GTZ Workshop

Development of sustainable

micro-finance in Cambodia:
L essons lear ned from
GTZ-supported initiatives

at the Institute of Public Health
Phnom Penh, the 6" and 7'" M arch 2002

The case of PRASAC: Transformation
of a credit programmeinto an MFlI

Presented by

Johann-Friedrich Ramm
PCA Credit Adviser

GTZ Workshop: The case of PRASAC: Transformation of a credit programmeintoaMFI  p. 1 of 19



Table of Contentd

page
1. History of PRASAC asrural rehabilitation/development programme....... 3
2. Servicesprovided by PRASAC Credit Programme.............cccccevvennnnnn. 5
3. Rationalefor thetransformation deciSion.............cooveviiiiriie e 6

4. Operational changesaspart of transformation ................ccoveveiievnnnns
4.1. Essence of the transformation ProCess.............ouvuvmmmmmeesvenennnnn
4.2. Targetclientele........ccoo i e 9

4.3. Products and key lending strategies...........ccocvviii i ceevann v 9
4.4. Branch network and staffing patterns...............cooovviiin i innn. 11
4.5. Key performance Criterial. ... ....ouuuueeiie et ee e e e es e v mmmae e eens 12
5. Management systemsand HRD required for transformation.................. 13
5.1. Standardisation of procedures.............coviviiiiiiiiiiiii e 13
5.2. Accounting and MIS.... ... e 31

5.3. Internal control SyStems..........cccoiiiii il 14
5.4. Staff performance-based salary andhitiee system.......................... 14
5.5. Comprehensive staff training programme............... e veveevvenn.. 15

6. Institutionalisation and licensing process as part of transformation........... 16
6.1. Institutionalisation of the Credit Programme............................... 16

6.2, LICENSING PrOCESS. .. uttittieiie e teeteeae e ee et e e ae e e ae e e enaeens 17
7. Lessonslearnt todate........oovieii e e e 17

8. Challengesand Opportunitiesfor PCA..........ccccoiiiiiiiiiiiiii i e ee.. 18

LISt Of TR O ONCES. .. oot e e e e e e e e 19

GTZ Workshop: The case of PRASAC: Transfor mation of a credit programmeintoaMFI  p. 2 of 19



1. History of PRASAC asrural rehabilitation/development programme

PRASAC (Programme de Réhabilitation et d'Appui aat&ur Agricole du Cambodge)
was launched in early 1995 as a rural rehabililapoogramme in six provinces in

Southern Cambodia after a period of 20 years of wiar and destruction. Around 50%
of the national population of around 12,4 milliavel in these six provinces in the upper
part of the Mekong Delta. The European Union hasmdted Euro 40 million each for

phase | (1/1995 until 4/1999) and phase Il (5/198@ 12/2003).

PRASAC'’s executing agencies are the three Minstoé Agriculture, Fisheries &
Forestry, Rural Development and Water Resources &elology and the Rural
Development Bank (since March 2000). Around 600lipudervants mainly from the
Ministries of Agriculture, Fisheries & Forestry aRiral Development were seconded
to PRASAC. Implementation of PRASAC started as éhseparate programmes,
managed by different consulting companies, eachermoy two neighbouring
provinces. In February 1998, all three programme&sewmerged and programme
execution has been steered and supported sincéyharProject Management Unit in
Phnom Penh.

PRASAC envisaged “providing water for domestic msgs and for maintaining
livestock to the rural households, in this way dwimg basic means to improve
agricultural productivity with self-sufficiency ofamily level. Breaking the cycle of
rural indebtedness caused by unfair interest rahes project would render lending
services on village level with interest rates cotilppa to the farmers' capacity for
repayment” (PRASAC | Financing Agreement, annep /).

PRASAC consists of the following smain components:

(1) Domestic water supply by way of constructing wells and water catchmanks
for drinking water and village ponds for livestoakd gardening during the dry
season.

(2) Rehabilitation and construction imfigation systems to increase rice production
as well as organisational support to water manageraad maintenance of
irrigation systems.

(3) Support to rice production for achieving self-sufficiency by introducing
irrigation, new agricultural techniqgues and imprdveeed quality. Upon
achievement of rice self-sufficiency in the targegas, interventions are focusing
on intensification and diversification of agricutali production, processing and
marketing.

(4) Rural credit and promotion of micro-enterprises. Rural credit interventions
focused on encouraging financial intermediatiorcbyoperative village banks at
village-level by way of technical and financial gpopt. In addition, loans were
granted to the village banks. The Credit ProgramieRASAC carried out both
functions.

Interventions to promote micro-enterprises focusedtechnical and business
training and access to credit through the CredigRxamme in order to facilitate
the creation of supplementary employment oppotiesin the rural society (e.g.
processing of food products, repair services, gnitaltural support services).
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(5) Village-based community development with an initial focus on establishing and
strengthening of Village Development Committeest thi@er and co-ordinate
village-level development.

(6) Institutional strengthening of provincial departments and authorities in the s
provinces through training of all personnel madailable for project purposes.

