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Abstract

Asymmetric information and risk are two main prabfein credit markets. These problems are even
higher in developing credit markets. Formal finahsectors in developing countries are still grayvin
and are reluctant to provide credit to poor. Micredit is considered as an effective strategy to
overcome this problem and to give poor opportusiteeaccess financial services. Therefore theee is
strong need for continuous operation of micro- trpbgrams. However, many micro credit programs
face difficulties in achieving main goals of sustbility and outreach. This study aimed at asegssi
these two main aspects of success of micro credigrams. A comparison was done between two
micro credit programs: SEEDS, Sarvodaya Economterarise Development Services Ltd, and Gami
Pubuduwa, a program operated by Hatton Nationak Basri Lanka. The results showed the program
operated by the private commercial bank was aamjesuccess faster than the program by community
based organization in relation to sustainabilitdicator, but SEEDS was in ahead in reference to
outreach measures. Findings evidenced the impa@&taot profit orientation and targeting
“economically active poor” for the success of micredit programs. The study was based on primary
and secondary data collected during two weeks gearidield work activities in Sri Lanka.
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Sustainability and Outreach Assessment of Micro Fiance in Sri Lanka: Cases of SEEDS and GP
1. Introduction

Interest in microfinance as an instrument of pgrvegtiuction is being gained much attention. This ca
be critical element of an effective poverty redotistrategy. Improved access to finance by poor
enable them to enjoy better quality of life by riegung their consumptions, building assets, enhanci
their income earning capacities, regularly sendimgir children school. Over one fourth of total
population in the world presently lives income belone US$ a day (UNDP, 2006). Provision of micro
credit to these poor people has been shown as btigedoest alternatives to reduce poverty and
increase quality of poor all over the world, espigiin developing countries.

Democratic Socialist Republic of Sri Lanka is siaghin the South of India and has population of 19
million, approximately. The country has achievee thighest social development indicators in the
region, South Asian, and these are particularly tduthe government's prime spending in the social
sector: education, gender, safe water and samtguflors Erik et al., 2006) Despite these
developments the country is having a civil conflibetween the government and Tamil guerrilla
organization, LTTE, for more than two decades. 002the tsunami, largest natural disaster ever met,
caused huge damages. These may particularly hawebrdged to government's difficulty to reduce
poverty and inequality. More than 70 percent of pbeulation lives in rural areas where livelihosd i
based mostly on agricultural activities. Approxietgt22.7 percent of the total population lives belo
the national poverty line of LKR 1423 per month @cling to year 2002 estimation (Central Bank
Annual Report, 2005). However the current natigulerty line is LKR 2254 as of the end of March
2007, according to Department of Census and S¢atiStri Lanka. These Considerable proportion of
people living below the national poverty line amnsidered asin-bankableand do not always have
access to banking services.

1.1. Background

There are evidences to prove that access to fiakservices effectuates economic prosperity at all
levels- from individual level to national econom&vel- more specifically, provision of financial

services to poorer segment of the population isefiective strategy for development (Claessens,
2005). Providing opportunities for access to fitiahservices to the poor raises economic wellbeing

and social development alike and on the other twaredcould argue that micro credit institutions all
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over the world have not been able to produce vagwgifecant impact, except in certain cases, for
instance, in Grameen Bank in Bangladesh, on powatritken section of the population. Neither the
economic impact of a micro credit program on poaymot be rigorously observed in a shorter time
period nor can its impact on social developmentpobr be recognized, but there is yet an
improvement of situation of the needy that canr@bbserved in shorter time gap (Honoham, Patrik,
2004)

Provision of financial services to poor can thus regarded as one of the main strategies of
development efforts, but formal financial sectatitutions are reluctant to supply financial seegi¢o
poor considering higher costs and risk involved mvhransacting with the destitute. There is alss les
room for use of mechanisms such as collateral atetast rate to lessen the problems arising from
asymmetric information- adverse selection and mbedard- among the poor. Therefore there is a
higher possibility that the needy to be kept awayfthe formal credit market.

Micro credit programs primarily based on the grdapding approach are deemed as an effective
strategy to lessen the problems of asymmetric médion that typically exits in credit markets.
However, these credit programs are operating wahyproblems, and difficulties and only a handful
of organizations are showing signs of success ftsvgoals of self — sustainability and outreach
targets, but achieving sustainability and outregolls are fundamentals that ensure the long run
provision of services to poor to provide them theywut of poverty.

Moreover, there is a recent tendency that commidsaeiaks entering in to micro microfinance industry
as an initiation of scaling down their operatiorftbottom line” as it is, for instance, in Latin Amea,
Indonesia (Bank Rakyat Indonesia), Brazil, andL@rika. Nonetheless, trying to serve the bottom line

poorer section, by commercial banks is still akarly stage of experimentation.

1.2. Aim of the Study

There are few studies focusing on micro financéturtgons in Sri Lanka: Dias(2001), Hewavitharana
(undated), Mithrarathna(2003)(ctd in Clombage, 2004 impact assessment survey conducted by
Open University of Sri Lanka in collaboration witlund University, Sweden( Colombage, 2004). In
2005 United States Agency for International Devalept, USAID, measured the profitability of the

micro finance unit related Hatton National BankSof Lanka. In a broader study Duflos, Ledgerwood,



Helms & Moyart (2006) ascertain the different fastaffecting the micro finance industry in Sri Lank

and assign the identified factors under three fewgéthe financial system- micro, meso, and macro.

Charitonenko and Silva in their study (2002) hamentd that micro finance institutions in Sri Lanka
needed to be operated on commercial basis as marlgem have reached sufficient level of
sustainability for commercialization and have fertprovided some recommendations to go along with
the commercial continuum. On the contrary, Dufloetrsal.(2006) in the study on variables affecting
micro finance industry in Sri Lanka show that masfymicro finance institutions are lacking self-
sustaining capacities, specially microfinance paogg operated by non- governmental organizations,
NGOs. Joselito et al. (1997) assess the viabilitynacro credit program in a traditional banking
environment reviewing Gami Pubuduwa-Peoples Reamiage However, current studies have not
sufficiently addressed outreach and self -sustdibalof micro credit programs; and there are no
studies available comparing outreach and sustdityabi the two types of micro credit programs that

operate under different legal environments, thegefihis study is aimed at filling this lacuna.
The objectives of the study are:

1. Study operational sustainability and outreach av&#aya Economic Enterprise Development
Services (Guarantee Limited)-SEEDS- and Gami PulvaduPeoples Awakening- program by
Hatton National Bank of Sri Lanka.

2. Do a comparative analysis between SEEDS and Garmudiwa based on outreach and
operational sustainability indicators and to idignivhat are the pros and corns of each type on
the basis of sustainability and outreach indicators

3. To assess which type of micro credit program isavedfective in reaching typical target group
of micro credit program.

4. To find out what factor are needed for consideratior the development of micro credit

organizations in Sri Lanka.



1.3. Methodology and Approach

As an attempt to laying down the foundation for edy, first, a theoretical frame work based on
previous studies conducted on financial marketthen absence of perfect information is presented.
Secondly, theory on micro- credit institutions mroduced as an introduction to the main topic. And
finally, a frame work based on selected indicaturself sustainability and outreach is formulated f
the purpose of analyzing data of the two cases.siindy is based on the preliminary and secondary
data collected during two weeks of field work ini $anka. During this time Interviews were
conducted based on semi and unstructured questiertoaacquire quantitative as well as qualitative
information and the questionnaire was directedfiatials at different levels. Secondary data isdise

most part for analyzing the performance of thegamizations.

