











































































































































































































LFS Financial Systems GmbH

amounts. Furthermore, after having’ started with micro loaris, the
. program should expand into the small enterprise segment.

For the purpose of presenting a straightforward model, we have simplified the
development of loan émounts, interest rates and rhaturities, and have defined these in
intervals of two years. Unfortunately this simplification has the negative effect that
portfolio development and development of costs and income change less within the
two-year periods than when comparing the two-year periodé with one another. This
should be considered when comparing annual results.

Loan Amounts

The project would start off by granting micro loans only of an average amount of
. NRP 250,000 (USD 3,470) with an initial average maturity of 3 months. After six
_ months also small loans [average amount NRP 750,000 (USD 10,420)] will be

~ FINANCIAL SYSTEMS

granted with an average maturity of 9 months. Within the duration of the program, - -

various working capital loans can be granted to one single entrepreneur. As has been

said earlier, a graduation principle will be applied: New clients will start with rather -

small loan amounts with a short maturity. Later on, as they have proven their

creditworthiness, they can obtain higher loans for longer periods of timé; this is - - -
reflected in the assumption that the average loan sizes of both loan types augment - :

over time.

Table 32 Loan vproduci and maturities

Product Micro loan Small loan
Average amount . '
year 1 -2 : 200,000 - 750,000
year 3-4 . ' 250,000 . 1.000,000
year 5 350,000 : 1.500,000
Maturity ' »
year 1 -2 3 9
year 3 -4 : 6 12
year 5 C 9 , 18

Interest Rates

In case A, we have applied the interest rates proposed in Chapter 6.3, whose purpose
is to cover costs and generate profit for the business unit. When starting off with’
these interest rates, they can be lowered over time with Increasing productivity of
loan officers and therefore declining operational costs per loan. We have introduced
a second case (Case B), in which we have applied the interest rate which banks are

currently using for SME loans (with a slight mark-up for micro loans). Here the

value of the interest rate remains stable over time.
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Table 33 Interest Rates ‘
CASE A CASEB
Product Micro loan  Small loan | Micro loan  Small loan
- Interest rate p.a. S ‘
. year1-2 24.0% 15.0% 14.0% 12.0%
year 3 —4 22.0% 14.0% 14.0% - 12.0%
year 5 20.0% 12.0% 14.0% 12.0%
Loan Officer Productivity
Productivity of loan officers and other staff increases mainly because of “learning
effects”. We have estimated that the loan officers’ productivity will increase as
foliows:
Table 34 Loan Officer Productivity
_ : ‘ ‘ Work Experience _ . o
# of <3 . >3 >6 >9 - >12 >15 >18 >21
disbursed months months months months months months months months’
loans per LO : ' : o
per month <6 <9 <12 <15 <18 <21
. months months months months months months B
Micro Loans 3 4 - 5 6 6 8 10 12+ i
Small Loans - 1 2 3 4 4 S50

As the evaluation and monitoring of follow-up loans requires less time, with the -
second credit cycle the portfolio grows even faster and the profitability increases - - -
because of information synergies. S '

When loan officers have reached a certain level of experience, the selection and
training of new loan officers would begin. This would lead to a further increase in
portfolio growth. We have estimated the staff build-up as follows:
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Table 35 Staff Build-up

Total No. of Loan  Micro Loan Officers  Small

Officers ' " Loan

(No. of Branches) Officers
Year 1 10 (2) 9 1
Year 2 20 (4) 17 3
Year 3 30 (6) 25 5
Year 4 40 (8) 33 7
Year 5 50 (10) 42 8
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Portfolio Development

The loan portfolio grows quite slowly in the first year as loan amounts are low and

maturities are very short, resulting in a very high turnover of loans. The outstanding
loan portfolio at the end of year 1 is NRP 32.5 million (USD 451,400), whereas total
loan disbursements are in the amount of NRP 87.75 million (USD 1.22 million). But
the portfolio reaches a substantial size at the end of Year 4, with NRP 454.19 million

(USD 6.3 million).

Figure S Loan Portfolio Development (in ‘000 NRP)
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E Net loan portfolio
B Micro Loans

[0 Small Loans

0+ - -
Year 1 Year 2 Year 3 Year 4 Year 5
Net loan portfolio 32,546 101,504 311,631 454,185 1,161,459
B Micro Loans 20,953 58,151 178,705 258,860 673,003
£ Small Loans 11,592 43,353 132,925 195,324 488,456
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Profit and Loss Accounts

The Profit and Loss Accounts show two different cases: Case A using the interest

FINANCIAL SYSTEMS

rate calculated in the above chapter, based on actual costs and a proposed profit .

margin and Case B, using the interest rate, which banks currently apply in their
lending business and which seems to be somewhat a current upper limit. As can be
seen from the accounts, in Case A profit will be made starting in the third year. In
Case B, the income generated by the new product will only cover costs in the fourth
year.

" Interest Income

P

. Mlcro and Small

Calculated on the basis of the'assumptions detailed above for Case A and Case B, it
may be considered to reduce interest rates and instead introduce fees or commission
for loans. This was however not detailed in this model.

Interest Expense

It is assumed that the opportunity costs of the funds, which the bank employs for

small business lending is 3%. This corresponds to the interest rate paid on deposits.
(N.B: this simplified assumption of the interest rate does not take into account the
fact that there is a substantial liquidity mismatch of banks included in the study).

