78
Work quality 88 55 83 76 13
Screening and approval 85 515 73 70 62
Supervision 92 61 82 78 75
Role and contribution 92 61 87 78 84
By net commitment amount (US$m) 46 490 1,441 2,268 10,617

a. Excludes evaluated population projects with XPSRs, two MFIs outside of the evaluated population, and collective investment vehicles.






APPENDIX C: IEG’S EVALUATION METHODOLOGY AND GUIDELINES FOR
PROJECT PERFORMANCE RATINGS

Al TFC investments are evaluated on eight or nine
performance indicators: four indicators of de-
velopment outcome, one or two indicators of
IFC’s investment outcome (loan and/or equity),
and three indicators of IFC’s overall work qual-
ity. The outcomes and underlying indicators are
rated on the following scales:

* The project’s development outcome is rated
on a six-point scale, from highly unsuccessful
to highly successful. The bottom three rat-
ings (mostly unsuccessful and worse), taken
together, are described as “low” outcomes, and
the top three (mostly successful or better) as
“high” outcomes.

* The other two performance dimensions (IFC’s
investment outcome and IFC’s overall work
quality) and all of their underlying indicators
are rated on a four-point scale: unsatisfactory,
partly unsatisfactory, satisfactory, and excellent.
Unsatisfactory and partly unsatisfactory ratings,
taken together, are described as “low” ratings;
satisfactory and excellent as “high” ratings.

Development Outcome

Four indicators measure distinct aspects of each
operation’s fulfillment of IFC’s Article 1 in pur-
pose and contribution to its mission. The devel-
opment outcome rating is a bottom-line
assessment of the operation’s results “on the
ground,” relative to what would have occurred
without the project. The results are rated on a six-
point scale: highly successful, successful, mostly
successful, mostly unsuccessful, unsuccessful,
and highly unsuccessful. The rating is not an
arithmetic weighting of the four indicators. In-
stead, it is determined case-by-case and consid-

ers the relative importance of each indicator in
the specific operation and what performance
would have been necessary for the operation to
merit the next higher or lower development out-
come rating. Some of the development outcome
indicators are evaluated differently for nonfi-
nancial market and financial market operations.

Project business success: Project business
success covers the performance of the project
and IFC-financed subprojects and their contri-
bution to the company’s profitability, financial
condition and development, as well as the related
objectives established at approval. An excellent
rating is one in which the project substantially
raised the company’s profitability; satisfactory
if the project had a neutral to positive impact on
the company’s profitability; partly unsatisfactory
if the project returns were sufficient to cover the
cost of debt but did not provide adequate returns
to shareholders; and unsatisfactory if the proj-
ect returns were insufficient to cover the cost of
debt.

Economic sustainability: These are ratings
of whether subprojects financed with IFC funds
are economically viable (for example, as reflected
in economic rates of returns or the financial
portfolio performance combined with the ab-
sence of portfolio concentrations in protected in-
dustries); whether the project has led to
economic viability criteria in the company’s in-
vestment decisions; and benefits to the economy.
Note that, in most cases, quantitative information
on the economic viability of subprojects is not
available. The judgment therefore relies on as-
sessing the financial portfolio performance, com-
bined with an assessment of to what extent the
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intermediary invests in protected industries. In
addition, the indicator takes into account the pro-
ject’s impact on the living standards of the com-
pany’s and the subproject companies’ local
employees, as well as of its customers, com-
petitors, and suppliers. Also taken into account
are direct and indirect taxes, and gender, child
labor, and regional development impacts.

Impact on private sector development: Proj-
ects and subprojects are rated on economic and
financial profitability and growth prospects, pi-
oneering attributes, transfer of skills or tech-
nology, resource allocation efficiency, impact
on competition, demonstration effects, linkages,
catalytic effects on other companies, and finan-
cial market development. The indicator also
assesses whether project-related advisory ser-
vices or the project’s activities and services have
helped create conditions conducive to the flow
of private capital into productive investment.
This might include changes in the specific laws
and regulations or an improvement in their ad-
ministration and enforcement.

Environmental sustainability: This indica-
tor considers both the environmental and the so-
cial health and safety performance of projects
financed by the intermediary and its internal
environmental management system. Ratings are
described below.