Further, empirical materials for the two cases wgathered during several visits to head officesvaf
institutions between November and December in 2806olombo, capital of Sri Lanka. However,
existing data at the commercial bank on their mredit program isolated from the main banking
activity was limited; therefore, some of the infatmon was collected at interviews at the bank'slhea
office in Colombo. SEEDS, the community based fngtin, was quite generous to provide secondary
data in form of annual ,quarterly reports and otdecuments prepared for internal management

purposes.

1.4. Reliability and Validity

It is always a problem of reliability and validityhen using the data especially when they are self
reported. To ensure reliability and validity offsedported data, efforts were taken to obtain thaes
data at least from two different persons within earganization during visits and also to compaee th

findings with results of other studies.

1.5. Limitations

The study was conducted during a two weeks perioidiwis a very short period for an extensive data
collection. The limited time period made it impdssito cover branch level study which could have
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helped to do an extensive comparison. It would hbeenideal if a survey on income level of
individual client was done for real impact assesgnand client characteristics. Also, some form of
communication was done with field officers of tmeotinstitutions. Unfortunately, this was beyond the

scope of the study.

1.6. Ethical Consideration

Care was taken to ensure obtain consent beforediagothe names in the paper. No name of
interviewee has been mentioned without their conaed the study ensures the confidentiality of some

personal views expressed at communication visits.

1.7. Disposition

Chapter two presents the theatrical framework amaceptual framework for the study. The third
chapter presents two micro finance institutiong theve been studied for the analysis in Sri Lanka.
Chapter 4 analysis the data based on the frame der&loped and presented in chapter 3. The last

chapter presents the summary and the conclusion.
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2. Theoretical Framework
2.1. Finance and credit Market

The growth and development of an economy depgmoh investments. Finance needed for these
investments is provided through financial internag¢idn; that is transferring of resources from saver
to investors. This function of intermediation isréad out by capital markets and commercial banks i
an economy. An effectiveness and efficiency of ¢hearvices provided by a financial systdepend

on the level of development of that system; lowevedopment of a financial system increases cost of

transaction.

Finance, economic growth and development

Finance is considered as a dynamic of economic traamd is also regarded as an important
determinant of poverty and income distribution, aodial- sector development in a country. Lack of
access to finance is thus a barrier for growthngtlavel: macro-economic level, small or large scal

enterprises, household, or individual level. At trmisehold level access to finance will help toehav

evenly spread income, insure against risk, and gieee opportunity for investments (Claessens.S,
2005. This accessibility is particularly more usefut the poor and is vital to increase their income,
reduce poverty, reduce income inequalities, ancaecd their social development, education, health,

and access to quality water and sanitation.

Theoretical and empirical studies show that thera positive relationship between development of
financial intermediaries and income equality inemonomy. Clark, Xu, & Zou (2003), show that their
findings are consistent with the above relationsiMoreover, Galar & Zeira (1993), Banrerjee &
Newman (1993) conducted similar studies where tiaye developed theatrical models in this regard,

and draw similar conclusions.

The overall development of financial intermediarfy & country reduces the poverty and income
inequality, and also has a positive impact on $an@icators such as children’s school enroliment,
child mortality and reduces child labor (Zaman, 2004). These positive impacts may not perhaps

appear as direct improvements of income, accunamabf assets in a shorter time frame. Micro
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finance institutions play important role facilitadi these financial services especially micro créalit

improve economic and social standing of a country.

Credit market, information and transaction cost

Capital markets engage in exchange of shares andsbaith maturity of more than two years. It
includes primary and secondary market; and in many market initial shares are issued whereas in a
secondary market existing shares and bonds aredirathe credit market consists of financial
intermediaries such as banks, financial companmeésimsurance companies, banks, and other type of
financial institutions. These institutions intermegd transferring resources from savers to users-
investors. Interest is the price of credit and esedmined by supply and demand forces in the credit
market. Theoretically, interest rate should be regbugh for savers to postpone the consumption and
low enough for investors to borrow; assuming thaestors have best investment opportunities to earn
enough profits to cover higher interest rate costsls, credits are efficiently allocated makinghotite
parties- savers and investors- better off withoakimg any of the parties worse off. This is called
achieving "Pareto efficiency" in the credit markidbwever, credit markets are characterized by risk
and imperfect and asymmetric information that dsdo credit markets’ failure that is inability tife
market forces to achieve “Pareto efficiency”. Asyatnt information is defined as "when two parties
enter a contract, one may have information thatt-were known to the other party- change the reatu

of the contract” and is highly prevalent in credmarkets than any other market (Calomiris &
Himmelberg,1990:140).

Transactional cost

Transaction cost emerges whenever goods and semeesconomically exchanged. Accordingly, this
cost of transaction includes values of goods amdicas that are exchanged, cost of searching those
goods and services, finding information, policimglanforcement (North.D.C, 1990).Thus, payments
for acquiring information will be a vital part oftransaction cost and in some markets acquiring
information is very costly and/or even unattainaflbe situations of high cost and impossibility of
acquiring information would lead to imperfect arsymmetric information and these could sometimes
direct to change the "nature" of equilibrium of kets (Varian.H, 1999). Credit rationing in credit
markets is an example for such a situation whetaliegqum is not determined by the market forces
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due to imperfect information. In credit rationingsiead of letting market forces to determine
equilibrium, banks themselves engage in distrilgutiredits changing the nature of equilibrium in the
market (Stilitz.E.J& Weiss A, 1981).

Asymmetric information and adverse selection

Asymmetric information” refers to situations whéhne type of the agents is not observable so that on
side of the market has to guess the nature ordhality” of a product based on the behavior of the
other side of the market" (Varian, 1999). In a drethrket lender may not have the same information
about particular borrower than that borrower hihsgbssesses. Thus, symmetrical nature of
information possession-between a borrower anddelereads to the problem of adverse selection as a
result of being it difficult to assess the exaduna of the risk profile of a potential borrower fidce

the risk. If the interest rate does not correspoitd the particular borrower's risk profile thenvadse
selection arises. If the prevailing interest rageai higher rate for low risky borrowers then the
borrowers with projects of high probability of sess will not tend to borrow because if projects
became successful a large proportion of the poafitld be paid as interest expenses reducing his
share of profit. Moreover, when the lenders dohwote perfect information to assess the exact gualit
of the borrower, banks would decide to lend lowapant to a low risk borrower and it will reduce the
profit for the bank (Besley T., 1994).There is abs@ossibility that high risk projects tend to be
attracted, because lender will not be able to assesreal risk features due to imperfect infororati

and this will result risky loan portfolio for theabk.

Screening

Screening is a strategy used by lenders to avectdmplications of adverse selection. In the preces

of screening the agent- the lender- who has Idssniration about the borrower tries to get as much

information as possible. Interest rate and colédtare two devices used to screen out prospective
borrowers (Stiglitz E.J & Weiss .A, 1981, 393).