. Loan Loss Provisions

‘A general provision of 5% for all loans was considered as well as the provisions for

overdue loans as displayed in the table below. As Ioan monitoring is tight and risk

management appropriate; we have -assumed that ‘overall “only 5% of total loan
portfolio will be in arrears, i.e. more than 30 days overdue.

Table 36 Risk Classification/Portfolio in Arrears

- Loans o - Year1 |Year?2 |Year3 |Yeard |Year5

lass1ﬁcat10n Small Loans

Risk Provisions|  Portfolio quality (relative) —

Micro and

5.0%| 95.0% 95.0% .95.0%
50%| 2.0% 2.0% 2.0%
10.0% 15% 15%  1.5%
500%| 1.0% 1.0% 1.0%
100.0%| 0.5% 0.5% 0.5%

U
<30 days.
>30<90
>90<180
> 180

mc‘ow>

95.0% 95.0%
20% 2.0%
1.5% 1.5%.
1.0% 1.0%
0.5%  0.5%

Total L ' 1 100.0% | 100.0% | 100.0% | 100.0% | 100.0%
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Staff Costs

Staff costs represent the biggest cost factor in the profit and 'lo\ss accout. The
amount depends on the number of staff employed, the level of the individual salaries
(composed of a fixed and variable part) and the amount of social insurance, taxes
and other contributions.

" We have assumed the fixed basic salaries for Micro and Small Loan officers as
follows: ' | '

Table 37 Salary Assumptions |

<6 7<12 13<18 >18
months months months months

MLO | 25,000 30,000 40,000 45,000
SLO { 30,000 40,000 - 50,000 60,000

The variable part of the_ioan officer’s salary depends on the number of loans as well

as on the volume and quality of the portfdl_io (incentive based payment) and is taken .
into account by adding ‘2‘5% to the basic salary. This is included in the table above. .

FINANCIAL SYSTEMS

The salary also includes employers’ contribution to personal taxes and social -

insurance and other benefits: .

Furtherraore, we have assiimed that the basic salaries increase by 5% annually.

Operating Expenditures

In the operating expenditures only the direct costs of the lending unit were - :

considered and‘can be detailed as follows:

Table 38 Operating Expenditures (in NRP *000)

Y1 Y2 Y3 Y4 Y5
Total Operating 1,643 3,541 5,477 7,246 8,955
expenditures :
of which .
Communication costs 366 838 1,314 1,899 2462
- Office supplies 216 529 847 1,236 1,612
Vehicle costs 420 882 1,363 1,404 1,446
Adbvertising 168 176 185 194 204
. Travel allowance 2324 794 1,270 1,855 2418
Other Expenses 149 322 498 659 814
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Other operating expenses were calculated based on the following assumptions:

Communication Costs: - Basic costs are assumed to be NRP 3,500/month plus
NRP 3,000/monthly per loan officer .

Office Supplies: | NRP 2,000/month per loan officer Lias been assumed.
Vehicle Costs: - NRP 35,000/month per vefﬁﬁle
Advertising: Lump sum of NRP 14,000/month.
Travel Allowance: NRP 3,000/month per employee.
Sundry Expenses: 10% of total operating expenses as feserve.
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Profitability -

' In Case A profitability is reached as in the third year, whilst in Case B the new
business area will be able to cover costs only in the fourth year of operation, having
accumulated a total loss of NRP 24.5 million during the first three years of

<.

" operation.

Both cases show that small business lending is profitable. But charging higher
interest rates as in Case A will lead to a faster cost coverage than in Case B. In
addition, the amount of loss expeﬁenced in Case B in Yea_fs 1 to 3 can be rated as
. too high and does not follow the ‘approach of rapidly building up a .proﬁtable
portfolio of good quality. We would therefore conclude that interest rates need to be
substantially higher than those currently applied in the SME lending of banks.

~As small business finance is mass business (retail banking), the sustainability will
only be given if Partner Bank invest in the gradual expansion of this-business field.
That means not only to expand small business finance; it means also to develop other
financial services, which meet the requirements of the target group (current accounts,
payment services, appropriate investment opportunities), which has a significant
potential for further income generation for the bank.

N 65 Consuﬂﬁng Approach

So far the smiall lendiﬁg business of .the potential Partner Banks is limited, and they -
have not worked with the clientele as proposed above. Nor have they offered-

services based on similar lending technologies as those prdposed above. Each
Partner Bank therefore requires a substantial amount of ’consﬁlting services and
technical assistance. Generally, technical assistance is understood as an integral part
of downscaling projects and is not limited to the sole provision of credit advisory
services. Downscaling also includes training and institution building services that
make the bank fit for small business lending, Hence the techmical assistance package
includes:

.« Strategic management issues in conjunction with the otientation of the bank
towards small business lending.

+  Strategic 1narketing issues especially for winning new clients and the-

development of new financial products.

« Credit due diligence and credit advisory services.
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* Management of the entire lending process, including the definition and
' implementation of relevant procedures, documents, human. resources
' management requirements etc.

»  Software advice, especially the design of an industry database for future
term lending activities and credit scoring tools.

¢ Management accounting in order to determine and steer the profitability. of
the new credit product in the bank.