In line with the Financing Agreement for the sec@hdse, PRASAC has been shifting
since mid 1999 from rural rehabilitation towardsatudevelopment with emphasis
given to capacity building and programme sustalitgbiProvincial and component

development strategies were developed in close uttatisn with the executing

agencies in mid 2000 in order to ensure that theeldpment impact of key

interventions can be sustained beyond 2003 bydilenfing variety of approaches:

= Assumption of responsibilty by provincial departriseand authorities facilitated
by handing over of equipment and reintegrated (#ed) staff trained by
PRASAC.

< Handing over ownership of small-scale infrastrugktuiacilities, such as well,
tertiary roads and irrigation canals, to villageséé associations for operation and
maintenance.

< Privatisation of the Credit Programme and selectekder market oriented
operations, like well drilling, road constructiondacar repair, by incorporating
private companies or co-operative societies.

< Mobilisation of other donors that may want to suppspecific development
interventions for which they may recruit staff trad by PRASAC.

A strategic re-orientation (or ‘exit strategy’) h&sen developed for the Credit
Programme in mid 2000 so as to ensure long-terrasacto affordable credit by the
rural population (i.e. long-term financial sustdoiidy of the loan portfolio) at the
conclusion of PRASAC in December 2008.called for the separation of the Credit
Programme into the following two operations:

(1) A financially sustainable credit operation thaill be either transferred to an
existing MFI or transformed into on a newly creali#él based on the assessment
that only the ‘financial services’ (and not the auerative village bank)
methodology can succeed within a limited time peéridhe second option of
creating a new MFI was considered to better ensymergies with the
development support of PRASAC in the agricultural anicro-enterprises sectors,
whereas the first option of transfer to an alreastablished MFI was considered
less risky and preferable option from a sectoraaoint due to:

@« Technical feasibility without the time intensive atlenges of ‘building’ a
senior management team and the search for a foseigiegic investor.

@ Sectoral considerations of creating a larger andemcompetitive MFI
(benefiting from economies of scale) that could pete with ACLEDA, the
market leader, on a more equal footing.

(2) A village bank support system financed and mgadaby PRASAC’s ‘Community
Development component’ because of the potentiatribation of co-operative
village banks to community development in terms of:

GTZ Workshop: The case of PRASAC: Transformation of a credit programmeintoaMFIl  p. 4 of 19



< Creation of self-help capacity in limited financiatermediation.

< Enhanced literacy in simple bookkeeping and finaintianagement.

< Increased capacity in community mobilisation, mamagnt and solidarity.
The stakeholders of PRASAC adopted the strategioriemtation of the Credit

Programme in October 2000, and voted for the opdfdts transformation into a newly
created MFI within the remaining period of PRASAC.

2. Services provided by PRASAC Credit Programme

The objectives of PRASAC Credit Programme duringageh | has been the
establishment of 150-200 ‘village cash facilitipgr province in order to enable 50 to
60.000 families to get out of the cycle of indelviess caused by excessive money
lending practices. Accordingly, availability of diewas perceived helping families to
balance food shortages between the harvesting rseasul to improve productivity
through purchase of fertilizer and optimisatiomoh-irrigated (rain-fed) production.

Following a co-operative village bank methodoloB\RASAC Credit Programme has
been providing the following two main services untid 2000:

(1) To establish and strengthen co-oper ative village banks (called Savings & Credit
Associations) in villages where PRASAC had alrehdiped established Village
Development Committees.

Credit staff facilitated thestablishment of co-operative village banks as follows:

= With support by the Village Development Committeesllagers were
encouraged to form guarantor groups of 5 to 10 ¢lonisl representatives. Each
guarantor group had to select a group leader. Eaember had to save a
weekly amount between Riel 500 to 2.000 (15 to S0ddnts) as decided by the
group for at least seven weeks to demonstrate gaviapacity and related
organisational skills as pre-condition for estdbhg a co-operative village
bank.

< The members of between 5 to 15 guarantor groupsftrened a village bank.
At the constituent meeting, they voted for the ohan, accountant and cashier
of the village bank and decided on the by-lawshef village bank (sample by-
laws were proposed by PRASAC).

= The members of the village bank committee wer@éaiin how to:

(a) Operate the village bank accounting system ¢batprises general ledger,
cashbook, loan book and saver’s book.

(b) Manage small (internal) loans for emergency ether purposes.

(c) Access (external) loans from PRASAC Credit Paogme.

(d) Perform other tasks, like conduct of meetingsrhembers, preparation of
minutes, update of membership lists and so forth.

Credit staff was strengthening co-operative village banks technically and
financially as follows:
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« Regular checks whether the manual bookkeeping mygtemprising general
ledger, cash book, loan book, and savers booksg werrectly filed in and
updated regularly. If not, corresponding trainimgtbe-job was delivered.

< Advice in loan management on request by village&klmmmittees.

<= Allocation of financial support in the form of highbates (40% of total interest
paid until June 1999, 25% until April 2000, 15% iuBtecember 2000 and 8%
thereafter) for timely repayment of (external) lsgranted by PRASAC Credit
Programme in order to build up the capital of thiage banks.