Excellent: The company engages in practices
and sets standards beyond those required for the
project type. For example, it requires all projects
that it finances (not only IFC-financed subpro-
jects) to meet IFC’s at-approval requirements,
and monitors/enforces compliance through vis-
its and reporting.

Satisfactory: The company meets requirements
for the project type. For example, the company
requires only the IFC-financed subprojects to
comply with IFC at-approval requirements, and
monitors/enforces compliance through visits and
reporting; or, the project has no impact potential.

Partly unsatisfactory: The company requires
subprojects to comply with IFC at-approval re-

quirements but does little or nothing to follow
up on compliance; or, it does not require sub-
projects to comply with IFC at-approval re-
quirements but is taking action to implement
appropriate procedures; or, IFC did not require
subproject reviews, but there is no evidence of
material negative environmental impacts.

Unsatisfactory: The company does not require
its subprojects to comply with IFC at-approval re-
quirements, and action to implement proce-
dures is doubtful; or, IFC imposed no at-approval
requirements and a significant portion of the
subproject portfolio is causing materially nega-
tive environmental impacts. In addition, ob-
taining accurate information on the subproject’s
environmental effects can be a challenge.

IFC Investment's Profitability

Where IFC had both a loan and an equity in-
vestment, the rating is a synthesis of the sepa-
rate ratings of the two investments. The ratings
address the gross contribution of the invest-
ments, that is, without taking into account trans-
action costs or the cost of capital. The ratings will
not in every case align directionally with net
profitability-based outcome quality ratings, which
take into account investment size, loan margin
differentials, combined loan and equity cash
flows, actual transaction costs, discounting for dif-
ferential risk (such as between realized-to-date
and still-to-go cash flows), and IFC’s cost of cap-
ital. Also, the gross contribution equity ratings
use IFC’s loan pricing as underlying benchmarks
and, therefore, implicitly rely on the overall
weighted-average pricing, thus adequately com-
pensating for the risk relative to IFC’s corporate
profitability objectives at approval.

Loan ratings

Excellent: The loan is fully performing and,
through a “sweetener” (for example, income
participation), it is expected to earn significantly
more than a loan “without sweetener” in a paid-
as-scheduled case.

Satisfactory: The loan (i) is expected to be paid
as scheduled; (ii) is prepaid; (iii) has been resched-
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uled and is expected to be paid as rescheduled
with no loss of originally expected income; (iv) is
IFC-guaranteed, meaning all fees are expected to
be received and guarantee is not called, or called
but expected to be fully repaid in accordance
with the terms of the guarantee agreement; or
(v) is a IFC swap or other risk-management facil-
ity, meaning IFC has not suffered any loss due to
nonperformance of the swap counterparty.

Partly unsatisfactory: The loan has been
rescheduled or guarantee is called. In either
case, IFC expects to receive sufficient interest in-
come to recover all of its principal but less than
the full margin originally expected.

Unsatisfactory: The loan (i) is in nonaccrual sta-
tus, (ii) is one for which IFC has established spe-
cific loss reserves, (iii) has been restructured
and IFC does not expect to recover all of its loan
principal, (iv) has been or is expected to be
wholly or partially converted to equity in a re-
structuring of a “problem” project, or (iv) is one
for which IFC experiences a loss on its guaran-
tee or risk-management facility.

Equity, active

Excellent: Nominal US$ internal rate of return on
equity (equity IRR) = fixed loan interest rate
(FR) +8 percent. Satisfactory: equity IRR =
FR+5 percent. Partly unsatisfactory: equity
IRR = FR+2 percent. Unsatisfactory: equity IRR
< FR+2 percent, where FR is the actual or no-
tional fixed rate loan interest rate that was or
would have been approved by IFC for the proj-
ect financing.

Equity, closed

Excellent: Nominal US$ equity IRR = FR+06 per-
cent. Satisfactory: equity IRR = FR+3 percent.
Partly unsatisfactory: equity IRR = FR. Unsat-
isfactory: equity IRR < FR, where FR is the ac-
tual or notional fixed rate loan interest rate that
was or would have been approved by IFC for the
project financing.