*  Training of lendihg personnel and various management and senior
management members of a variety of departments in those issues.

As the technical assistance typically focuses on the establishment of a small business

lending department, including the implementation of procedures, the training of
(new) loan officers and the establishment of a micro loan credit committee, this
allows making the technical advisor (consultant) at least partially responsible not
only for the timely implementation of the work plan but' also for the on-lending of

loans to final borrowers. Therefore, the consultant contract may include targets with -

respect to the size and quality of the sub-loan portfolio.

The proposed downscaling approach is based on a two phase model.-

Phase 1:

In the first phase, the success of a small business lending program largely depends

on demonstrating banks (often sceptical whether small scale lending is a profitable
business) that the program is profitable. This is demonstrated by the quick build-up
of a significant portfolio of high quality while at the same time keeping costs at a
minimum. To achieve this main goal, new technologies and efficient decision
. processes will be introduced in new small business lending units. Young and highly

FINANCIAL SYSTEMS

motivated loan officers (existing staff of the bank or newly hired) are trained -

theoretically and on-the-job, and will be responsible for their loans.

Phase 2:

After a significant small business loan portfoiio has been built up and convincing
demonstration effects with regard to portfolio quality, attracting new clients,
profitability and the gross margin of the loan unit have been achieved, the specific
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issues of creating outreach will be addressed. With regard to the given organizational
structures of each Partner Bank (line organization or more complex structures), a
roll-out plan for each bank has to be elaborated.

.Duration of the Downscaling Program

We estimate that building up a portfolio of substantial size (Phase 1) would require

at least 2 years. The subsequent second phase, essential for consohdatmg the
program and therefore creating sustainability would require apprommately another 2
years. The following description gives an overview of the steps within the Phases.

Phase 1 (first six month&: Preparation of Operational Works):

Phase | QA Phase 1l

The first steps of the program will be to
+  Discuss and agree on program procedules for cooperation and lending.
o Establish the loan products, lending terms, and fonnalization procedures
"« - Determine counterparts in the bank’s managerﬁent'and credit committee.
"+ Arrange for project infrastructure in the banks.
«  First selection of loan officers.

The work would begin with seminar training of new loan officers as well as
* intensive on-the-job-training and simultaneous disbursement of the first credits.
* After having started in one main location, work will also start in the selected pilot
branches. Parallel to these activities, new loan officers will be selected and lending
will significantly pick up pace; it is expected that each bank will have disbursed a
total of 126 loans within the first six months.
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Phase 1 (Month 7-12: Implementation)

- Phasell o

After six months in the Program, the most experienced and qualified loan officers
will begin to extend also higher loan amounts. (small loans). The eligibility criteria
for loan officers to extend small loans will be based on an experience of at least six
months in micro lending, a minimum of disbursed loans and the portfolio quality of .
“the loan officer’s portfolio. To learn the specific features of lending to small
enterprises, special training for loan officers will be organized.

Furthermore, seminars for bank managers and counterparts will begin to be,- -
developed and take place upon their demand.

As of Year I, we expect that the following performance indicators will be met.

Performance Indlcator (per Bank) ‘

Projection
Number of Loan Officers ' S 10
Nurnber of Loans Disbursed (micro) - ° - @ ‘ 360
Number of Loans Disbursed (small) , 21
Total amount of cutstanding loan ' NPR 32.546 miltion. (USD 452,000)

portfolio

Phase I (month 12-24: Implementatzon) .

This phase focuses on the limited hand-over of the consultants’ responsibilities in
pilot branches and the inclusion of new branches in chosen regions, thus ensuring the

regional expansion of the Program and a dynamic development of the loan portfolio.
- 76
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In addition to the abovementioned criteria, branch expansion requires that the
following conditions be met:

o In determining the regions/branches the following factors must be considered: (1)
demand for small business loans in the region, (ii) attitude of bank management
to the program, (iii) attitude of local government to small business and the
program.

e The monitoring of the branches must be ensured.

e Training and consulting services will continue — but internal trainers of the banks
increasingly substitute outside consultants. .

e Activities rendered will be similar to the Inception Phase, with ever decreasing
involvement of consultaits in the operational work and more responsibilities
taken over by bank employees.

Strongly i)erfonning Senior Loan Officers will be turned into Heads of small
business loan departments and discontinue disbursing loans. They will completely
‘assume the task of managing the small business loan department. Arother career
option for strong Senior Loan Officers would be to: become “internal” consultants for
_ the bank, supportmg itin the expansmn of the program to new branches.

' As of end of year 2, we expect that the followmg performance indicators w111 be met.

'Performance Indlcator (per Bank) - . . Projection -

Number of Loan Officers v B 20

Number of Loans Disbursed (micro) ..~ 1,452
Number of Loans Disbursed (small) B 141

Total amount of outstanding loan NRP 311.631 million (USD 1.4 million)
portfolio . S

Phase 2: Expansion and Handing Over (Years 3 and 4)

Phase I

During this phese, the focus of technical support shifts gradually from more
operative task to management consulting, The first stage of the Hand-Over Phase has
already begun with the selection of “internal” consultants from the banks’ side. To
end technical assistance and leave the banks with a functioning and evolving small
business lending prograni, they need to have their own managers, and/or internal

consultants that are competent in using the small business lending technology and in’
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training others to use it. Moreover, they should already have gained experience in
opening new project locations in the previous phases of the program.