(2) To lend to village banks whereby village bank committees carried out moan|
management tasks, such as application, pre-apprdishursement to members,
monitoring and collection. The role of the credafSwas pretty much limited to
the administration of credit funds without closentaxt to individual borrowers.
The village banks were not only handling group drom PRASAC Credit
Programme, but also individual loans to its memb&s a consequence of the
attractive financial support offered in the casetiofely loan repayment, on-time
loan repayment rates remained high between 900610

The credit staff initially concentrated on the éfishment and strengthening of co-
operative village banks and gradually shifted aitento lending operations with

village banks. Individual loans to micro-entreprersewithout involvement of village

banks were introduced gradually in late 1999.

As part of the strategic re-orientation of the @r&dogramme that started in mid 2000,
22% of credit staff was transferred to PRASAC’s n@ounity Development
component’ in May 2001 to strengthen village bar8iace then, the Credit Programme
has been concentrating fully on lending operatiop®ffering two key loan products,
as outlined in chapter 6, section 4.

3. Rationale for the transfor mation decision

The decision to transform PRASAC Credit Programnte & licensed private sector
MFI was triggered by the assessment that the coatipe village bank methodology
has not worked well in the majority of villages kit the limited time given for reasons
caused by Cambodia’s past 20 years of civil war:

< Trust among villagers is often limited to the clstsarcle of the own family.

= Village communities are not ‘rooted’ due to sigcdfint migration caused by civil
war. Village self-help capabilities are therefareited.

= Very low literacy levels of villagers (47% for faers and 22% for housewives
according to a nation-wide UNESCO survey in 1998)sed by Cambodia’s recent
history reduce significantly the number of villagghat are capable of managing a
co-operative village bank. The choice among litenatlagers is therefore limited
so that personal characteristics (e.g. honesty @xdmitment to co-operative
principles) do only play a minor role, if at all.

« People prefer newly gained personal freedom andtres-operative structure that
may remind them of the recent socialist systemth@fKhmer Rouge (1975-1979)
and the Vietnamese period (1979-1989).
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In conclusion, the co-operative village bank metilogy did not work successfully in
most villages within a few years only. The origingjective of PRASAC (PRASAC Il
Financing Agreement, p. 20) has been the evoluwfdhe co-operative banking system
from village to district level where all village tes within a district would form a
district credit union. However, the creation of &@d more viable district credit unions
was considered impossible within the remaining y&ars of PRASAC and given the
development status of most village banks in mid0200

Most other Cambodian MFIs had made the same exupericEMT has experimented
three years before abandoning its co-operativagell bank methodology in 1994.
Therefore, it was proposed to abandon the stratédycusing on co-operative village
banks with the ultimate objective of supportingnthie forming credit unions at district
level. However, PRASAC kept its commitment to ferttstrengthen the village banks
with development potential under its Community Depenent component.

Apart from 777 established co-operative village KsarPRASAC Credit Programme
consisted of the following elements of a creditamigation as of May 2000:

= Qutstanding loan portfolio of $1,7 million of whi&@8% was lent to village banks
and 2% directly to micro entrepreneurs.

< Access liquidity of $1,1 million in cash and bardcaunts.

@ 27 credit offices in the six target provinces ast jgh the structure of PRASAC
with motorcycles for all credit officers.

< Around 160 credit staff of which around 15% haduaesl some previous banking
experience at provincial branches of the centrakba

< Computerised accounting system and MIS (using tomised Standard Runtime
Edition of FAO MicroBanker DOS version).

Given the above, the proposal to change from apavative village bank to a ‘financial
services’ methodology by either transferring mdstrents of the Credit Programme
(i.e. loan portfolio, liquidity reserves and qued credit staff) to an already established
MFI or by transforming the Credit Programme intbB&l was self-evident. Only these
two options offered a reasonable chance to ensustisable access to affordable
credit for the target rural communities and micndegprises beyond 2003.

The new regulatory framework for micro-finance geatly facilitated the decision-

making process of PRASAC’s stakeholders sincedarty encourages “the entry of

privately licensed MFIs and commercial banks” (Naél Bank of Cambodia, p.1) into

the rural credit and savings sector. It has supgottie understanding that the role of
government is to set the regulatory framework anl@éave micro-finance operations to
the private (and/or co-operative) sector.

Noteworthy is that the separation of micro-finafegections from the remaining rural
development functions of PRASAC has not created tmagle-off in pursuing its
development purpose and objectives because:

< The development purpose of PRASAC is to supporlrdevelopment with the
objective of increasing the living standards of tiueal population. PRASAC’s
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broad definition of target group leaves PCA suédi flexibility in defining its
target clientele.