IFC Work Quality

IFC overall work quality is based on three indi-
cators and is rated on a four-point scale: excellent,

satisfactory, partly unsatisfactory, and unsatisfac-
tory. This synthesis rating reflects a judgment of
the overall quality of IFC’s due diligence and
value added at each stage of the operation to a
country’s development and to IFC’s profitability.
The overall work quality rating can be no lower
than that of the worst of the three indicators
and no higher than that of the best indicator,
and it is related to them according to the relative
importance of each (recognizing that IFC’s abil-
ity to influence an operation is greatest between
screening and disbursement) and the consider-
ations that would favor assigning the next higher
or the next lower rating. IFC’s work quality is
judged against established good-practice stan-
dards, such as those embodied in credit notes or
other guidance and policy. As much as possible,
work quality is evaluated independent of the
project’s outcome, so as to avoid bias in the rat-
ings, although in practice actual project results
can influence work quality ratings. For example,
projects performing poorly can expose or exag-
gerate weaknesses in IFC’s structuring or su-
pervision, which, in the absence of significant
negative variances, might be undetected or given
less weight. Conversely, a project that is per-
forming very well may be doing so despite initial
IFC weaknesses which may, under different cir-
cumstances, be readily exposed. Considering the
inherently high exogenous risk faced by IFC’s op-
erations over their first five years, and IFC’s sta-
tus as an offshore, minority financier with limited
leverage after disbursement, the frequency of
successful outcomes, despite IFC work quality
shortfalls, is believed to be very low.

Screening, appraisal, structuring: With hind-
sight, how well did IFC perform in appraising and
structuring the operation? Were there signifi-
cant variances from the appraisal assumptions
about the market, sponsors, enabling environ-
ment, and company performance prospects (in-
cluding environmental), which, with good due
diligence, should have been anticipated at screen-
ing and appraisal? Were significant risks identi-
fied and did IFC mitigate them appropriately
within good-practice project finance practices
and prescribed IFC policies and procedures?

I[EG'S EVALUATION METHODOLOGY AND GUIDELINES
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Supervision and administration: How well
did IFC address company reporting, supervise
the project, detect emerging problems, and re-
spond expeditiously with effective interventions?

Role and contribution: Along with investing in
the company and supervising the project, to

what extent did IFC: adhere to its corporate,
country, and sector strategies and business prin-
ciples; play a catalytic role; and make a special con-
tribution? Was IFC timely and efficient, and was
the client satisfied with IFC’s service quality?
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APPENDIX E: BRIEF DESCRIPTIONS OF MFI AND SME-FI LENDING

TECHNIQUES

Microcredit Lending Techniques of NGOs
and MFls

Group lending: Between three and seven (gen-
erally five) borrowers/families from a village or
neighborhood community form a borrower
group with joint and individual liability for the
repayment of the loan. The members of the
group each take turns being the actual borrower,
and when the outstanding loan is repaid, the next
person in the group takes a new loan, until every-
one in the group has taken a turn at borrowing—
only one person has a loan outstanding at any
one time. The social pressure and fear of being
shamed are the main motivations for repayment.

Village banking: Village banks involve 15 to 30
people/families from the same village or neigh-
borhood community, who borrow as a group
and then split the loan into individual subloans
to the group members. The members elect the
officers to the village banking group, who are re-
sponsible for running the lending business and
repayment collection in the group. In some
cases, village banks also take deposits from mem-
bers, which form part of the loan funds, together
with the funds provided by outside funding agen-
cies or NGOs.

Individual lending: The primary information
used by lenders is based on “soft” personal, fam-
ily, social, and business information about the
borrower, obtained by a bank’s loan or credit
officer through close and frequent personal con-
tact and observation. This is a “know—your-client-
well” lending approach. Relationship lending is
labor intensive, and may be best delivered by
small institutions such as an MFI. This technique
is identical to the relationship lending used by
SME-FIs described below.

SME-FI Lending Techniques

Financial statement or corporate lending:
Financial statement or corporate lending in-
volves underwriting loans, based on the strength
of a borrower’s financial statements. Financial
statement lending depends on the existence of
a strong information environment, particularly
with respect to accounting standards and cred-
ible auditors. It is not feasible for financial insti-
tutions (i.e., SME-FIs) in many frontier countries
to offer a substantial amount of financial state-
ment lending because of underdeveloped ac-
counting systems and lack of independent
auditing profession and standards, as well as the
poor corporate governance culture, in these
countries.