6.6 Conclusions and Summary

The nature of the Target Market Reguires the Déveloﬁment of a Special Lending
Technology

It is necessary to develop a specific lending approach for. micro and small
enterprises, because of the nature of their businesses, namely the role of the owner-
manager, their legal form, the intertwined family and business finances, and the type
and scope of these enterprises’ demand for financial services and in particular credit.

Small businesses are rnostly privately owned by a limited number of owners, in -

many cases members of one family. Often these owners have a strong say in the

o & —

" FINANCIAL SYSTEMS

daily business operauons, and act as owner-managers. The accounting rules for small . .

business are simplified, and often require only producing a simple income-expense
statement. Balance sheet data are often not required. And if they are required, they

are not reﬁuired'ih‘an audited form. From a legal and accounting perspective, there is .

- mo clear—cut d1st1nct10n between the busmess and the owner and hlS family.

The credtt analys1s of smarl busmesses must not focus on buemees analysis alone. :

Socic-economic aspects of the owner-managers have to be integrated into the . .-

analysis.

Alternative funding sources for small enterprises ate rrorrnally private capital from .

“current owners, and the operating cash flow of the business. Therefore credit
analysis of small businesses should emphas1ze cash flow analysis.

Small businesses request only small loan amounts This makes single loans relatively

costly to process and to manage. Lending profitably therefore requires burldmg upa

portfolio with a relatively large numbers of small loans at low operating costs.

Small business loans share the features of a low-margin mass product. This, and the

comparatively simpler structure of small businesses and their requested loans, makes-

it necessary and possible to standardise credit analysis and loan handling, thus
making it possible to reduce loan processing and managing costs.

The proposed lending methodelogy builds up on these key elements and furthermore
requires the implementation of clear transparent systems and strict procedures within
the banks. Combined with the decentralization of decision-making and the transfer
of responsibility to individual loan officers this allows an efficient and fast decision
process, which is indispensable for the development of a large loan portfolio.
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The Lending Technology is most Efficiently Introduced by Creating Small Business
Lending Units -

The new lending technology includes policies and procedures that will be new to the
bank and may differ substantially from those that are applied in other departments

and the bank as a whole. An example is the payment of incentive salaries or the
- delegation of decision competencies to branches. It has therefore proven most

efficient to “isolate” in the first years this new business from the rest of the bank by
creating a separate small business lending unit. ‘

Because of the initial isolation of this new small business lending unit from the rest
of the bank, the most efficient concepts and credit technologies can be introduced,
e.g. full responsibility of the loan officer and incentive salaries. Furthermore, this
allows a fast implementation of the new structures and the build-up _of a good small
business loan portfolio. The concepts for the integration of the separate small
business lending units into the banks’ internal organization after the first years must
be elaborated on an individual basis for each bank. ‘ ‘

The Conditions of the New Product must be attractive to Small Businesses and
Generate Expected Returns for Banks

On the basis of the market study we have determined two groups of clients: micro
and small businesses. These two groups show distinct characteristics which
necessitate a -different approach to loan analysis and monitoring. We therefore
recommend offering distinct products for each of these groups, micro and small
loans. - :

Whilst micro loans will typically be loans of up to NRP 500,000 (USD 6,950), small
loans would be larger than USD 500,000. Generally all enterprises would be eligible
_ for micro loans, even though the loan conditions might not be suitable for small
businesses. Small loans are generally for small enterprises. On average, the
estimated loan amount would (within five years) reach up to NRP 350,000 (USD
4,860) for micro loans and NRP 1.5 million (USD 20,800) for small loans. Terms

and conditions for lending have been calculated based on cost coverage and pro’ﬁtk

FINANCIAL SYSTEMS

generation. For micro loans interest rates start with 24% and can be reduced to 20% . .

within a five-year period. For small business loans interest rates should start with
15% and be reduced to 12%. Average maturities will increase from 3 to 9 months for -

micro loans and from 9 to 12 months for small business loans. -

With the Proposed Loan Conditions Small Business Lending is a Profitable Business

JSor the Banks

The financial projections show that with the proposed loan conditions the
profitability of small business lending can be reached in the third year of operation.
Applying the current SME interest rate of 12% and assuming 14% p.a. for micro
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" loans, the financial projections show that the bank would incur losses in the first five

years. It can safely be assumed that banks will not embark on small business lending

under these conditions. We can therefore conclude that interest rates need to be
- substantially higher than those currently applied in the SME lending of banks.

Introducing Small Business Lending Requires External Assistance

The ‘analysis of the business of the four banks has shown that they have neither
worked with small businesses on a large scale, nor offered small business loans
using the credit technology described above. We therefore assume that each Partner
Bank would require a substantial amount of consulting services and technical
assistance to introduce a downscaling approach. Generally, technical assistance is

understood as an integral part of downscaling projects and is not limited to the sole -

provision of -credit advisory services. Downscaling also includes training and
. institution building services that make the bank fit for small business lending.