< The development objective of PRASAC Credit Programsidentical with the
mission of PCA “to create sustainable access tanfifal services (at reasonable
rates) for rural communities and micro-enterprises”

4. Operational changes as part of transformation

Upon the decision for transformation in October @08 MFI ‘enabling’ working
environment was been created as fast as feasibnwhe framework of PRASAC’s
Financing Agreement. As a result, the recentlyldistaed PRASAC Credit Association
(PCA) already operates like an MFI, apart from perel management that is still
handled by PRASAC until May 2002. This chaptertfiositines the essence of the
transformation process and then refers to the egfi@torientation and necessary
changes of key operational issues.

4.1. Essence of the transformation process

The transformation constitutes a profound changettie credit staff and the new
management team to be mastered in a short spdmeaf years. Its main elements are
as follows:

(1) Introduction ofmicro-finance best practise comprising the:

< Elimination of subsidised lending operations witllage banks by reducing
rebate payments to a level that is justified a®mmission for clearly defined
performance-based (i.e. loan recovery) activitiest Bssist in the delivery and
recovery of group loans and thereby reduces tréonsacosts for PCA.

< Reform of the group loan delivery mechanism by fiedgg the exact functions
of the credit officer and the village bank repraagwes for each step of the
group loan management cycle. Among others, thataséicter has to interview
each loan applicant at his/her house or businessipe and monitor regularly
all loans by keeping in contact with all borrowanstead of dealing only with
the village bank representatives.

< Introduction of an alternative group loan delivengchanism in the form of
informal village associations that consist of savguarantor group. This group
loan delivery mechanism is based on the solidagityup methodology. It
constitutes the most efficient approach for expagdiroup lending into new
rural areas by avoiding high costs required fordsblishment of co-operative
village banks.

= Introduction of banking practise for business loamanagement and
corresponding staff capacity building related t@noappraisal techniques,
particularly the preparation and analysis of cdstwfrojections.

(2) Introduction and/or improvement @l management systems required by a
licensed MFI, as outlined in the next chapter.

(3) Establishment ofmanagerial sustainability by recruiting selected senior staff and
carrying out a comprehensive training programmeguabned in the next chapter.
Noteworthy is that the speed of the ‘learning cunfethe new management team
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as well as all staff constitutes the key time caist in the whole transformation
process.

(4) Two-step ingtitutionalisation of the Credit Programme into PCA and PCA into
PRASAC MFI Ltd., as outlined in the eighth chapter.

(5) Obtaining theicense to operate as a MFI, as outlined in the eightiptdra

42. Target clientee

‘Medium and very poor’ village households and miemterprises constitute the two
key client target groups of PCA. PCA is targetihg former for group loans that
finance income-generating activities and the lafar individual investment and
working capital loans. The two key client targeduys are defined as follows:

= ‘Medium and very poor’ village households consgtuwn average between 50 to
70% of a village population. At least one persorswwéh household is working in
the semi-subsistence village economy by employormgesproductive assets of the
household, such as land, tools, livestock and sth.fdCash income is mainly
generated from the purchase of surplus rice orrdtdaal items (i.e. not consumed
by the household), but also from trading or senactvities. The projected cash
income determines the debt capacity of a househdblking out a group loan.

< Micro-enterprises that produce (or offer servigeggdominantly for a market. The
large majority of them are non-registered sole pebprships where family
members help out in the running of the businessy&re mainly located in market
places in or nearby district and provincial centie€A is financing up to 70% of
investment or working capital costs in the casla gfositive cash flow during the
whole loan period. The minimum 30% self-contribatioy the micro-entrepreneur,
that can be mobilised in terms of fixed assetsemery and labour, is necessary to
ensure both his/her business commitment and finhwaicbility.

PCA is supporting all legal economic activitiegtsfclients that are part of, or linked to
the rural economy in order to help increase thenme of its clients and thereby
stimulate economic growth and the transformatiorthef rural economy. Its outreach
and outstanding portfolio as of end of 2001 arersansed as follows:

Outreach group loan borrower | individual loan borrower | total borrower:
(active borrowers 37.552 6.217 43.769
Outstanding group loan portfolio | individual loan portfolio | total portfolio
Portfolio $2.059.000 $1.496.000 $3.555.00(
average loasize $55 $241 $81
portfolio per riceproductior | agricultureexcl.rice | services/trac | manufacturin
sector $1.907.000 $420.000 $1.082.000 $146.000

On the basis of the current exchange rate of B0 Riel

4.3. Productsand key lending strategies

PCA aims at offering a voluntary savings productha form of a savings book on a
pilot basis in three to four selected branchesdye2003. It is currently offering the
following two key loan products:
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(1) Group loans denominated in Riel with increaslogn ceilings for group loan
borrower per loan cycle; i.e. up to $62 for thetficycle, $87 for the second cycle
and $125 for the third and consecutive cycles. Ot conditions are:

< Loan term between from 4 to 10 months.

< Interest rates range from 42 to 48% p.a. on amieglibasis, depending on the
performance of the village banks and village asgmmsis that function as group
loan delivery mechanisms.

< Single repayment of principal and interest for rioe other agricultural
production as loan purpose.

< Peer pressure (i.e. no group members receives alowmwin the case of an
outstanding loan from the previous cycle) as stuistfor physical collateral.

