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Introduction

The Compartamos IPO

Compartamos, a Mexican microfinance
institution (MFI) affiliated withthe ACCION
network, is the largesscale MFI in Lat
America, as well as the most profitable.On
April 20, 2007, Banco Compartamoampleted
an initial public offering HO) of its stock.The
IPO was considered a huge succéssthe
financial markes, and the majority of shares
were purchased not by thsociallyresponsible

investment community but rather by
commercial investors and hedge fund
managers.

The Compartamos IPO is one of the mos
significant events to happen in microfinance
arguably ranking second only to t206 Nobel
Peace Prizeto Muhammad Yunus and the
Grameen Bankn drawing public attention to
microfinance. It raises a number of very
significant issues regarding the
commercialization of microfinance and the
appropriate balance between the dual goals of
providing fairly priced finarial services to the
poor and seeking profitability for the owners of
microfinance institutions. These issues
motivated extensive and vibrant discussion
within andbeyondthe microfinance industry.

What we can learn from these discussions

This etensive discussion following the PO,
although inspired by the specifics of the
Compartamos eventoucheson a broad range
of issuesbearing onthe potential shift of
microfinance from the sociahvestor world into
the commerciainvestor world. Tis paper
seels to pull together and distill thediverse
arguments and positionthat were articulated

This pafer is divided into two parts:

Part | provides background on the
Compartamos IPO and then summarizes
highlights of the industry discussion, and
articles apparing in the public media.

The Implications of Commaalization in the Microfinance Industry

Part Il goes beyond the specifics of the
Compartamos [PO,addressng the broader
implications of the commercialization of
microfinance

Part Il idivided into seven key questions in four
main topic areas:

Profits
1. Are high prdits and high interest rates
consistent with social bottom line
missions?

2. Can the mutually agreedpon goals of
scale and sustainability be achieved
without using higkprofit IPOs as a
means to those ends?

Organizational Structure

3. Do IPOs alter governande such a way
that it is harder to balance social and
commercial objectives?

Funding and Commercialization

4. lIs the industrygoing througha pivotal
shift from a donor/nonprofit focus to
commercial focus?

5. What are the implications of using grant
funding to generate future foiprofit
entities?

Supervision andRegulation

6. Are freemarket forces (e.0.,

competition) sufficient to reduce interest

rates or should the industry look at
promoting codes of ethics, transparency

efforts, andor some forms of
regulation?

7. What implications might higprofit
commercialization have on public

perceptions about microfinance and on
potentially  increased government
regulation of the microfinance industry?
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Information sourcedor this paper

This paper presents summarized excerpif
publiclyheld discussions angublic documents
that took place following the IPO. The content
of this paper has been structured to give all
sides a fair presentation of their views.

TheTimelire of IPO Discussiosummarizes the
appearance of the puld documents and
discussion.Whennews of the IPO hit the public
media, discussions started immediately on
MicrofinancePractice  (M#, the largest

Starting in Jun&007, the public media started
regular publishing of prominent articles
addressing the issues and implications of the
IPO. Several of these are listed in the timeline
and are summarized in Part | of this document.

The sources used in this paper are listed in
Annex 1, with internet links to these sourcds.
addition, the paper contains hyperlinks for each
source used in this paper. Clicking on that
hyperlink will take you to the full version of that
source on the intenet.

microfinancelistservediscussion group. In the
following months, MFP members sent ov@d0
emailsrelated to the IPO and its implications.
Discussion later started on the Devfinance
Listserve (DFNfomprisinghearly 200 emails.

This enail discussion was nearly entirely from
those outsideof Compartamos and ACCIONo
promote dialogue n the first week akr the
IPO, CGARitiated a moderated email debate
between a representative of the practitioner
community and Compartamosin the end
Compartamos shareholders objected to the
publication of the debate CGARubsequently
publisheda Focus Notavith extensie analysis
of the IPOin June 2007

A month later, ACCION publishetteir InSight
article and held a -hour webinar. Other than
brief press releases, these were the first publig
discussions of the IPky ACCIONStarting two
months after the IPO, Comparnos and
ACCION staffeganparticipating inconferences
to discuss the IPQO including the SEEP
Conference in October and the Tufts
Microfinance Dialogue in November Where
suchevents were documented, we have drawn
from those sources to summarize the
arguments presented.