'_As already pointed out above, the proposed consultancy approach is based on a two-
phase model: '

In the first phase of approximately two years a separate small busmess lending umt

_ is established, which rapidly bu11ds up a portfoho by 1ntroducmg new lending -

technologies and efficient decision proces<es a

FINANCIAL SYSTEMS

The second phase aims at creating outreach and in consolidating the approach

Taking into account the given organisational structures of ‘each bank, a roll-out plan
for further business development is elaborated and implemented. The second phase -+

ends w1th the full handover of the consultant’s rcspon51b1ht1es and tasks.
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7  Legal and Regulatory Issues
7.1 - General

The purpose of this section is to analyse and understand to what extent the legal, .
regulatory and political environment in Nepal is conducive to commercial small
business lending, and to identify areas for improvement.

We focused in particular on the following questions, inlportant for commercial small
business lending;

1. Asset Classification and Loss Provisioning;
Loan Documentation;

Collateral;

2
3
" 4. Tnterest Rate Policy of NRB and of commercial banks;
5 Functibning of the Credit Burean;
6. Foreclosure of loans; and A

7

QU.Ebthl’lS of producuvv, priority and depnved sector ler'dlng, as regulated by
NRB in sevual of the aforementioned documents

7.2 Bases of Analysis
This section of the report relies on, sometimes unofficial, English-language versions
of legal and regulatory documents in Nepal, in particular:

1. The Umbrella Act (Bankmg Law), in its version of 20 February 2005.

" 2. The Second Volume of the Nepal Rastra Bank’s D1rect1ves Manual, 1nclud1ng
prudential rules of bankmg, in parhcular of:

o  Chapter I (Capital Adequacy);
e Chapter IT (Asset C‘lassiﬁcation and Provisioning);
e ' Chapter XII (Credit Information Bureau);
'o Chapter XV (Interest Rates);
. Chapter XVII (Loans and Advances);
e Chapter XIX (Productivé and Priority Sector Lending); and
e Chapter XX (Priority Sector Lending Manual).
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7.3  Issues

Asset Classification and Loss Provisioning

Findings

In accordance with international practice assets are classified into five groups on the
basis of different criteria. The most important criterion is the number of months a
loan is overdue. The scheme and the respective loss provisions are shown below.

A B . C D E
Arrears, in 0 Upto3 | 3tob _6to12 More than
months : . : 12
Provisions, in % 0% 1% 25% 50% 100%

_ For short-term loans (up to 12 months) only principal repayments are considered for -

calculating arrears. For term loans (in excess of 12 months) a loan is in arrears if : . -

either principal or interest payment are overdue. The regulation also stipulates that -

rescheduled loans need to be provisioned at 12.5%, which isnot the full provision of ;- oy et
class “C” assets, o I ' ' '

The regulation also.allows banks to apply own and stricter classification and -
provisioning standards. | ' ' '

Assessment

. In our view the relevant classification scheme and loss provisions are more
‘ appropriate for large scale corporate term loans. This is because the provisions for
loans in arrears up to 3 months are very low with 1%. Retail and small business .-
loans will often be of shorter maturities. Furthermore we believe that it is
iriapprqpriate to consider a short-term loan to be in arrears only if the principal is not -
served on time.

It would also be more prudent to comply with international standards and to have
rescheduled loans booked fully into class “C” and to provide full provisions for
them.

In summary we believe that the risk classification scheme, provisioning scheme and
the special treatment of short-term loans for monitoring arrears induce lax
monitoring discipline by lenders and lax payment behaviour by borrowers.
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Recommendation .

As the regulation allows banks to implement own classification and provisioning
schemes, provided these are stricter than the ones given in the regulation, we would
propose to implement for small business loans a stricter loan classification and
provisioning scheme, along the following lines:'®

D

: A B | € | E
Arrears, in 0 Up to 3 3to6 6t012 More than
months o 12
Provisions, in % 5% . 20% 50% 75% 100%

This will allow to reflect the true credit risk of mostly short- to medium-term loans,
with non-first class collateral We also recommend to consider each loan in arrears,
_if either interest or capital are not served, regardless of the loan’s maturity.

For cases, where several loans are Qutstanding to the same client, but are serviced
differently, we recommend commercial banks to classify all such loans into the risk .- .
group of the worst loan, n'respectlve of the actual loan service of the different loans. ;

In partlcul ar for small business loans this is 1mportant as the overall solvency of the .+ 11
client Wﬂl evenmally affect all respective 1oans e ’ _ Sl

‘Collateral ; - L
Findings ‘
Nepalese regulations recognise all usual types of collateral, in particular mortgages

on real estate, pledges on equipment, machinery and vehicles, personal and business
guarantees, and pledges of deposits, gold etc. ‘

Regulations require that a lender has to take collateral or guarantees for securing a
loan and to register such collateral with the appropriate office. For priority sector
" lending this requirement is waived.

In practise, lenders use mairly mortgages and gua:'rantee‘s as collateral. For consumer
loans, m particular for purchasing vehicles, the reg1stered vehicle of the borrower is
taken as collatetal.

Although regulations call for the registration of collateral at the appropriate office, . N
there is no registration possibility for collateral other than real estate, be it machinery

19 We assume that such stricter loss provisioning rules for small business lending would also
be accepted by the Tax Authorities.
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and equipment, vehicles, guarantees or inventory. As a result, it is also not
customary to take alternative collateral. '

Assessment

The collateral situation is typical for banks engaged primérily in corporate -lénding
and consumer finance. In order to enter into small business finance, banks will need
to find ways for accepting other types of collateral and to extend non-collateralised

loans. This is necessary, given the limited available collateral. among small’

businesses, and to avoid over-collateralisation.