However, in practice banks use “credit rationing” dvoid to “destruction” in the credit market

resulting from being unable to observe the quadityporrowers, but credit rationing leads too little
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trade in the credit market. These would resultawdr investments made in the economy, slower

growth, eventually high social cost (Varian, 19685)

Moral hazard

Moral hazard “refers to situations where one siithe market cannot observe taetionsof the other
side” (Varian, 1999).This can also defined as"itieentive by someone (an agent) who hold an asset
belong to another person (the principle) to endatige value of that asset” because the agent bears
less than the full consequence of any loss (Ch&é&3onzalez-Vega, 1994). Moral Hazard is the
second model of problems that arises from asymmaeatformation. This occurs when agents -the
borrowers-would not act in the best interest of phi@ciples —lenders-instead act the other way that
causes loss to the principles when a loan conisaatered into. There is always a possibility it
selected borrowers would act other way than afhencontract that causes default of payment. This
adversely affects the loan portfolio of the bangkuteng of a default of a borrowed amount and is a
high cost to the lender which immensely increagal tmansaction cost. Moral hazard is a problem
related to monitoring, therefore, if monitoringaspensive, banks will try to offer smaller loan$us,
offering smaller loans to minimize cost of morak&al may result in less investment in the economy

and eventually reduce economic growth.

Mechanisms to minimize adverse effects of asymmaetrinformation

Problems related with adverse selection and moedatids are solved by direct and indirect
mechanisms: monitoring, interest rate and collatémgerest rate is used as a screening devicek$8an
charge interest rate high enough to cover botharskreturn, but this may lead to reduce profitgbil

of banks in two different ways. First, high intereste means higher cost to the borrowers because a
large proportion of the borrower's profit of theoj@ct goes to the bank as interest expenses. Hence,
higher cost of interest rate discourages low riskrdwers invest in projects with borrowed funds.
Secondly, high interest rates encourage investmerigh risk projects; at higher interest ratewiit

be profitable only projects of higher rates of ratlbut the risk for bad debt is higher for higture
project. Thus, borrowers with high risk projectadeo borrower at higher interest rates which will
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reduce the quality of the loan portfolio. Therefareedits are granted at an interest rate low emdog

attract low -risk borrowers and borrowers with gearollateral (Stiglits &Weiss A., 1981 &1983).

Collateral

Collateralization is one method of solving the peohs of adverse selection and moral hazard. Fixed
assets such as lands, buildings, machinery, andepsoare the most common form of collateral.
Lender will use collateral as a mechanism of défgrating lower and higher riskiness and will be
signaled by borrowers with lower probability of deft accepting collateral requirements. Accordingly
collateral which will probably take the form of & asset in formal credit market is a way of sigwgl
which will also help “self -selection” by lenderBdster.H, 1987). Further, collateral works as “an
incentive mechanism” for borrowers where they willest in lower risk projects. However, selection
of lower risk investments by borrowers will depemnl the value of the collateral. To overcome this
problem lenders tend to accept collateral highan thalue of the loan, as motivation for the borrmowe
to adhere to loan agreement. Moreover, collaterhlsalve the problem of repayment where a lender
can claim an asset which is furnished as the ggdori a loan, but in order to recover the lent amo
assets should easily be able to value and to skdhat to recover the face value of a loan. Gélyera
the problem with the poor is that either they do mave valuable assets or have some assets that may
not be accepted as collateral by formal institigibecause another major problem in most developing
countries -especially among the lower-income grasiphat they lack well codified assets which would
limits the usefulness of asset as collateral. Asagth poorly defined property rights will not elgsbe
conveyed to another kind of asset- cash- in casiefasfult. Thus, lack assets and/or assets of weakly
codified property rights will prevent poor accessicredits from formal credit markets (Besley .T,
1994).

Credit market in developing countries

Credit markets in developing countries are mostlha atage of growing. Also, other complementary
institutions such as credit information bureau tlsapports to reduce the cost of asymmetric

information presumably cater services only for fafnmstitutions at a higher cost and infrastrucsure
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which will specifically enhance the efficient andfeetiveness of credit markets such as
communication, information technology are still dping. Therefore, the problems of asymmetric
information in these markets are higher than indéxeeloped markets.

Besides less developed infrastructure majorityhef gopulation in those countries live in povertg an
are llliterate, and either they do not have or lassets to produce as collateral when money is
borrowed. These people may have irregular incontkesen if they have a property the right to the
property may have weakly defined, and they liveural, remote areas there probably lack the access
to efficient communication methods. Therefore, faffinancial institutions such as banks and other
financial institutions are reluctant to providedirtial services to poor people because lending ynone
to poor involves high uncertainty, risk, and costsgd they, poor, need small amounts as loans which
also increase administrative cost (Hoff, K & Stigli1990). As an alternative method to reducesehe
uncertainties, risks and costs, and also to prothéen the access to credits in the institutiondlize
sector, micro credit programs which employ “Grameeodel” of group lending programs attract
poor using other strategies to overcome probless®aated with information asymmetries that

typically exists in the rural credit market.

2.2. Micro finance theory

Micro finance can be defined the provision of bagkservices to lower income people, especially the
poor and the very poor (Duflors Erik et al, 2008¢cordingly ,the focus here is not just instituson
that provide small scale loans with “credit plusvgges®, and the word “micro finance” is used more

broader sense. Hence, micro finance services iaclud

small loans

» informal appraisal of borrowers and investments

» collateral substitutes

» access to repeat and larger loans depending aepagment performance
» steam line loan disbursement and monitoring

e secure savings products (Ledgerwood, Joanna ,2000).
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Micro Credit, on the other hand, refers to a small amount afegdent to a client by an institution, and
the average micro credit amount tends to be belewcapita national income. Thus it should be
differentiated micro credit from micro finance; mocfinance includes all financial servicexluding

micro credit

The providers of these services can be by a comahdranks, (private or government), licensed
specialized banks, cooperative rural banks, finarepanies, registered companies, cooperatives and
NGOs. Although micro finance services target poaection of the society, these services are not
provided to "ultra poor”, or “ economically inactisections of societies because it is too costly t

serve this group, therefore, in many developingitaees they are supported by governments.

The above mentioned financial services may be dealio different extent, depending on the missions
of institutions. Those services can be categoripader four main headings: Financial Intermediation,
Social intermediation, Enterprises development isesy and Social services. MFIs use different
approaches depending on extent that they provaketmain categories of services.

Financial school of thought or minimalist approach

The main idea of this thought is that viability asstainability of MFIs are depended upon effective
and efficient delivery of financial services. Thaeiain aim is to bridge the "missing gap" that resil
from credit market failure due to high transactomst. Accordingly, they bank the “un-bankable poor”
may be in rural or remote areas. Self -sustairtgbof MFIs is the only means to serve the clients
demand. According to David Hulme & Paul Mosley (2R(MFIs must operate efficiently enough that
reasonable, affordable and competitive interegsraain be charged to cover the cost. Hence, these
organization to be viable and sustainable, theytrooger the cost enforcing interest rates to coker

cost.