(2) Individual loans denominated in Riel for miaotrepreneurs based on a cash-flow
analysis, a business plan and physical collatertd an initial loan ceiling up to
$1.250 and a repeat loan ceiling of up to $2.5@8eoan conditions are:

< Loan size up to 70% of the investment and/or waykoapital costs of the
business activity proposed.

= Loan terms between from 4 to 24 months with a bsgrace period up to 4
months.

@ Interest rates from 36 to 42% p.a. on a decliniagid) depending on the loan
size and soundness of business plan.

= Repayment schedule according due to the cash-flojegion.

= Business plan in PCA standard format as part of &ggplication.

< Hard collateral required, preferably land titles.

Character-based group lending to ‘medium poor aodr’pvillage households is
organised via the following two group loan delivengchanisms with identical lending
conditions and procedures:

(1) Informal village associations that compriseesal’guarantor groups of 5 to 10
household representatives. The group leaders &anchéir and vice chair of the
village association assist PCA in group loan mameyd and receive 8%
commission (of total interest paid) in the casemtime repayment.

(2) Co-operative village banks that comprise sdvguarantor groups of 5 to 10
household representatives. Apart from accessing ©G4p loans, they engage
in village-level financial intermediation. Villagdanks are also paid 8%
commission (of total interest paid) in the casemtime repayment.

PCA applies the following key operational lenditigategies:

(1) To minimise PCA’s group loan transaction cdsts
= Offering one standard group loan product to redfibiencies and simplicity.

= Involving villagers to the degree feasible in tban management cycle, such
as the preparation of group loan applications, ippiehry loan appraisal
focusing on the creditworthiness of the memberseored, loan monitoring
and loan collection.

= Applying peer pressure and joint liability as sutbe for physical collateral.
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= Minimising travelling costs by selecting new vilEgythat are either close to
branch offices or villages already served.

(2) To reduce clients’ group loan transaction cbsts

= Offering group loans at a lower interest rate ie ttase of an excellent loan
repayment track record by the village banks andgé associations.

= Strengthening the managerial capacity of villagakisa(by PRASAC) and
village associations so that they would qualifyrfeduced group lending rates.

= Further reducing unit operation costs of PCA thatuld allow further
reductions of group lending rates.

(3) To lend in a prudent manner to minimise potdnsses for both PCA and its
clients by:

For group loans

= Lending to village households according to theanlaepayment capacity, i.e.
their capacity to use credit effectively for incsewy their cash-flow.

= Increasing the group loan ceilings gradually witicreasing loan cycles and
corresponding better client track records.

= Allowing a household only one membership in a go@magroup because a
household constitutes the smallest economic entity.

= Granting only one group loan at the time to a manalb@ guarantor group.

For individual loans

= Assessing the business activity in necessary detaitrive at a high probability
a positive cash flow during the entire loan perad a financially better off
situation for the micro-entreprenecompared to the time of loan application.

— Take appropriate types of collateral that (a) hetpengthening the loan
repayment morale of the client and (b) maintain axk@t value and could be
realised with minimum efforts, if required.

4.4. Branch network and staffing patterns

PCA has currently 12 branches with 16 sub-branth&isare operating in 34 districts
of the six target provinces of PRASAC. Current ltdieanch staff amounts to 99
comprising 12 branch managers, 12 MicroBanker relind 75 credit officers. One
cashier per branch will be soon recruited. The dramanager is responsible for all
branch operations having full managerial authoviiyhin the operational policies,
procedures and targets set by head office.

Each branch is set up as full profit centre (viansfer price) and is operating the
MicroBanker system that produces all daily upddéech portfolio (and future savings
mobilisation) transactions. The branch reportsoperations weekly by sending zip
disks of all MicroBanker files by road transport head office. The branch submits
monthly to the head office a standardised progrepsrt plus all MicroBanker files,
including a monthly trial balance.
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Most branches have one or more sub-branches wheslé officers cannot easily visit

clients within a day due to remoteness or bad readork. Credit officers usually stay
at sub-branches during the week. The sub-brancleegquipped with safe deposits
where limited cash amounts may be stored duringviek. At changing intervals, one
of the credit officers will assume the functioncafshier on a part-time basis.

45. Keyperformancecriteria

After the full separation of the accounting systeofisPCA and PRASAC and the
corresponding upgrading of the MIS, PCA is caldotathe below key performance
criteria on a monthly basis for PCA and each ofligsbranches since January 2002.
Efficiency and profitability criteria for 2000 cahave an error margin of 10-15%
because not all operating expenses of PRASAC werskebh down per individual
component. Costs of long-term TA were not considlere