Small-business credit scoring: Small-business
credit scoring is a transactions-lending technol-
ogy based on hard information about the SME
and its owner. The information on the owner is
primarily personal consumer data (for example,
personal income, debt, financial assets, and home
ownership) obtained from consumer credit bu-
reaus. This is combined with data on the SME col-
lected by the financial institution and, in some
cases, from commercial credit bureaus. The data
are entered into a loan performance prediction
model, which yields a score, or summary statis-
tic for the loan. Either a strong information en-
vironment, large institution size, or both, appear
to be needed to use this technology.

Asset-based or project finance lending: For
asset-based or project finance lending, the fi-
nancial intermediary (that is, the SME-FI) looks
to the underlying assets of the firm and/or
the project to be financed (which are taken as
collateral) as the primary source of repayment.
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The lending environment must include a strong
and unambiguous set of commercial laws gov-
erning security and must include a legal and
bankruptcy environment that ensures priority in
the preservation of collateral in liquidation and
reorganization circumstances. This may not be
practical in many frontier countries.

Factoring: Factoring involves the purchase of
accounts receivable by a “lender,” known as a
factor. Factoring may be a particularly valuable
technology in countries with weak lending in-
frastructures. Factoring removes the underlying
asset from the bankruptcy estate, and therefore
may be feasible in countries with weak com-
mercial laws on security interests, weak collateral
registration systems, and/or weak bankruptcy
systems. It can also work well in weak informa-
tion environments if the receivables are associ-
ated with large borrowers or borrowers located
in strong information environments.

Trade credit: Many of the procedures and
processes associated with the other lending
technologies appear to be used in underwriting
trade credit. The ubiquitous nature of trade
credit also suggests that it may have advantages
over the other technologies, particularly in the
nations with the most problematic financial in-
stitution structures and lending infrastructures.

Relationship lending: The primary informa-
tion used by lenders is based on “soft” personal,
family, social and business information about
the borrower, obtained by a bank’s loan or credit
officer through frequent and close personal con-
tact and observation. This is a “know-your-client-
well” lending approach. Relationship lending
may be best delivered by small institutions such
as MFIs or small SME-FIs. This technique is iden-
tical to the MFI individual lending technique de-
scribed above.



ENDNOTES

Chapter 1

1. “Frontier” countries refer to countries that can
be described as being either or both of the following:
(a) high risk, with an Institutional Investor country
credit rating below 30, or (b) low income, as defined
by the World Bank at the time of project approval. The
commonly used definition, within IFC, of a country with
a high-risk business climate is condition (a). The In-
stitutional Investor Country Credit rating ranges from
0 (worst or highest country risk) to 100 (best or low-
est country risk). See appendix A for a list of frontier
countries.

2. Unless specifically noted, IEG means IEG-IFC in
this document.

3. Alist of projects in the MFI evaluated popula-
tion is available in a supplementary appendix on this
publication’s Web site at http://www.ifc.org/ieg/msme.

4. A list of the SME-FI projects included in the
SME-FI evaluated population is available in a supple-
mentary appendix on this publication’s Web site at
http://www.ifc.org/ieg/msme.

5. IFC receives the audited report on the financial
and operating results of MSME-FI clients about four to
six months after the end of the financial year for the
MSME-FIs; most end on December 31. Therefore, the
latest available, complete set of audited financial reports
from SME-FI clients in the evaluated populations is for
2005.

6. In the XPSR evaluation framework, the devel-
opment outcome indicator has four subindicators:
business success (mainly the project discounted cash-
flow financial rate of return); economic sustainability
(mainly the economic rate of return); environmental
and social effects; and contribution to private sector
development (that is, impacts beyond the project com-
pany, such as supply chain linkages, demonstration ef-
fects and increased local competition, improvements

in laws and regulations, improved corporate gover-

nance in the country, increased international com-
petitiveness of businesses in the country, etc.). The
IFC investment outcome indicator is a composite
of the IFC loan outcome and the IFC equity investment
outcome, if IFC provided both loan and equity
financing.