Poverty lending thought or integrated approach

The main goal of MFIs is to reduce the poverty ahdreby, accelerate economic growth and social
development; however, self sustainability is narejarded although loans are granted at an interest

rate below the market rate. There are few meangaxthing the poor; individual lending approach,
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Grameen bank solidarity group lending, Latin Amanicsolidarity group lending, village banking and

self-reliant village banks (Lerdgerwood, 2000)
Challenges faced by micro credit institutions

Micro credit institutions face several challengasachieving goals. Difficulty in achieving higher
clients outreach, achieving financial viability,st® minimization and increasing revenue, difficldty
charging higher interest rate to cover cost, highependency on donor funds, low repayment, low
business volumes, high political involvement innfioof governments' inefficient subsidy programs,
and lack of framework for supervision and regulasiare several difficulties faced by micro credit
institutions (Raviz, M.R, 1998

Duflos.E et al., 2006) identify the problems fadgdMF sector in Sri Lanka at three different levels
Micro level, meso, and macro level. Further, thenown features characterizing the micro credit
sector are: Lack of range of services provided HBsé¢ organizations, lack of transparency, lack of
proper supervisory and regulatory framework, diffi¢ to achieve balance between sustainability and
outreach, high involvement by governments in thE Bector, government use as public finance
source, lack of trained staff, and specializatiorfinancial services, lack of cost consciousnegg) h

default rates, and poor outreach and impact.

2.3. Sustainability and Outreach

Sustainability and outreach are two long term gtladg micro credit institutions eventually strive t
achieve (Joanna, Ledgerwood, 2000, 34). Sustaityabén be defined as “generating enough revenue
to cover the costs of providing financial servicébid, 2000). Achievement of sustainability hasibe
one of the important goals of micro credit orgatimas because reduction of poverty can only be
achieved if these institutions generate excesdregaover the total cost in the long run. There tave
means of achieving sustainability: either by mirdmg costs or by increasing revenue from credit
activities. First, minimizing major cost componentperating costs or administration costs, finagcin
costs and provisions for loans losses can be fiEhias three major cost components. Higher rate of
loan recovery and interest rate are also majorre@ants of sustainability. Raising interest raieat
level high enough to cover total cost is considesmsdthe other method of achieving this objective
(Cull,R, Demirguc-Kunt, & Morduch J, 2006). Thnemjor parts of sustainability include operational,
financial, and organizational sustainability (Cu,, Demirguc-Kunt, & Morduch J, 2006). Financial
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sustainability is the viability of providing finarad services to the poor in the long term. Operatlo
self sustainability is the ability to cover opeoadl costs with its earned income. Organizational
sustainability is depended upon factors such asnizgtional processes, systems, governance, gfaffin

proper legal system, frame work for reporting (Ajatair, 2005).

Sustainability
Operational Self Sufficiency

Operational Self sufficiency ratio is an indicatiohan institution's ability to generate revenuetigh

its usual operating activities to cover operatixgenses: administrative costs, bad debts (loan loss
provisions).There are several ratios that indicate organization's ability to cover operating cost
(Ledgerwood, 2000)

Operating (Credit) Income

Operational Self - Sufficiency =

Oateng Expenses (Credit) + Financing Cost

Outreach

Outreach is a common indicator in measuring theesgof a credit program and is measured in terms
of areas covered, number of membership, volumeralihg, and levels of savings. This is one of the

most important aspects of micro credit programs iarsthows if these institutions are achieving the

goals that they are started for (Ledgerwood, 2000).
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Table 1 Framework for the assessment of outreach bad on CGAP 1997 Yron, Benjamin and

Piprek.

Credit institution: Period

2001 2002 2003 2004 2005 2006

Total outstanding balance Mr

- Rural credit

- GP
Number of currently active
Borrowers
Loans growth in

- Mn.

- Percentage
Loan size in Rs.

- Minimum

- Maximum

- Average
Average term of loan (Months
Nominal interest rate %

- HNB

- Refinancing
Average disbursed loan as
percentage of GNP
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3. Micro credit initiatives in Sri Lanka
3.1. Need for sustainability and outreach in Sri Laka

Although the country has achieved social-sectoretiggment comparable level to the developed
countries current economic growth rates have nenbsufficient for a considerable reduction in
poverty and inequality. Approximately 50% of thepptation lives under the poverty line of 2$ a day
parameter and 7% of 1$ a day standard (World Ba0K2). There may be several reasons for
difficulty to bring down poverty level and inequgti vast spending on the civil war making it ditfit

of spending in the development projects, governtmgbgressive involvement in the economy and
particularly lack of access to finance by the pddigh cost and lower access to financial services
according to joint study by the World Bank and As@evelopment Bank have been found as major
barriers for the country's economic growth. Thisespecially true in case of the poor who lack the
access to formal financial institutions such asksaand other formal institutions in Sri Lanka, aliigh
there is very few micro credit programs operatedayks, private and government commercial banks
and development banks in the country.

Micro credit in Sri Lanka

Although the concept of micro credit started in @97n various forms of models such as Grameen
Bank Model, Sri Lanka has an experience of thisciamism” of micro finance since 1900s. Credits
through cooperative societies are one of the olidests of micro finance type program in the country
(Colombage, 2004). Later, various forms of govemimeitiative projects such aknasaviygrogram
starting from 1989 an&amurdiprogram are few to name. Commercial banks, licersgatialized
banks, registered finance companies, thrift angha@tive societies, community based organizations
suchJanashakthBanking Society in Hambanthota, and SEEDS arenroaiegories that provide micro

credit services in Sri Lanka, according to a GTutigt
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Regulatory environment for micro credit

There are no special regulations concerning migeditactivities in Sri Lanka and no interest redg@s
exist in the country. However, government initthgubsidized micro credits programs are crowding
out micro credit by other providers, for instan8% micro credit market is entertained by the
government initiated Samurdi program. Under-devetbpinstitutional capacity increases the
transactional cost : basically lack of "legal gntibncept”, reporting, auditing, supervision, regoty
problems, enforcement problems for both sidesicditfy obtain financial resources, for instance, go
for market based funds, and lack of transpar@neyent investors coming in to the sector.

3.2. The Sarvodaya Economic Enterprise Developmeftervices (Grantee Limited)
Background

The Sarvodaya Economic Enterprise Development &ssv{Grantee Limited), SEEDS, has been
established as a separate legal entity under theaBka Companies Act of 1982 in 1998 and is in

operation since then as the economic arm of Sapeolfovement fittp://www.seeds.lk/13.12.2006).

Until 1998, before this was established under tben@anies Act of 1982, micro finance activities were
carried out as a Sarvodaya Development Programrubderodaya Shramadana Socities at village

levels to promote social development process andrppalleviation of the rural community.