Recommendation

FINANCIAL SYSTEMS

It would be helpful if the authorities could find ways to ‘improve the registration of

such alternative collateral, in particular of machinery and inventory and vehicles.

These will easily become the most popular collateral’ methods for small business -

lending.

Alternatively the Credit Information Bureau could be extended to include also such .
information. Another alternative could be that banks themselves initiate a respective -

 database on the types of collaferal they are takiﬁg from specific customers. Although

this \vould not prewent the sale of such collateral during the loan term by the client, it -
would hclp to- comrol ‘what collateral which client is pledgmg It would also help to~

ensure priority claims of lenders to specific collateral.

Functioning of the Credit Bureau :
Findings |
° In order to improve the payment discipline of borrowers, NRB has introduced a
" Credit. Information Bureau. Each lender has the obligation to report to this
Bureau clients, including — individual clients, sole proprietorships, partnership or
limited liability companies —, which have received advances of NRP 1 million
(USD 13,900) or more. Lenders are obliged to seek information from this bureau
for every transaction exceeding NRP 1 million (USD 13,900). The Bureau is

obliged to provide them with such information within three working days. The
information is updated on a quarterly bases.

 In addition the Bureau runs a blacklist of arrear clients, and extending advances
to such clients is fined by NRB.

| ~» Approximately one year ago, this Bureau has been relocated to the Nepal
Bankers Association, and Nepali Banks have become shareholders/ owners of
the Bureau. According to information from banks, the current floor for reporting
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loans to the Bureau lies at NRP 1 million (U! SD. 13,900)."* Each loan/ advance is
immediately reported to the Bureau. The information is. not completely
digitalised and there is no direct, electronic access to the information.

Assessment:

o The recent lowering of the floor from NRP 2.5 million (USD 34,700) to a
current NRP 1 million (USD 13,900) is crucial and beneficial for small business
lending. A further reduction would be even more beneficial.

Recommendations

A Credit Bureau is a very important tool for small business and retail lending, The
current Bureau would need some adaptations to fulfil this function even better in the
future. It i is recommended to:

" o Gradually lower the floor further.

e Digitalise the Bureau, and make it pessible to enter and retrieve information
' electronically. This will allow to improve the topicality of the information and to

" reduce loan processing costs for small business loans, as decisions.can be taken .

on the base of real-time data.

o Compute, in addition to information on borrowers (past and active), also the
status of the respective collateral and whether a person/ enterprise is also
providing collateral for a third party. ’

Interest Rates and Productive and Priority Sector Lending

Findings regarding Interest Rates

The formal ﬁnanmal market is currently characterised by very low interest rates,
both for 1end1ng and deposrt taking. There are negative real interest rates for deposits

(with nominal deposit rates at 3% p.a. and an inflation rate between 4 to 5%) :

Lending rates seldom exceed 10%.

- This is a result of the following factors: excess liquidity within domestic financial
institutions, despite of real negative deposit rates; a lack of loan demand among
traditional corporate customers; and high competition in the newly emerged retail
lending business.

Authorities seem to have an interest in low interest rates, too, which they also signal

to the financial institutions. There are several mechanisms to make this interest .

heard. For instance, although NRB has demded to delegate the authonty to set
interest rates to the licensed 1nst1tut1ons it can, according to paragraph 51 of the

1'NRB told us, that currently the floor lies at Rs 2 million.
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Banks and.Financial Institutions Ordinance, revoke this delegation and prescribe
interest rates for the market itself. Another mechanism is the tying of penalties for
the non-fulfilment of lending targets regarding the pribrity and deprived sectors to
the highest interest rate a bank charges its clients."

Findings regarding Productive Sector Lending

Banks are expected to devote a certain percentagé of their portfolio to specific
sectors of the economy. Regulations prescribe that banks have to lend up to 40% of
their non-bank non-credit card portfolio to the so-called productive sectors. The
productive sector consists mainly of three sub-sectors:

1. The priority sector is roughly equivalent with the small business sector of the
country. According to regulation 10% of the lending of a bank has to go to thls
sector, which, however, does not include pure domestic tradmg activities."?

2. The deprived sector is roughly equivalent to the sector of the smallest micro
businesses and the self-employed. On average 2.5% of the overall lending of a
bank has to go to such purposes, and NRB sets bank-specific quotas. Banks are
fined, should they féi_l to meet their quota. The maximum limit for such loans is
NRP 30,000 (app. USD 430). Banks can do deprived sector lending also in two
indirect ways. One option is to invest into respective programmes and to take
shares in Rural Development Banks. A second option is wholeséling to
institutions, which are directly engaged in such activities. In general banks do

not engage in depnved sector lending themselves, but elther provide funds to
other depr'ved sector lendmg institutions or pay the respectwe penalty.

3. The other productlve sector, which also includes lendmg to SMEs and to export -

enterprises. Investment in Government/ Semi-government or private companies’
securities also falls within this sector. For a range of export finance activities or
for pre-export finance NRB sets interest rates, but also provides, if requested,
refinancing.

Besides of some of the activities described above, financial institutions are free to set

their respective interest rates.