7. See appendix C for IEG’s standard set of XPSR
evaluation guidelines for financial intermediary projects.

8. The original evaluation scope in the approach
paper for this review (available at www.ifc.org/ieg/
msme) included 21 MFIs and a purposive sample of 37
SME-FIs (out of 72 in the evaluated population), for a
total of 58 MSME-FIs. Subsequently, IEG decided to in-
crease the SME-FI coverage to include the entire pop-
ulation of 72 SME-FIs.

9. Available on this report’s Web site at wwwi.ifc.org/
ieg/msme.

Chapter 2

1. Figure 4 in Roodman and Qureshi (2006) shows
the proportion of women borrowers within four
groups of MFIs (grouped based on their lending
model): (1) for the median MFIs that lend on an in-
dividual basis, almost 55 percent; (2) for the median
MFIs that lend on an mixed individual and group (or
solidarity) basis, about 65 percent; (3) for MFIs that
lend on a group basis, almost 90 percent; and (4) for
those MFIs that lend on a village banking basis, almost
95 percent.

2. See, for example, Robinson 2001. The focus of
this book is the paradigm shift pushing the microfinance
industry toward commercially viable microfinance by
not just providing credit at a profit, but more impor-
tantly, by also serving the savings and related banking
needs of the poor and the rural population. Large-
scale mobilization of savings and a supportive reg-
ulatory system are seen as the keys to long-term
sustainability of most microfinance entities.
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3. IFC has 37 microfinance intermediary clients
with operationally mature projects approved during
FY96-FY02 in 33 countries (three MFIs were in one
country and two projects were regional investment
funds). Ten of IFC’s country-level MFI clients are in 10
of the 29 developing countries with at least 1.0 micro-
credit account per 100 people. Seven of these ten
country-level clients are in the MFI evaluated popula-
tion. The 25 other country-level clients with opera-
tionally mature projects were in 23 countries with less
than 1.0 micro-credit account per 100 people, includ-
ing 14 microfinance intermediaries in the MFI evaluated
population. The final two MFI clients were a regional pri-
vate equity fund and a regional investment fund (pro-
viding loan and equity) focused on investing in MFIs and
commercial banks lending to micro-enterprises.

4. The Economist, March 15, 2007, “Small Loans and
Big Ambitions.”

5. CGAP 2004. The survey covered five multilat-
eral development institutions, five bilateral aid agencies,
26 existing (that is, created before 2003) social invest-
ments funds and 10 social investments funds created
or that became operational in 2003. The Consultative
Group to Assist the Poor is a consortium of 33 public
and private development institutions or agencies (in-
cluding the World Bank) established to help create
providers of financial services to the poor (that is, mi-
crofinance entities).

6. A summary of IFC’s MSME-FI and frontier strat-
egies, 1994-2006, is available in a supplementary ap-
pendix on this publication’s Web site at http://
www.ifc.org/ieg/msme.

7. This evaluation does not include IFC’s MSME-FI
projects in frontier areas of nonfrontier countries.

8. An IEG report concluded that the AEF was not
sustainable. Subsequently, IFC also concluded that the
SEF was unsustainable.

9. Before 2000, IFC financed SMEs in two ways:
(1) a direct and one-on-one approach of supporting in-
dividual SMEs through SME enterprise funds with their
own staff in field offices; and (2) an indirect widescale
approach through financial intermediaries, including
leasing companies. The first such SME fund was the
Africa Enterprise Fund (AEF), established in 1988. This
was then followed by the Small Enterprise Fund (SEF),
a global SME and large enterprise, direct-funding facil-
ity, established in FY97 as part of the “Extending
IFC’s Reach” initiative in FY96-99, and which targeted

countries with very difficult business climates and high
project-transaction costs.

10. In comparison, during the same period of
FY94-FY06, IFC’s total net commitments in all sectors
worldwide were 34 percent in countries classified as
frontier in 2002.

11. IFC’s investments in the MFI holding compa-
nies and in regional private equity and investments
funds are considered nonfrontier country commit-
ments, except for regional investment funds focused
on Sub-Saharan Africa, which are considered frontier
country commitments.