The objectives and targets groups

The main objective of SEEDS is to eradicate povanyng the poor through economic empowerment
for a sustainable livelihood. The target groups laoeh members and non- members of Sarvodaya
Development Program and also both poorest of tloe @od better off, however, main target group of
customers is considered as economically active pbove the national poverty line of LKR 3, 000 per
month. The general criterion for determining eliliip for a loan is based on household’s monthly
income. SEEDs categorizes the poor under threepgrbased on their house hold income as below
LKR 3,000 per, between LKR 3,000 and 5,000 and a¥d® 5,000 per month and classifies them as

poorest of the poor, moderate poor, and the paspeeively. This sum has to be approved by the

government agent of respective area “Gramasevdkadi’ .
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Organizational structure

SEEDS'’s head office is located in Colombo and Haeet divisions: Enterprise Services Division
(ESD), Training Division (TD), and Banking Divisigi8D). This office engages in decision making
activities and is also responsible for approvingygéasums of loans. SEEDS employs two different
channels in approaching to grass root level, cidevel, in villages and this approach dependshen
type of the prospective clients, on members or members of Sarvodaya Development Program
Chart 1 (Appendix D ,the chart shown as How ddeBI3S accesses Grass Root?). If the prospective
client is a member of a Sarvodaya Society, the neerabcess to SEEDS financial programs through
village societies. However, a non- member doesne®d to follow this routine, accessing credit
programs through village level societies insteay ttan directly access to district level officesstbct
managers are responsible for loan approval withhedp of field officers who closely work with the

non-member clients.

ESD is primarily responsible for technology tramsf@and creation of opportunities and it is also
accountable for, in addition to the above main fioms, technical skills development, sales &
marketing linkages, technology product developmentsrmation dissemination, business counseling
services, and preparation of business plans. figibivision involves in capacity building activise
BD carries out savings and credits activities. €rame twenty six district offices in operation ahcee
thousand five hundred twenty six, 3527, societiethle end of 2006.

Operation of SEEDS credit program

Both credit and savings facilities are providedthg banking division at SEEDS and the division
presently offers three different type of micro atddcilities: “A”, “B” ,and “C” type loans Figurel
(Appendix D, Figure shown as The Banking Divisidvigcro Finance Canvas). Loan type “A” is
considered as “income generating” loans provided|dwest income group for self- employment
activities and the minimum amount of credit is LKBR, 000. And this loan is increased up to LKR 50,
000 for expanding those self -employment activitesmall scale businesses subjected to the borrowe
has successfully completed minimum of three cyofelbans and has received training in Enterprise
Development and Business Management. Type B Iegpsovided to improve the quality of life and
granted for housing, utilities, transport, consurdarables, children’s education, and other special
needs such as weddings. The maximum amount obtredize is LKR 40,000 and provided only to
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society members. There is also medium term loare@ifior special projects- Alternative Energy
Loans- under loan type “B” ,and is granted to ho#mber and no- members maximum up to 4 years
starting from LKR 40,000 to maximum of LKR 77,0@&pending on the client’'s need. Type “C” loans
are for employment creating opportunities by expagmduccessful rural business enterprises andttarge
both members and non- members. This type of loagrasted up to a maximum amount of LKR
1,000,000 and need to be collateralized by a patgprarantee and /or other fixed assets such ds lan

buildings and machinery.

3.3. Hatton National Bank andGami Pubuduwa “Village Awakening”
Background

Hatton National Bank is considered to be the ldargesate commercial bank in Sri Lanka and has
been in banking business over more than a cenRmgsently, bank has more than 103 branches
throughout the country, 79 branch based units dndglage units. In 1989, for the first time, thark
initiated its micro credit program called Gami Pwlmva-Village Awakening- as a commitment to the
economic and social development of the countrysTgrogram mainly aims at alleviating poverty
among rural community and provides small scaledoaim addition to the provision of micro loans it
also engages in skill development, training and roomty organization activities (USAID,
2005).0peration of GP is a successful example @fndscaling commercial bank activities to micro

finance operation.

The objectives and targets groups

The main objective of the program is to take parthie country’s social and economic development
process by targeting the poor section of the pdjuaMain activity of the program is to provide
credit facilities, but clients are also facilitatetth savings opportunities. The target group ithbaral
and semi-urban poor, but not the poorest of ther o individual borrowers. However, GP is
supplying micro finance services tosmall scale niche programservicing approximately 16,000
clients by the end of 2006, compared to SEEDS,ldhgest private micro finance program in Sri

Lanka.
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Organizational structure of the development bankingunit

Gami Pubuduwa operates as an integrated produettdirHNB’s main operational activities and is
being considered as an additional product linereffdoy the bank. Thus, this program does not operat
under a separate banking division; instead it dpsrander the Development Bank Unit and ultimately
reports to the Personal Banking Division. The stdfthe Development Banking Unit is responsible
both for GP operation and also for rural crediig, tural credits are separated from GP credits. The
Development Banking unit manages only one thirdhef total portfolio. GP does not account for a
considerable amount of the total loan portfolio aged by the Development Banking Unit, and

currently it is only a one percent of the totalrgeortfolio of the bank.

As we can see in Chart 2 (Appendix D) in the orgamonal structure, there are unit managers
reporting to Development Banking unit and also supig field officers. Field officers are the bt
line mediators with clients in villages and arenert attached directly to branches, or to rurabgié
based units. They report directly to branch maragerd also sell other banking products; most
important product is savings which is consideredrasof the primary responsibilities of these @ffs

Operation of Gami Pubuduwa credit program

These loans are granted for income-generating ggejanimal husbandry, agricultural/export oriented
crops, collection and distribution of farming equignt, sewing and patchwork, furniture/ handicraft/
toys/ ornament fish plants/ fishing equipment/ nfaotre of bricks, repairing of bicycles and motor
vehicles, repairing of radio and television. GP dlo®t employ “Garmeen Model” group lending
method, group members consisting of five peoplbpalgh in times members are encouraged to form a
group of three people who will cross guarantee edlolr’s loan. The loans range from LKR 25,000 to
LKR 750,000, depending on the customer requiremehnése is also possibility to obtain loans over
LKR 750, 000 to qualified clients by the bank. Tamproval of loans is mainly done by the respective
branch managers; however, the head office sta#f igeblved in the approval process if the amount of
the loan is a large sum. HNB employs field officargl few numbers of agricultural officers who have

direct contact with clients in villages.
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Categorization of loan portfolio

Loan portfolio is divided under four categoriesrremt, sub standard, doubtful, and loss loans en th
basis of success of repayments. Under the categjdigurrent loans” includes all the loans that have
been paid without any arrears, arrears up to threeths and arrears up to six months while “sub-
standard” category comprise loans with arrears6fanonths to 12. Loans with period of arrears
between 12 to 18 months come under the “doubtftégray” whereas loans unpaid more than 18

months are considered as “loan of loss”.

Estimation of profitability of the program has neeparately been done until 2003, the year
Development Banking Unit was established. Howepeofitability records are kept only by branch
manager for internal management purposes, andibreitted to the respective units at the head affice
however, these records are not prepared for puigitgurposes. One explanation by the officials at
the bank, head office, is that loan portfolio of SFot considerably large enough to prepare sépara
report for publication purposes. The other is thét difficult to exact specific figures for GPquucts
and they program is treated as only another proliluetof the bank. However, the committee of the
USAID has emphasized the requirement of separaterde for GP and presently bank has is

developing a structure for separate recording sxilteof GP program.
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Chapter 4

Analysis of Performance of SEEDS and GP at HNB
4.1. SEEDS

4. 1.1.0perational sustainability

Table 2 Operational Self sufficiency SEEDS

Period 2001 2002 2003 2004 2005

Operational Self -Sufficiency 69.76% 77.30% 92.73% 104.71% 111.81%
Source: Annual Report 2005/2006, SEEDS Ltd, Srikean

Sarvodaya Development Bank shows an improving treraperational sustainability indicatduring
last five years from 2001 to 2005. The operaticg®df sufficiency indicatohasnearly been doubled
from 69.76% in 2001 t0111.81% in 2005. Severaldizchave contributed to this improvement: an
attempt to build employees’ capacities at lowerelsy results oriented (profit oriented) employees’

evaluation system, and improved emphasis on imprav@agement information system.