PCA performancecriteria | 31.12.2000 | 31.12.2001 | 31.12.2002
Asset Composition
Net loans outstanding 98% 76% 82%
Liquidity (cash & bank) 2% 21% 14%
Fixed assets not accounted fo 3% 4%
Quality of loan portfolio
1) Portfolio At Risk 1% 4,5% 7%
2) On-timeRepaymentor all loans 97% 89% 90%
3) Annual Loan Loss 0% 4% 2,5%
Efficiency cost ratios
1) Operating cost ratio 24,9% 26,1% 24%
2) Administrative cost ratio 24,3% 19,4% 18,2%
3) Salary (& incentives) cost ratip 13,2% 10,6% 99,9
Productivity ratios per credit officer
1) Outstanding loan portfolio $ 31.795 $ 47.436 4%645
2) Number of Active Borrowers 332 589 500
Profitability/Self-Sufficiency ratios
1) Adjusted Return On Assets 0,9% 1,1% 3%
2) Operational Self-Sufficiency 137% 150% 170%
3) Financial Self-Sufficiency 101% 106% 125%
Capital adequacy ratio

| 98% | 127% | 115%

Noteworthy is that loan classification and prowsig procedures have been changed
significantly in late 2001 in order to comply witlew supervision requirements. They
became much stricter than before. Furthermore,itguad loan portfolio dropped
significantly during 2001 mainly caused by the l@ggflooding disaster since 40 years
in late 2000. These two events largely explain ey operating cost ratio increased
from 2000 to 2001, whereas the other cost raticsedsed.
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5. M anagement systems and HRD required for transfor mation

Upgrading of existing management systems and inttooh of new ones are required

to meet all licensing and supervisory requiremeanis attain professional management
systems for competing successfully in the micreyfice market as a key player. This
chapter shortly mentions the main activities reeglifor putting key management

systems in place.

The features for professional treasury system ateyat planned since it does not
constitute an urgent priority for PCA due to itstioued access to credit funds from
PRASAC until end of 2003. Furthermore, PCA managenh@s recognised the need
for professional risk management as a tool forfpbot policies, but an detailed action
plan on how to set up risk management systems nsnbaibe done.

Re-training of all staff to adopt new credit praetand to learn new skills for mastering
new products and increased responsibilities ishamndtey requirement for successful
transformation. Noteworthy is the training on-tlod-jof a management team that will
be capable of leading the MFI when technical amscg will be phased out. This
chapter shortly outlines the main training and cagduilding activities carried out.

5.1. Standardisation of procedures

As a result of the start of the Credit Programmethaise separate operations with
different loan management systems and procedutédd-ebruary 1998, different credit

practises were put in place that could be phasédwly gradually. Standardising of

procedures has been of particular importance &sifsi

< |Introduction of the FAO MicroBanker system for thBS and accounting system
already by the end of 1998 as the consequence fimyethree credit programmes
with different software applications for accountexgd MIS.

= Reform and detailed operational procedures for tine group loan delivery
mechanisms as a result of the consequence of ¢lgaagio-operative village bank
to a ‘financial services’ methodology.

= Review of all lending policies and procedures (the¢ currently compiled in a
credit manual) because of the need to introduceodficance ‘best practise’.

< Current development of HRD policies and proceduaesa consequence of the
planned operational autonomy of PCA in handlingspenel management as of
May 2002.

5.2.  Accountingand MIS

The accounting system and MIS that has been upgi@ader the past year by:
= Adopting the Chart of Accounts requested by thdéreébank for licensed MFIs.

< Producing complete financial statements (upondefparation of PCA’s accounting
system from that of PRASAC) comprising a balanaesha profit & loss statement
and a cash-flow statement.
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= Establishing each branch as a full profit centréehwiansfer pricing for fund
utilisation and head office service charges.

< Producing key performance criteria for portfolioatjty, staff productivity and
efficiency, profitability and operational self-sigfiency and capital adequacy on a
monthly basis for PCA and each of its 12 branches.

Further MIS upgrading required includes:

< Change from the MicroBanker DOS version to the rdigroBanker Windows
version because the latter (a) has additional fonalities and features, (b) is more
user friendly, and (c) will be displace the DOSsien in the medium-term vis-a-vis
future programming support.

@« Calculation of inputs for the planned performanesdu salary system.
@ Calculation of monthly depreciation of fixed assets
< Adaptation to the introduction of new products tigatarly savings mobilisation.

5.3. Internal control systems

As first priority, a standardised internal audis®m has been introduced in 2001 that
enables a three-person audit team to audit a braifick, the branch staff and up to 30
sample clients with one week only. All branches eugently audited on a quarterly
basis, however, auditing of at least every 6 weslksivisaged when additional auditors
can been recruited. An audit system for head ofijperations remains to be developed.

Internal control systems are already sufficient mitecomes to financial transactions
recorded by the MicroBanker system. However, irgecontrol systems need to be
strengthened by a variety of measures starting thigthenforcement of consistent and
standardised loan management procedures, espetalfy monitoring, across the
branch network as well as stricter control on bheagministrative costs.

It is therefore planned to improve reporting sysesh head office and branch level
encompassing more formalised reporting at brangbl land better quality reports.
Some reporting by credit officers need to be forseal based on a review of the branch
monitoring and staff supervision systems. Qualityeports will be enhanced by (a)
standardising report formats and (b) training bhantanagers in filling in correctly
report formats.