12. For example, an Asian Development Bank
study (Charitonenko and Afwan 2003) lists four stages
toward the commercialization of a microfinance in-
termediary: (1) adoption of a professional business-
like approach to operations; (2) progression toward
operational and financial self-sufficiency by increas-
ing cost recovery and expanding outreach; (3) use of
commercial or market sources of funds; and (4) op-
eration as a for-profit, formal financial institution, sub-
ject to prudential regulation and able to attract equity
investment.

Another example, Roodman and Qureshi 2006,
states that “in this paper we analyze microfinance in-
stitutions (MFIs) as businesses, asking how some MFIs
succeed in reducing and covering costs, earning returns,
attracting capital, and scaling up.”

Finally, The Consultative Group to Assist the Poor:
Key Messages for the Year of Microcredit 2005 is avail-
able in a supplementary appendix on this publication’s
Web site at http://www.ifc.org/ieg/msme (or from the
group’s Web site at www.cgap.org).

13. For a good discussion on the microcredit lend-
ing methodologies of nonprofit NGOs, see Roodman
and Qureshi 2006.

14. The multilateral development banks and other
development agencies generally constitute the major-
ity of the shareholders of an MFI holding company, and
their nominees to the board of directors also constitute
the majority. The board of the holding company pro-
vides strategic guidance to the manager, and also ex-
ercises strong oversight functions to avoid potential
conflicts of interest on the part of the manager. The fees
for managing the holding company are authorized by
the board and paid from the holding company re-
sources. However, the fees for providing management

and training services to a microfinance intermediary



project are negotiated and paid by donors (who could
be shareholders).

15. The 10 MFI holding companies are: (1) Access
Holding, (2) AfriCap Microfinance Fund, (3) AIM
ACCION, (4) European Fund for South East Europe,
(5) Global Microfinance Facility, (6) Lafayette In-
vestissments, (7) MicroCred, (8) ProCredit Holdings,
(9) ShoreCap International, and (10) Solidus.

16. This MFI was successfully listed in the home-
country stock exchange in the second quarter of 2007.

17. This study defines “pioneering” projects as
projects supported by IFC that are sponsored by for-
eign banks to establish new (start-up or greenfield) sub-

sidiary operations in untested markets.

Chapter 3

1. For example, an Asian Development Bank study
(Charitonenko and Afwan 2003) found that demand for
microcredit is considerably lower and more variable
than the demand for microsavings. Women, in partic-
ular, demand savings services because they try to build
up reserves for school expenses, family health care, or
their children’s wedding expenses, and often have to
hide the reserves from their husbands. Another ex-
ample is found in Ledgerwood and White 2006, which
argues that poor households and microenterprises
need savings and other bank services (for example,
money transfers)—not just credit services, which mi-
crofinance intermediaries should supply.

2. See appendix E for a brief description of MFI lend-
ing techniques and mainline bank lending techniques.

3. Financial intermediaries subject to prudential reg-
ulations are generally required to keep a certain per-
centage of total assets—typically 25 percent to 35
percent—in liquid form to meet unforeseen deposit
withdrawals, unforeseen repayment delays and de-
faults, and unexpected curtailment of access to new
debts, or roll-over of maturing debts, as well as to pro-
vide comfort to depositors and lenders. The manage-
ment of this liquid asset portfolio to earn some returns
is therefore an important activity to help the interme-
diary improve its profitability.

4. About 28 percent of IFC’s equity investments in
the MFI evaluated population are expected to earn
negative internal rate of returns (IRRs), about 50 per-
cent are expected to earn positive but low IRRs [as com-
pared with the minimum satisfactory equity IRR of 10
percent (in nominal terms) used in this study], and 22

percent of the equity are expected to earn IRRs of at
least 10 percent. The 18 equity investments, when
taken together as a portfolio, have an expected inter-
nal rate of return of between 5 percent and 9 percent
(in nominal terms), based on current IEG valuations,
although this is subject to wide variability because the
exits for these investments are still several years away.