However, the growth of the indicator cannot be abered as significant and the company has only a
narrow interest rate spread of one point nine thpercent, 1.93%, according to the most recent
calculations as of 31.3.2006. This stingy margis haen caused by higher total cost of funds costs
such as administration, finance, and loan lossipi@mv expenses. The latest total cost of fund®rati

including above three main expense categories3.37%, as at 31.3.2006. The average lending rate is

twenty percent, 20% and is not higher enough mt®ver the total cost of funds.

Higher operational cost at SEEDS is a consequehdagber administrative expenses, and higher
proportion of financial costs; the respective amsware 8.37% and 7.95% of the total operationa cos
as of 31.03.2006. It also maintain higher ratentdriest for savings deposits between 8-12% permannu
as a strategy to attack deposits, whereas thegeate of interest maintained by the financiateays

on deposit is approximately 5% per annum.

SEEDS faces difficulty of keeping enough gap betwee - lending rate and the break even interest
rate to generate considerable income differencesoing to the most recent calculation as disaisse
above, SEEDS operational cost is 18.07% which thienthe break even interest rate .This rate
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comparing its on-lending rate of 20%, SEEDS hagh#ly been able to cover operational cost and ,then

barely significantly been able to achieve finanself-sufficiency.
4.1.2. Outreach
Loan size

SEEDS being the largest private micro finance fastin of Sri Lanka has a significant membership
base and considerable number of active borrowergghly more than 170 000 borrowers. It has
inherited this large membership base from Sarvoddgaement which initially started late 50s to
provide basic social welfare needs and primary &tic for the poor rural community and in this
sense it has an obvious market to serve even ifutbee. Being at an advantage position in term of
rich legacy, SEEDS has achieved considerable atftrealoan amounts and also in term of borrowers
since its establishment in 1998. Loan size has be@aased by five times form LKR 607Mn in 2001
to LKR 3 172Mn by the third quarter of 200@&ble D2 (Appendix D). The maximum loan size at
SEEDS is usually LKR 500 000 (US$5 000), but teisncreased up to LKR 1Mn in special occasions
considering the needs of the borrowers and thearadteristics, according to bank the officials.
Average loan size has been increased from LKR 30t62LKR 43 980, in my opinion, loan size,
average loan are not very larger values that isume SEEDS provide the service to the typical targe

group of micro credit programs —the poorer.

Outreach in members and borrowers

The membership base at SEEDS has increased frora@0By the end of 2004 to 453 171members by
the end of 2005 and these members can be considengotential borrowers. A significant outreach in

terms of borrowers has also been achieved andviges credit facilities to 62 660 clients, both to

members and non-members, by the end of 2005 tusefiis 11% improvement from 2004, Table D

2(Appendix D).

Women participation

It seems that women empowerment, in economic &éesyiin Sri Lanka has actually being taken place.

Women patrticipation in banking activities at SEER®omparatively higher than that of men and this
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has even improved from 56% in 2004 to 59% in 20B&.Tay be enforced by the fact that Sri Lanka
has higher literacy rate, school enrollment ratésneamong women and positive signs of women
liberation.

4.2 Hatton National Bank- Gami Pubuduwa
4.2.1. Operational Self sufficiency
Table 3 Operational Self sufficiency GP program

Period 2001 2002 2003 2004 2005

Operational Self Sufficienc n.a n.a n.a 121% n.a
Source: USAID report, 2005.

Operational self-sufficiency in 2004 is 121%, hoee\it has been difficult to compare the trend of
operational self sufficiency indicator because HN& not prepared separate financial reports for
publication purposes.HNB has been able to covesptrational cost and should, therefore, be able to
achieve financial self sufficiency. On lending ré&be the program varies between 16% and 17%, and
the break even interest rate is between 12% angP/d 3according the bank officers and this has

contributed to higher average operational selffigahcy indicator.

GB does not have a difficulty of generating revotyifund for the program. The program maintains
savings more than two third of loan portfolio andeoof the main functions of the field officers
working under this program is to promote saving®@agnborrowers. Deposits and loan portfolio as at
the end of 2006 were LKR 1200Mn and LKR 1600Mn exsely.

4.2.2. Outreach
Loan size

Gami Pubuduwa program at Hatton National Bank issictered as the most successful micro credit
program operated by a private commercial bank @ ¢buntry. This program is operated as an
initiation of down scaling commercial bank’s acties to a small credit program. They regard the LKR

5000 as the “life- changing” loan, minimum loanesiand borrowers are allowed to exceed this amount
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up to 750 000(US$7500). Average borrowed amounagproximately LKR 100 000(US$1000)
Appendix D Table D3 (shown as outreach of Gami pluieea Program) Total loan portfolio of GP has
been increased from LKR 921Mn as at the end of 2004KR 1 600Mn as at the end of 2006 .The
average amount of loan, in my view, is an indiagatid the income level of target groups. It seenas th
the program does not target the very poor insteéad at “economically active poor”, however the
information regarding the income level of borrowesas inaccessible. The reasons for prioritizatibn o
“rather better off” section of the population whé that it is difficult to reach the very poorarprofit
making environment and also lack of staff trainedlo business with such groups. Bank estimates
that it has been able to attract savings from @td amounts to LKR1200Mn and this amount is 75%

of the total outstanding loan portfolio.

Number of and client outreach

The number of borrowers, outreach in terms of hwers, compared to the total amount of loan
portfolio is smaller and these numbers are 11 68&olwvers as at the end of 2004 and 16 000

borrowers as at the end of 2005. It is obvious tinatbank caters only to “niche” market.

Women participation

Although Hatton National Bank has achieved recogmiboth at national and international level far it
work, in my opinion, it still keeps the distancetlwvthe women borrowers and tries to constrain o th
traditional banking clientele. Women borrowers ardy 18.5% of the total borrowers compared to
their counter part of 80.3%, and the rest comprafegint borrowers as of December 2003(USAID
Report, 2005)

4.3. Comparison of operation and outreach of SEEDral GP at HNB
Operational Self-sufficiency

Commercial banks will operate micro finance acgtcompetitively than other MFIs as they have
access to wide range of funding sources and nagesdgeastructures; however, high costs related to

small amounts of transactions, lack of specialynted staff can be considered as barriers for dmoot
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operation of micro credit programs operated unadenraercial banks. HNB has been able to maintain
higher level of operational efficiency compared S8EDS. This may be the outcomes of several
opportunities that HNB is having over SEEDS. Itais established commercial bank and has the
experience of operating commercial banking acasitit also has a legacy of operating as profit
making business and therefore may have higheriaifiy of operation; for instance, it usually takes
around three months for the whole process of Iggmaval for SEEDS, but it takes only few weeks for
HNB. Limited practice of result oriented activitjder instance, profit maximization targets andclat
employee evaluation system seem to be other wesdsiest SEEDS for achieving sustainability

targets.