5.4. Staff performance-based salary and incentive system

A performance-based salary system is perceivedhaskey instrument to instil a
‘client-oriented’ business attitude among the siiffomplemented by corresponding
training. With PCA’s autonomy in personnel managetvend the de-linking from the
salary system of PRASAC scheduled for May 2002a# performance-based salary
and incentive system is being finalised that cassi§the following key elements:

= Base salary component with several grades forrdiftepositions. Each grade has
several steps that account for years of experiandegualification.

= Performance-based salary component that is adjustedially based on staff
performance over the past year in terms of selestaadard productivity criteria
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and/or contribution to profit. Performance above l§elow) standard productivity
parameters will lead to a higher (or lower) perfante-based salary component for
the following year.

= Annual allocations from net profit to a staff prdent fund that is fed by fixed
monthly salary contributions. It strengthens thaiggbasis of PCA since it is paid
out only in case of retirement age, disability eath.

= Annual performance-based bonus up to 1,5 monthlgrisa paid out from net
profit.

< Annual bonus for head office managers and branatagexrs as a percentage of net
annual profit granted as non-tradable staff ‘opishares’.

= A health insurance package for all staff that maycbmbined with a life insurance
package, if feasible.

= Educational incentives for selected staff in therf@f co-financing tuition fees for
specific training courses or university studiesited to their work assignments.

The above package is based on the principle thak P&hnot risk its long-term

financial self-sufficiency, but need to motivateatified staff to stay and not be
attracted by higher salaries offered by internaiddGOs or UN organisations. The
risk is minimised if fixed salary costs are kepdancontrol by linking an increasing
share of the salary and most incentives to neitprof

5.5. Comprehensive staff training programme

Staff training comprises formal training coursesvamious topics conducted in-house
or sub-contracted to training institutions, infofnveorkshops, generic management
training for the new management team, practicatitrg on-the-job and exposure visits
for senior staff to successful MFIs in Cambodia ahtbad.

Re-training of credit staff started in mid 2000 lwitvo customised training courses on
“Introduction to Micro-Finance (40 hours)” and “Basaccounting for MFIs (80
hours)”, occasional workshops at branch level amohtihly workshop-cum-meetings
with all branch managers and senior head offici. <s&neric management training (on
staff supervision, conflict resolution, decisionkimy, conduct of meetings, report
writing and so forth) is offered to branch managerd senior head office staff in two-
day sessions on a monthly basis.

Another important issue is to develop in-house ntrej capacity in all loan
management and accounting related topics requoedlf branch staff, with priority
given to the induction training of new recruits.l&sted branch managers and senior
head office staff form the training faculty thatdislivering all in-house training courses
and workshops.
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6. I nstitutionalisation and licensing process as part of transfor mation

This chapter shortly outlines the institutionalisatof the Credit Programme and the
subsequent licensing process of the newly creagal kentity as an essential and final
part of the transformation.

6.1. Institutionalisation of PRASAC Credit Programme

Institutionalisation is here defined as the creatd an interim and a final legal entity

under Cambodian law. As first step in the instanélisation of the Credit Programme,

PCA is currently be established legally as an aason that is seeking registration as a
(non-lisensed) MFI by the central bank.

The Credit Programme has been ‘transformed’ inté BE€ follws:

= Full separation of PCA’s accounting system front tifaPRASAC and preparation
of financial statements according to the chartoabants requested for MFIs.

= Transfer of fixed assets from PRASAC to PCA atlibek value as of 1.1.2002.

< Physical separation of head office and most brafiates from PRASAC office.

= Establishment of a near complete Cambodian manageesm.

< Three-year business plan of PCA as an importagepia the micro-finance sector.
= Achievement of full operational self-sufficiencyrthg 2001.

< Legal registration of PCA as association under Gatian law.

Institutionalisation of the Credit Programme wi# sompleted with the incorporation
of a limited liability company in the name of PRAGAMFI Ltd. However, this
requires the identification of appropriate shardbdd, particularly the identification of
at least one foreign strategic shareholder thdttakle a 20% share. This constitutes a
challenge because the European Union cannot matsfyrole from donor to
shareholder, as it is the case with other transfdricredit programmes (e.g. EMT).
Noteworthy is that the newly created MFI will dedeon strategic guidance from an
experienced investor for quite some years to come.

Therefore, PCA has first to build up a good trae&ord with favourable performance
criteria over a couple of months before it canaatta foreign strategic shareholder. As
a pre-condition, professional management systemsafficiently trained staff need to
be in place as soon as possible as part of thaitadlaspects of transformation (see the
chapter above). A rating of PCA by a recognisethgaagency as well as a pro-active
investor search is planned for early 2003

Apart from a foreign strategic investor, micro mess and farmers associations, the
staff association, the staff provident fund, andgioly an association of the best
performing village banks will be the other shareless of PRASAC MFI Ltd. PCA
will have to register legally its staff associati@and the planned staff provident fund. It
may have to assist clients to form micro busines$ farmers associations so as to
gualify them as eligible shareholders.