Nonetheless, the XPSR equity aggregate portfolio
success rate has proven to be very stable, despite the
high volatility of the individual project IRRs and the ag-
gregate portfolio IRR. The aggregate portfolio IRR of
IFC’s equity investments in the MFTs is expected to be
much lower than the MFI's own aggregate equity IRR
(that is, the MFI aggregate equity discounted cashflow
IRR in table 3.2) because of the lack of an assured IFC
equity exit. Additional reasons are: (1) the MFIs are ex-
pected to have declining equity returns due to com-
petition as they mature, as well as the termination of
the grant advisory services after two or three years, and
projected rising interest rates (that is, borrowing costs)
in the future; and (2) IFC’s returns are assumed to be
realized as capital gains at the time of the investment
exit several years from now, while the MFIs’ own ag-
gregate equity returns are partially realized each op-
erating year in the form of annual profits and
depreciation (covering 1998-2005 only), and there-
fore not time-discounted as much as the IFC single re-
covery at the future sale of IFC’s investment.

Almost all the microfinance intermediary projects
with positive but low IFC equity returns still achieved
satisfactory development outcomes. By comparison,
IFC’s equity investments worldwide (in all projects
evaluated with XPSRs to date) show that roughly 33 per-
cent have negative returns (by number of projects), 36
percent have positive but low returns, and 31 percent
have satisfactory or better IRRs. The XPSR system’s
satisfactory equity IRR cutoff level is project specific, and
equals the senior loan fixed-rate interest for the proj-
ect, plus an equity premium (ex post) of 500 basis
points (that is, 5 percentage points). It typically varies
between 9 percent and 13 percent in nominal terms.

Note, however, that within IFC’s overall equity port-
folio, 21 percent of investments have very high or ex-
cellent equity returns (that is, IRRs that are at least 800
basis points (ex post) above the senior loan fixed rate
interest), which contribute to a better overall internal
rate of return for the entire IFC equity portfolio, whereas
the MFI evaluated population equity portfolio does
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not have a significant percentage of excellent equity
IRRs.

5. The evaluation of the success of IFC’s equity in-
vestments in the intermediaries assumed that some
form of exit becomes available within 10 to 15 years after
disbursement of IFC’s investment.

6. A recent paper commissioned for the Global Mi-
crocredit Summit (Rhyne and Otero 2006) found that
the interest rates on microfinance loans in Bolivia con-
tinuously decreased from about 29.6 percent in De-
cember 1998 to 21.2 percent in mid-2005, owing to
competition as more MFIs were established and as
mainstream commercial banks began to also provide
microfinance services. Similar trends were observed in
Nicaragua, Bangladesh, and Uganda where competition
among microcredit providers has existed for several
years.

7. IFC’s work quality, as defined in the XPSR system,
includes appraisal quality, supervision quality, and role
and contribution over the duration of the IFC investment.

Chapter 4

1. The subgroup of 36 SME-FIs was sampled to have
the same regional distribution as the 72 SME-FI evalu-
ated population (shown in table 1.2). Some operating
performance indicators for the subgroup—such as
the funding (liability) structure, the cost structure and
profitability, and the number of small and medium-size
enterprise borrowers—are summarized in table 4.1.

2. Berger and Udell 2004.

Chapter 5

1. IFC’s 1998 ESRP categorized projects according
to their potential EHS risk levels and adverse impacts.
Category A: Projects with potential significant adverse
social and environmental impacts that are diverse, ir-
reversible, or unprecedented. Category B: Projects with
potential limited adverse social or environmental im-
pacts that are few in number, generally site-specific,
largely reversible, and readily addressed through mit-
igation measures. Category C: Projects without (or only
minimal) adverse potential environmental and social im-
pacts. Category FI: Financial intermediary projects
whose subprojects may have potential adverse envi-
ronmental impacts.

Category-FI projects are further divided into three
types: FI-type 1, when IFC funds are not targeted to

specific subprojects or subborrowers, or when it is not

practical or feasible for the intermediary to impose
EHS obligations other than local regulations on sub-
projects, in which case, IFC’s EHS requirements for the
financial intermediary focus on the process for EHS man-
agement by the intermediary, rather than on the sub-
project EHS performance; FI-type 2, when IFC funds
are targeted to specific subprojects or subborrowers,
in which case the IFC EHS requirements for the inter-
mediary focus on both the process for EHS management
and the subproject EHS performance; and FI-type 3,
when IFC is the lender of record, and the intermedi-
ary acts merely as IFC’s agent, rather than as lender
(such as with agency credit lines), in which case the IFC
requirements for FI-type 2 apply, plus (i) IFC must
clear all subprojects; (ii) subprojects must comply with
IFC’s applicable EHS guidelines; and (iii) disclosure re-
quirements for IFC’s direct investments apply.