However, there are certain constrains that SEED$dsg, as a company registered under the
Companies Act of Sri Lanka, does not have powexcteept savings from non- members and this is a
limiting factor compared to HNB. Therefore, SEEDf&rs higher rate interest for deposits to attract
savings resulting lower level of operational selffisiency; HNB’s average interest rate on savings
varies between 4.5%-5% per annum and the sameBBDS range from 8-12% per annum. HNB
possess a synergetic effect, micro lending is onky product of its whole loan product line where as
micro loan is the main product at SEEDS. Lack afper regulatory environment, although there is a
drafted Micro Finance Act which will be presenteditie parliament, is another barrier for community
based institutions' development compared to comaldsanks whereas GP operates at a more formal

environment.

Outreach

Duflos et al.(2006) conclude that Sri Lanka hasbighumber of service points -“oversupply in terms
of institutions”-except the fact that many of theme unsuccessful. And they further find that this
oversupply has made it difficult to achieve higloeitreach and to operate at economics of scale for
sustainable targets by a single institution.

A significant outreach has been achieved by SEED@pared to GP. SEEDS has provided credit
facilities 62 660 clients, both to members and nwmbers by the end of 2005; while GP provided
credits 11 682 clients. Present figure for GP igragimately 16,000 clients as of the end of 20Q4, b

this figure includes clients who are also servicedler the refinance project for tsunami affected
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people by German Savings Bank Foundation for lat@wnal Cooperation, SBFIC, therefore the actual

figure solely out of the HNP funds is lower thanQ® clients.

SEEDS mainly employs group-lending approach, agmmamprising five members, to minimizes the
main problems of asymmetric information in the dregarkets, but the main lending approach at HNB
even with GP is individual based lending. Theirraggh does not minimize the room for the problems
of asymmetric information and this will be an exy#on for not reaching the poorer section and also
limiting the outreach in terms of number of borresvéo have a strong customer relationship. Present
repayment rate at the bank is 95%, according t& béicials, while SEEDS has succeeded to main the

repayment rate at  88%.

SEEDS’s comparatively larger credit provision iseault of several underline facts: its decentralize
structure, local community based organizationalcstire, higher outreach of membership, and small
groups and societies. SEEDS entertains an advaptaigon in relation to putting a group pressure t
reduce default rates. Further, according to distnanagetKurunegala a town in the North Western
province, there are volunteers at village levelietoes who work for their groups, sometimes atrthei

own expenses, which is an asset for SEEDS and begeess of its micro credit program.

Gender differences

Studies show that there are better results witrafernorrowers than male. Women have been the main
target group by micro credit organizations, sinceyttend to invest in less risk and provide better
social benefits. However, HNB’s gender base is gmisistent with that explanation where women
borrowers consist only around 20% while 80% of bloerowers are men, but SEEDS has a 56% of

women borrowers.

Thus the experience of these two institutions shimege programs with appropriate designs, human
resources, pertinent products, and profit orierdad achieve the most important aspects of micro

credit- self-sustainability and outreach by beiegponsive to clients.
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4.4. Factors affecting the development of micro cdit institutions in Sri Lanka
Inflation rate:

When setting interest rates for credits, micro itredtitutions should not ignore the impact ofiation

rate. Like in many developing countries the real intemegé in Sri Lanka is lower than the nominal
rate. This makes it difficult micro credit progrars maintain positive interest rate income. Overall
more stable macroeconomic environment is calledtdoachieve significant development of micro

credit institutions in Sri Lanka.

Lack of strong legal environment

A bill, The Microfinance Act of Sri Lanka, has pessly being prepared for approval by the parliament
This bill mainly aims to improve the effective aefficient operation of micro finance institutions,
under the this act, it will be able to set up aaray which shall monitor the activities of micradimce
institutions, however, to be monitored under thenay microfinance institution must at least have
LKR 5 000 000 (US$50 000) as its equity. This vii# a discourager for small scale institutions.
Nonetheless, a proper legal framework for bettegrajon of these institutions is postulated, as

discussed above one of the reasons for GP’s falopaisformance is its formal legal framework.

Inadequate investment in rural agricultural development

Approximately 75% of the total population residggieultural based environment in the country and
growth in this sector obviously underpins ruralafiicial development. However, the country is not
making adequate investments in agricultural seatw this hinders the development of micro credit

institutions.
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Chapter 5
Summary and Conclusion

Provision of financial services to the poor is ddased as one of most effective strategies to eaheli
poverty in developing countries. The poor needrfggaservices; they should be able to borrow money
for consumption purposes, start a business, exgamshterprise and need to save in small amounts and
send their child to school and all these opporiesibpen the door to increase quality of theirdive
Access to financial services at all level of theremmy makes substantial growth and development, and

this is more consequential for poor.

However, traditional financial systems are reluttanprovide financial services to this poorer gett

of the population. Credit markets are typically retzderized by problems of asymmetric information

and these problems are even more complicated ielaj@ng credit markets than developed credit

markets resulting higher cost, uncertainty and fésled by credit markets. Consequently, poor people

are for the most part excluded from the formal trehrkets.

Adverse selection occurs when two parties- borrcavet lender- to a credit transaction have un-equal
access to information relevant to their decisioftss problem of adverse selection might leads to a

reduction of loans causing too little investmenameconomy.

Moral Hazard represents the problems of not belnig @ monitor the behaviors of borrowers after the
lending. There is always a possibility that borroweact the other way than would be preferable for
lender. A borrower is likely to not to stick to pleed projects and to follow his /her own plan tfene

monitoring must be conducted to avoid such circamsgs.

Collaterals, interest rate, and monitoring credit@are widely used mechanisms to mitigate the
problems of asymmetric information. Neverthelebgsé mechanisms cannot effectively be used in
credit market with needy because they likely toehavegular income, lack access to assets or lack
assets property rights of which may have weaklyfmmtiresulting lower or zero value for lendersg ar
less educated, are ill-health that increases thertainty of repayment abilities, and need smalbant

as loans that causes higher transaction costs.

Micro credit is recognized an effective endeavartstl in this century as an alternative remedy to
provide credit services to the destitute overcontirgtypical problems that exists in the formalditre
markets. There are various forms of micro creditgpams operating all over the world, but they are
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not without difficulties. The two of the most impant long term goals of a micro credit program are
achieving self- sustainability and outreach targetprovide financial needs for poor on a continual

basis to reduce and to increase the quality af life

Approximately one fourth of the population of Srarka lives below the national poverty level and
higher percentage of this group is consideredia$dankable There are varieties of organizations
providing micro credit in the country, but a fewinsthe process of achieving most important aspafcts

micro credit program-self sustainability and outtea

Servodaya Economic Enterprise Development SenlitésSEEDS, and Gami Pubuduwa at Hatton
National Bank are main micro credit providers imlS&mnka. The former is a registered company under
the Companies Act of 1982 of Sri Lanka and considéo the largest private micro finance provider in

the country while the latter is a micro credit pag operated by Hatton National Bank of Sri Lanka.

The study found that these two programs are hdgefahching their targets. More specifically the

findings are:

1. Operational sustainability of SEEDS is improvingayen year basis and Gami Pubuduwa
shows similar indications, although the necessaty tbr GP to carry out a trend analysis is not
available.