Once incorporated, all assets of PCA need to Insfieered to the new company and the
ownership transfer of the PRASAC credit funds nieebde resolved. It is proposed that
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the European Union will transfer ownership of tHRASAC credit funds to the Royal
Government of Cambodia on the condition that theyraade available to PRASAC
MFI Ltd. as sub-ordinated debt for micro-financeveses to rural communities and
micro-enterprises.

6.2. Licensing process

PCA will file its license application in January @) upon meeting all licensing
requirements, apart from the legal requirement @hdp incorporated as a limited
liability company. PCA will then comply with all NB reporting requirements for a
licensed MFI and expects to obtain the licensestatgith the incorporation of
PRASAC MFI Ltd.

7. L essons learnt to date

PCA requires the necessary operational autononm PRASAC to develop into a
professional MFI as soon as possible. This is mxdmancial self-sufficient micro-
finance operations and subsidised rural developmet#rventions require quite
different organisational structures and salaryesystfor the following reasons:

< PCA requires a head office - branch structure, ederPRASAC’s structure is
similar to the provincial structure of its execgtiagencies where extension staff are
stationed at district level.

@ Client-orientation is much better ensured if theaficial performance of institutions
depends directly on the quality of services offerf@drvice quality is often poor if
staff is providing ‘beneficiaries’ with subsidisedrvices.

< High staff motivation is difficult to achieve withb a performance-based salary
system. PCA is therefore introducing a performamaged salary system that is
mainly linked to profit. However, it would be vemifficult for PRASAC to
introduce a transparent and objective performarasedh salary system since its
staff are delivering many intangible developmemvises.

= Employment of (seconded) public servants by a MEhtes potential conflicts of
interest. It is therefore important for PCA to aetleadline for its staff to abandon
their status as public servants if they want tespara career in micro-finance.

The success of separating the micro-finance funstioom PRASAC'’s other functions
is already evident since the Credit Programme djreechieved full operational self-
sufficiency during 2000. This indicates the sucfidsstart of the transformation
process. Furthermore, it leaves more financial uess for PRASAC’'s rural
development functions starting from May 2002 whiavricial support to PCA will be
limited to credit funds and subsidies for trainargd technical assistance.

PRASAC'’s successful separation of micro-financemfraural development functions
also supports commonly accepted ‘best-practise’ f@gommending separate
credit/micro-finance projects that support alreaysting MFI rather than to launch
credit/micro-finance activities as integrated comgrat of rural development projects.
This opinion is shared by the final report of PRASA (p. 28) and the European
Commission (document COM/98/0527, p. 6).
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8.

Challenges and Opportunities

Key challenges of the transformation of PRASAC @rBdogramme are as follows:

< ‘Building’ of a top management team that can leddrge MFI in the Cambodian

context in two years time only. This includes tiéftsfrom a ‘bureaucratic’ to a
‘pro-active’ performance driven management attitude

Speedy upgrading of all management systems to gsioigal standards. This also
includes the proper reform of the group loan deliveiechanisms so that credit
staff assume full control over loan management.

Identification of a strategic foreign investor ajagl reputation that may constitute
the single most serious constraint in transform@A into PRASAC MFI Ltd.
Presently, it is difficult to find strategic invess in Cambodia that would meet the
requirements for ‘good’ governance. Furthermorereéhare some NGOs that are
also transforming currently their micro-finance mg®ns into private sector MFIs
and are seeking foreign investors.

Effective marketing of PCA’s corporate identity st its clients, provincial and
local politicians and the general public at largarts perceiving PCA as a
Cambodian MFI with long-term ambitions to offer mudinance services at
affordable rates and not as a time limited opemnagigpported by donor grants.

Continued dialogue with the executing agencies taintain support for the
transformation process at every step. All stakedrslanust understand that it is the
best approach to (a) achieve sustainable acceg®edd for the rural communities
and micro-enterprises, and (b) comply with the regulatory framework for
micro-finance.

Building up sufficient financial reserves to copéhwpotential loan losses that
could be caused by the external threats of:

(a) Flooding disasters as experienced end of 2000.
(b) Political instability in the wake of the upcamginational elections in 2003.

(a) Overwhelming competitive pressure by the matkatler that could use its
financial leverage to reduce significantly the fioel margins of PCA.

(b) ‘Bad’ practise (e.g. subsidised lending or |lwenite-offs across the board) by
micro-finance operators that may affect the lograyenent morale of PCA’s
clients.

Successful transformation will open up the follogvioutstanding opportunities for
PCA:

&=

To establish itself as the largest MFI (after ACLAERhat is a specialised bank)
thanks due to the generous allocation of credii$uinom PRASAC.

To benefit from business opportunities developedPBRASAC in the agricultural
and micro business sectors. Lending risks candhecesl significant, if PRASAC or
other partner institutions can provide technical ararketing support to clients.

To have clients with a generally high loan repaymmearale.
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< To expand operations supported by an enabling atmgyl framework and good
prospects that the business environment is likelkynprove further with increasing
political stability.
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