2. The IFC had two exclusion lists under the
1998 ESRP. The first is a general exclusion list which
applies to all IFC projects. The second (and longer) list
applies only to MFIs. The general exclusion list pro-
hibits financing of the following activities: (1) produc-
tion or activities involving harmful or exploitative forms
of forced labor/harmful child labor; (2) production or
trade in any product or activity deemed illegal under
host-country laws, or regulations, or international con-
ventions and agreements; (3) production or trade in
weapons and munitions; (4) production or trade in al-
coholic beverages (excluding wine and beer, and except
as minor and ancillary aspects to a company’s primary
operations); (5) production or trade in tobacco; (6) gam-
bling, casinos, and equivalent enterprises; (7) trade in
wildlife or wildlife products regulated under the Con-
vention on International Trade in Endangered Species
of Wild Fauna and Flora; (8) production and trade in ra-
dioactive materials (except medical, quality control,
and other instruments/equipment for which IFC con-
siders the radioactive source to be trivial or adequately
shielded); (9) production or trade in or use of un-
bonded asbestos fibers; (10) commercial logging op-
erations or the purchase of logging equipment for use
in primary moist forest (prohibited under the Forestry
policy); (11) production or trade in products contain-
ing PCBs; (12) production or trade in pharmaceuticals
subject to international phase-outs or bans; (13) pro-
duction or trade in pesticides and herbicides subject to
international phase-outs or bans; (14) production or
trade in ozone-depleting substances subject to inter-



national phase-out; and (15) drift net fishing in the
maritime environment using nets in excess of 2.5 km
in length.

In addition to the 15 prohibited activities in the
general exclusion list, applicable to all IFC projects,
the MFI exclusion list includes three additional pro-
hibited activities: (16) production or trade in wood or
other forestry products from unmanaged forests (which
is more appropriate for MFIs than activity 10 in the gen-
eral exclusion list); (17) production, trade, storage, or
transport of significant volumes of hazardous chemi-
cals, or commercial-scale usage of hazardous chemicals;
and (18) production or activities that impinge on the
lands owned, or claimed under adjudication, by in-
digenous peoples, without full documented consent of
such peoples.

IFC’s revised 2006 Safeguard Policies, Proce-
dures, and ESRP have three exclusion lists, cre-
ated by regrouping the prohibited activities included in
the two exclusion lists under the 1998 safeguard poli-
cies into three lists. But the exclusion list applicable to
all financial intermediaries that are not category-C proj-
ects, as well as the exclusion list applicable specifically
to MFI projects, are the same under the 1998 ESRP
and the new 2006 Safeguard Policies and Procedures.

3. None of the IFC financing instruments in the
MSME-FIs in the evaluated populations was an agency
credit line. Furthermore, none of the IFC financing

provided to the MSME-FIs in the evaluated popula-
tions was targeted to specific subprojects. All the MSME-
FI projects in the evaluated populations are therefore
category FI-type 1 under the 1998 ESRP and need to
comply with the exclusion list as well as local EHS reg-
ulations only, except when a category-A subproject is
involved, which MSME-FIs rarely finance.

4. See box 4.2 for the World Bank’s experience
with environmental aspects of lines of credit to finan-
cial intermediaries.

5. In projects for which IFC provides only an equity
investment (for both real sector and financial market proj-
ects), particularly in listed companies, IFC does not
generally directly obligate the investee company to com-
ply with IFC’s EHS requirements because that would pro-
vide IFC with special rights and access to information not
generally available to all shareholders. In such equity-only
investments involving projects that are not classified as
having no or only minimal EHS risks (category-C proj-
ects), IFC will generally enter into an agreement among
the top shareholders to use their voting rights (consti-
tuting the majority block of shareholders) to nominate
directors who would, in turn, lead the board of direc-
tors to direct the company to follow good EHS practices,
such as IFC’s EHS stipulations, and report the com-
pany’s EHS performance to all its shareholders.

6. As reported in IEG-IFC 2003, IFC’s supervision
quality is a driver of EHS compliance by projects.
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