Timelineof IPO Discussion
Month 1
April 20 The IPO took place
April 23 Discussion begins on MFP listserv
April 25 CGAPRsponsored debate o
CompartamosPObegins
Compatamos shareholders later
rescinded agreement to publish
debate
April 27  ACCION Press Release Appiagd
Compartamos on IPO
Month 2
June 7 CGAP releases Focus Note;
ACCION announcepcoming
webinar
June 12  Portfolio.com story
June 13  Sdon.com story
June 18 Wall Street Journal story
Month 3
June 27 ACCION holds-fiour webinar;
ACCION publishésSightarticle on
the IPO
July 9 Business Week story
July 12 Microcredit Summit Ehews Debate
Month 4-6
Sep21 t.{ bh2zyY a2K2Qa
frlY YA ONRB ONBRA (K §
Oct24 SEEP Conference Panel & 2 K
. SySTAlGaKke
Month 7-12
Nov?2 Tufts Microfinance Dialogue
Dec 13 Business Wde The Ugly side of
micro-lending
Apr 52008 New York Timestory

The Implications of Commaalization in the Microfinance Industry
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PART |:The Compartamos Initial Public Offering

Part Icontains three sections:

9 Section Igives a brief history of Compartamieading up to the IPO.
9 Section llprovides some of the first public announcements made in the vedfegt the IPO.
9 Sectionlll provides quotes from news stories thiatilowedthe IPO.

Thosewho arefamiliar with Compartamos as an instituti@md have followed the reports on the IPO
may prefer to skip to Part Il, which addresses the issues discussed following the IPO.

Section 1: History of Compartamos and lead -up to the IPO

Overviewof this section

This section covera brief history of Compartamos prior to the |R0O overviewof the financing
it received since 1990, a description of the IPO process, a summary of theakethdtd?O, and

AYTF2NXNEGAZY 2y

History of Compartamos

ACCIONnNSight The Banco Compartamos IPO,
June 2007 page 2)
Link:publications.accion.org/micro_pubs tlessp
Throughout the last 17 years, Compartamos
which began its credit operations in the states
of Oaxaca and Chiapas, has experience
remarkable expansion and growth while
attaining and then maintaining high levels of
profitability. Today, Compartamagands out as
one of the best performing MFIs in the world
and one of the largest in Latin America in
number of clients, providing loans to over
630,000 Mexicans as of March 200&s of the
end of 2006, it operated through 187 branches
in 29 of the 32 Meixan States. In the view of
many, Compartamos has become a world
model for other microfinance institutions. Since
its inception, Compartamos has mostly served
women entrepreneurs largely in rural settings,

! There are updated figures available for the current
number of clients as well as many other figures
quoted in this paper. However, we have chosen to
use figures as stated in the original texts quoted here|
rather than revising the numbers, as in some cases
revised numbers may be inconsistent with other

'/ / LhbQa

information contained in the quoted section.
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with 98 percent female clients. Its clients are
involved in a variety of economic activities, such
as food trade, handicraft production, and
farming.

After achieving financial selufficiency in 1997,
Compartamos began the process of launching a
regulated financial institution¢ a SOFOL
(Sociedad Finarmia de Objeto Limitada) with

a legal charter to provide working capital loans.
LY wnnns GKS bDhQa
personnel and loan portfolio were transferred
to Financiera Compartamos S.A de QWiich
began life with US$6 million in equity

investments from IFC, ACCION Gateway Fund,

Profund, Compartamos A.C. (the founding
NGO) and other Mexican private investors.