2. Both the programs are achieving positive outrealtke aand SEEDS has a significant
membership base compared to GP.

3. Women participation is higher at SEEDS in comparisnGP.

4. There are several challenges that needed to beawerfor the development of micro credit
organizations in Sri Lanka: macroeconomic stabilibylation rate stability, sound legal frame

work, and adequate development in the agriculseeator.
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Appendix A

Interviews

Mr.Hirantha Unit Manager,HNB.

Ms.Samanthika Project Manager, SEEDS.

Mr.Vishwanatha Gunawardana,Senior Manager DevelopBanking, HNB.

Mr.Uve,Consultant to SEEDS & HNB, German SavingsniBaFoundation for International

Cooperation.

Mr.Frank Muller,Consultant to HNB, German SavingaB Foundation for International Cooperation.
Mr.Thushita, Manager, Product Development & Profgnoance, SEEDS.

Mr.Dayasiri Karunaratna, District Manager, SEED@rthegala District.

Mr.Gaminiyapa, Consultant to SEEDS,SEEDS.
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Appendix B
Questionnaire

1. Institutional and Financial Sustainability

1.1 Do you possess competence staff that can carrgliathie functions within the organization?
1.2Where do you get funds for operation?

1.3How do you cover the expenses?

1.4Do you have any difficulties you are facing wheowpding credit?

1.5 Do you think that the existing regulatory and monitg, and enforcement frame work is

enough for program's development?

2. Outreach
2.1 How is the client dispersion in the areajhstance, per kilometer?
2.2 Have you reach the full potential?
2.3 Does your loan portfolio depend on narroeome base, for instance, income a few
sources of borrows?
2.4 Are all clients permanently staying hereffdf, which percentage is staying temporary, for
instance, may be due to civil conflict in twntry?

2.5 Do you have reached outreach targets instefmumber of clients?

3. Client Assessment methodologies

3.1What is the minimum income of your target clients?

3.2What is your main target group poor or better off?

3.3Which group is more credit worthier according tayexperience?

3.4Which group is improving faster, when do you conepar relation to deposits, frequency of
loans taken?

3.5What is your perception about client assessment?

3.61f you do such an assessment, what is you purpbdeing so, is it to avoid risky customers, or

to provide a better service according to their daai?a
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3.1 Do you think that the assessment makes a difféoeryour decision to lend?

3.2Have you found that the assessment is cost eftenistead defaults?

4. Loans

4.1 What is the frequency of loans obtained by a boeroon average?
4.2 Has the size of the loan increased gradually?

4.3 Do you follow up how the credit is been used?

4.4\What happens in the case of a default?

4.5Do you feel that there is any potential for locaiags?

4.6 What are the aims, problems and /or benefits vighprogram?
4.7 Do you have anything to add?
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Appendix C: Map of Sri Lanka
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Appendix D

ChartD 1

How does SEEDS access grassrot
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SourceAnnual Report 2004, SEEDS Ltd, Sri Lar
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Chart D 2

Operation of Gami Pubuduwa Progi
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FigureD 1

The Banking Division's Micro Finance Canvas

Loan Product Target Groups Collateral Repayments
A Loan for income Poorest of the poor& other low- income e Groups guarantee.
generation households. (Poverty threshold-below
Rs.3000 per month. e 10% for Loan
Security Fund, and
To capitalize their income generating
projects. e 2.5% for Loan
Risk Fund.
B Loans to improve Moderate poor(income between LKR * Two guarantors.
(Non living standards 000 to LKR5 000 per month)
Solar) e 10% for Loan
To meet basic and life cycle need and Security Fund ,
thereby improve the quality of life. and
* 2.5% for Loan
Risk Fund.
B Alternative Low and middle-income earners not ¢ Transfer of

(Solan  Energy Loans

C Saubhagya &
Dasuna loans

Society Consumption

limited to Sarvodaya Society members.

To enable those living in remote rural

areas to access renewable energy ’

system such as solar and village hydro
schemes.

Entrepreneurial poor - Savodaya membe
and non-members.

To enable such clients to start or develof
their enterprises and thereby create new
employment opportunities in the village.
Sarvodaya Society Members.

Towards consumption smoothening and to
meet urgent, personal or life-cycle needs.

ownership of SHS
panels after full
repayment.
Group guarantee
from Village
Electricity
Consumers
Societies.
Mortgage over
Assets (vehicles,
machinery, land
&building.

Member Savings
Deposits.

Source: Annual Report 2004, SEEDS Ltd, Sri Lanka.
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Table D 1

SEEDS' Calculation of Cost of Fund#s-at 31.03.2006

% of Gross Average Loal

Cost Items Amount Rs. :
Outstanding

Cost of Administration 232 720 208 8.37
Cost of Finance 221094 792 7.95
Cost of Loan Loss 48 557 401 1.75
Total Cost of Funds 502 392 400 18.07
Average Lending Rate 20
Interest Spread 1.93
Operational Self Sufficiency 109.64
Financial Self Sufficiency 78.45
Loan Outstanding (as at 31.03.2005) 2 500 634 261
Loan Outstanding (as at 31.03.2006) 3059 312 537

Average Gross Portfolio Outstanding 2005/06 2779973 399

Source: Quarterly Report 2006, SEEDS Ltd, Sri Lanka
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Table D 2

SEEDS Outreach (Period year 2001-2006)

2001 2002 2003 2004 2005 2006Sep

Total outstanding balance LKR Mr 607 867 1220 1733 2754 3172*
Number of active borrowers na na na 56 521 62620 na
Loans growth in

- LKR Mn 260 353 513 841 418

- Percentage 42.8 40.7 42 48.52 15.2
Loan size LKR Mn

- Minimum 10000 10000 10000

- Maximum 500 000 500 000 500 000

- Average 30621 43980

Average term of a loan
Minimal interest rate %
Average disbursed loan as

percentage of GNP

20 20

30 36.74

Source: Based on Annual Reports 2003-2005, SEERSStt Lanka

Average loan size = Value of loan/Borrowers

*Figure is only for three quarters.
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Table D 3

Outreach: Gami Pubuwa Program (period 2001-2006)

2001 2002 2003 2004 2005 2006

Total outstanding balance Mr

- Rural credit 1445 2 500*

- GP 921 1 600*
Number of currently active
Borrowers 8 496 11682 16 000*
Loans growth in

- Mn. n.a. n.a. n.a.

- Percentage

Loan size in Rs.

- Minimum 5000 5000 5000 5000 5000 5000

- Maximum 500 000 500000 500000 750000 750000 750000

- Average 108 403 100 000
Average term of loan (Months 36

Nominal interest rate %
- HNB 17 -19
- Refinancing 12 -41
Average disbursed loan as
percentage of GNP 104.87 71.2

Source: USAID report, 2005, & self reported figures

*Self reported figures, including the loans dismd under refinance project by The German Sawngs

bank Foundation for International Cooperation sthftom 2005.
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Graph D 1

Inflation rate
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Source: Annual Report 2006, Central Bank of Srikaan

Table D 4

Per capita Gross National Production (GNP)

2002 2003 2004 2005 2006
LKR 82 062 90 472 103 370 119 688 140 302
US$ 858 937 1024 1191 1 350

Source: Annual Report 2006, Central Bank of Srikaan
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