Lending to the priority sector will be phased out by 2007/08, but lending to the
deprived sector is, according to some experts, likely to remain in place until such
lending has gained sufficient momentum.

12 Banks are given quotas for lending to certain sectors, for instance to the deprived sector. If
a bank does not fulfil this quota, it has to pay a penalty. The penalty is calculated by
multxplymg the shortfall amount with the highest interest rate the bank charges to its clients.

3 We were informed subsequently by IMF, that in 2005 the ratio for priority sector lending
lies at app. 4% for banks. The information regarding 10% comes from NRB regulations as of
June 2005.
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Assessment and Recommendations

With lending to the priority sectors to be phased out by 2007/08, it is important that
preparations are made for banks’ voluntary and commercial lending to small’
businesses. '

With the currently prevailing interest rate structure, we believe ‘that banks will
concentrate, if at all, on the larger businesses within this segment. For smaller loans,
interest rates would need to be significantly higher than the current average 10%,
and would need to become more in line with what moneylenders charge for the
respecuve loan amounts.*

Banks that wish to enter this market segment should also be supported by NRB in .
their effort to charge commercial interest rates.

NRB may also take active steps here; this applies in part1cular to two ways by Whmh
NRB influences the current mterest rate structure:

e NRB’s power to set interests rates directly. This induces banks to leaVe interest
rates at current low levels; and

o The practice of tying penalties to the highest interest rate a bank charges, If a .
bank engages in downscaling as described above the highest commercial interest
_rates would be the interest rates for small busmess loans ‘Banks would therefore
refrain from sc-‘t‘ung the respective 1nterest rates at commerc1a1 levels. One way
~out of this could be that NRB exempts small business lending rates from this KR
mode of calculation.

7.4 Summary/ Conclusions

We believe that the current legal and regulatory framework as decumented in the
regulations is sufficient for’ commencing commercial small business lending in
Nepal. We have identified some important areas for irﬁproVement, in particular in
the fields of: ' '

o Loss provisioning and asset classification;

e The work of the credit information centre in Nepal and the possibilities for
broadening its scope and easing access to its information;

e Improvements in the field of collateral and in particular its registration.

' We learned that money lenders would charge for a loan of Rs 800 000 (USD 11 000) an
interest of 24% p.a., on a declining bases
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However these issues can be tackled in the course of the downscaling programme. |
The implementation of the proposed amendments is not an imperative for
commencing small business lending in Nepal.

In order to do ‘such lending successfully, however, lenders would need to implement
~alending technology, tailor-made for the specifics of small businesses, in particular:

1. Their weak financial accounting records.

2. The overlapping financial and family finances.

3. The limited availability of prime collateral and lack of capital.

4.' The lack of credit histories and experience of the respecﬁve clients.

Experience has shown that an appropriate lending technology, which considers these
Speciﬁcs, is highly successful in making small business lending a mass business,
vielding profits and containing credit risks. But it is, in particular initially, human
resource and cost intensive. ' '

We believe that the current interest rate structure in Nepal does not allow
commercial lenders to charge the necessary interest rates to cover the costs of such
lending. We believe that the interest rates are influenced by a multitude of factors, of -
which the influence of legal and regulatory bodies is-only one. However, they are
important, and we recommend that NRB think about how it can, for the purpose of
developing small business lending, reconsider the mechanisms it has and uses to °
keep interest rates at the cumrent low levels. We have idehtiﬁ¢d these two -
mechanisms as being the power of NRB to set interest rates for banks and the.-
pfactise of tying penalties to the highest interest rate a bank charges. '

In our view the current interest rate structure in Nepal is a reflection of the types of
lending that is currently done: 1:) margin -sensitive corporate lending in significant .
amounts; and 2.) primary document- and collateral based retail lending. We believe
that it is possible to charge small businesses substantially higher interest rates than
the current interest rates of the market. This is confirmed by the fact that

‘ moneylenders in Nepal charge small businesses and other clients interest rates
significantly above current market rates, and enjoy an active credit demand.
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8 Conclusions and Recommendations

The banking sector in Nepal has a broad range of institutions. There is, however, still -
" a high concentration of banking assets in the state-owned banks and in a few larger
urban banks. In general, the commercial banks have concentrated their attention on

the corporate sector, which consists of a few larger enterpnses The supply of loans
to smaller.enterprises has so far not been developed.

The approach of banks focuses on collateral-based lending and requires working
contracts and other official statements of enterprises. Because of the low amount of
registered pfoperty and the low level of formalization of employment and
businesses, this approach has made access to commercial bank credit for the majority
of small enterprises impossible. Over and above that, the lengthy and tedious
procedures involved in a loan application make a commercial bank loan
uninteresting for businesses that require a timely reply to their actual liquidity needs.

Finance Companies have concentrated their lending business mainly on housing
finarice and consumer lending, and do not ‘offer an attractlve alternatwe source of

<ﬁnance for enterprises, either.

FINANCIAL SYSTEMS

The mlcroﬁnance 1ndustry has over the years been dornmated by state-ﬁnanced v

institutions, as well as govemment rules and regulatlons to enhance lending through -

community-based initiatives. Overall the sector - remains weak and  a

commercialization as can be seen in other Asian counfries has not taken place. Micro .

finance institutions are mainly focused on financing the low-income population in
rural areas, as opposed to urban centers, in Wh1ch the target clientele as deﬁned in
the current report is located. ‘

To assess the size of the small busines’s market, a survey including 300 enterprises
was conducted. The majority of businesses. interviewed were registered as private

proprietorships with an average annual turnover of NRP 1.2 million (USD 16 ,700),

~and on average 6.3 employees Based on the financial figures of the market survey,
we assessed the average loan size for the analyzed cases to be between NRP 200,000
(USD 2,780) as the lowest estimate and NRP 750,0’00 (USD 10,420) as the highest
estimate”®. For the elaboration of a model business plan, two groups of clients were
identified based on the data of the enterprise survey: micro and small businesses.

Whilst micro loans will typically be loans up to NRP 500,000 (USD 6,950), small
loans would be larger than NRP 500,000 (USD 6,950). On average, the estimated
loan amount would (within five years) reach up to NRP. 350,000 (USD 4,860) for

15 We assume that there has been systematic und_errepo'rting of financial figures by
interviewed enterpreneurs, and therefore have a range of average loan size.
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micro loans and NRP 1.5 million (USD 20,800) for small loans. The lending terms
and conditions were determined to achieve cost coverage and profit generation: For
micro loans interest rates should start with 24% and be reduced to 20% within a five-
year period. For small business loans interest rates should start with 15% and be
reduced to 12% within a five-year period. Average maturities will increase from 3 to
9 months for micro loans, and from 9 to 12 months for small loans.

The financial projections show that with the proposed loan conditions the
profitability of small business lending can be reached in the third year of operation.
Applying the current SME interest rate of 12% and assuming 14% p.a. for micro
loans, the financial projéctions show that the bank would incur losses in the first five

years. It can safely be assumed that banks will not embark on small business lending

under these conditions. We can therefore conclude that interest rates need to be
substantially higher than those currently applied in the SME lending of banks.

- FINANCIAL SYSTEMS

Approximately one quarter of all interviewed enterprises Wéuld_ qualify for micro . -

and small loans. This means that there would be around 37,500 eligible enterprises in

Kathmandu. It is necessary to develop a specific lending approach for micro and .

small enterprises, because of the nature of their businesses, namely the role of the

owner-manager, their legal form, the intertwined family and business finances, and - - -

the type and scope of these entefprises’ demand for financial services and in -

particular credit.

The new lending technology includes policies and procedures that will be new to the o uor b

bank and may differ substantially from those that are applied in other departments - e
and the bank as a whole. An example is the payment of incentive salaries or the ! .- .

delegation of decision competencies to branches. It has therefore proven most

efficient to “isolate™ in the first years this new business from the rest of the bank by

creating a separate small business lending unit.

Because of the initial isolation of this new small business lending unit from the rest -
of the bank, the most efficient concepts and credit technologies can be introduced,

e.g. full responsibility of the loan officer and incentive salaries. Furthermore, this
allows a fast implementation of the new structures and the build-up of a good small
business loan portfolio. The concepts for the integration of the separate small
business lending units into the banks’ internal organization after the first years must
be elaborated on an individual basis for each bank.

The analysis of the business of the four banks has shown that they have neither

worked with small businesses on a large scale, nor offered small business loans '

using the credit technology described above. We therefore believe that each Partner
Bank would require a substantial amount of consulting services and technical
assistance to introduce a downscaling approach. Generally, technical assistance is

understood as an integral part of downscaling projects and is not limited to the sole
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provision of credit advisory services. Downscaling also includes training and
institution building services that make the bank fit for small business lending.

As already pointed out above, the proposed consuitanc.y appi‘oach is based on a two-
phase model:

In the first phase of approximately two years a separate small business lending unit
is established, which rapidly builds up a portfolio by introducing new lendlng
technologies and efficient decision processes.

The second phase aims at creating outreach and in consolidating the approach.
" Taking into accourit the given organisational structures of each bank, a roll-out plan
for further business development is elaborated and implemented. The second phase
ends with the full handover of the consultant’s responsibilities and tasks.

We believe that the current legal and regulatory frameWork, as documented in the
regulations, is sufficient for ‘commencvin.g commercial small business lending in
Nepal. But we have identified some important areas for improvement, in particular
in the fields of: ’

s Loss provisioning and asset classification;

¢ ~The work of the credit information centré in Nepal and the p0551b111t1es for

broadenmg its scope and easing access to its information;.
*  Improvements in the field of collateral and in partlcuIar 1ts reg1strat10n

’ However these issues can be tackled dutring the lmplementatlon of the downscahng
* programme and are not a cond1t1o sine qua non for commencmg small business
lending in Nepal.

The downscaling approach described above is highly successful in creating a mass
business, yielding profits and containing credit risks. But it is, in particular in thé

beginning, human resource- and cost-intensive. Therefore the current interest rate

structure in Nepal does not allow commercial lenders to cover the costs of such
lending. We would therefore recommend that NRB for the purpose of developing
small business lending, ‘not only within the described approach but also for the
commercialization of micro financ¢e, amend current mechanisms that keep interest
rates at the present low levels.
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9 Annexes

Al Job description for the position of Loan Officer
A2 . Bank assessments of | |

¢ Bank of Kathmandu

*  Kumeri Bank

¢  Laxmi Bank

. Nébil Bank
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