Throughout the 2002006 period, return on

ransformation
into a SOFOL

Pilot launched in 1990 Licensed in 2000 2002-2004

Initial equity $6m

Originated by Gente
Nueva

DI
SOFOLs lend; no
Nutrition and health savings ted
programs and Fitch
Investors: ACCION
IFC, Profund, d
Compartamos AC,
individuals

by 1997 ROE averaged 52% from 2000-2006
Today: 187 offices, 630,000 clients
Tomorrow: Reach 1m clients by 2008

Figure 1. Evolution of Compartamos (source: ACC]
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publications.accion.org/micro_pubs_list.asp

equity averaged 52 percent. This rapid growth
and strong profitability allowed Compartarso
to begin accessing the capital markets, and in
2002, Financiera Compartamoissued its first
US$20 million bond on the Mexican StockK
Exchange.
Compartamos raised approximately US$70
million on the bond market

The SOFOL leb structure did not allow
Compartamos to capture savings. In June 2004
Financiera Compartamasceived a commercial
bank license from the Mexican Ministry of
Finance and Public Credit and changed its nam
to Banco Compartamos S.A., Institucion dg
BancaMdltiple.

Financing History

CGAP Focus Note, CGAP Reflections on the

Compartamos IPO, June 20Q7age 2)
Link: www.cgap.org/p/site/c/template.rc/1.9.2440

Compartamos operated from its inceph in
1990 wuntil 2000 as a netor-profit,
nongovernmental organization NGO). During
this period, it receivedJS$4.3 million in grants
or neargrant soft loansfrom international
development agencies and privatélexican
sources. The NGO made tiny loanspborand
lower income women, mainly in rural areaBy
2000, the Compartamos NGO was reaching
60,000 borrowers. To tap commercial funds for
even faster growth, the NGO and other
investors set up aegulated finance company,
organized as a feprofit corporation. Around

Development Agencies and
~— Private Donors

MicToBoTowars — Private Social Investors

(retained profits) S

——— Commercial Sources

Figure 2: Source of Compartamos Assets, Decer|
2006 (source: CGAP Focus Note)
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During the next several years,

]

Year Source Amount (S000)
1990 USAID 50
1993 IDB grant 150
1993 IDB loan (near-grant terms) 500
1995 Alfredo Harp & family 1,300
1995-98 Other private Mexicans 300
1996 CGAP 2,000
2000 USAID (to ACCION) 2,000
Total 6,300

Figure 3: Grants and Soft Loans fo€ompartamo
Operations (source: CGAP Focus Note)

that time, USAID granted $8illion to ACCION,

a notfor-profit international provider of
technical assistance and investment capital
MFIls. With the money, ACCION (1) provided
$200,000 in technical assistance to the
Compartamos NGO, (2)gave that NGO
$800,000which it used to buy stock in the new
finance companyand (3) lent $1 million to the
finance companys subordinated debt.

In addition to grants and neagrants, the for
profit Compartamos finance company received
over $30 millon in loans from public
development agenciesand $15 million from
private socially orientednvestors. These loans
were generally at marketinterest rates or
above. Beginning in 2002, Compartamos was
able to issue roughly $70 million in bonds on
the Mexi@n securities exchange. Most of these
bonds were partially guaranteed by the
International FinanceCorporation (IFC), which
charged a fee of 2.5 percenbf amounts
guaranteed. In addition, the compamaised
about $65 million byborrowing from Mexican
banks and commercial lendersin June 2006,
the finance company received a futlanking
license. As a bank, Compartamos is authorized
to take deposits, but had not done so up to the
point of the IPO ipril 2007.

In addition to $6.3 million in grants to
Compmrtamos and ACCION, there has been over
$45 million in loans from development agencies
and social investors to the fgrofit finance
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company and bank.Some of these loans have
had a degree of a concessional element

The IPO Process

ACCIONNSight The Baco Compartamos IPO,
June 200 page 7)
Link:publications.accion.org/micro_pubs_list.asp

A tenday road show was organized in which 54
one-to-one meetings, ten conference calls, and
eight open neetings were carried out in the
U.S., Europe and Latin America. Throughout
road show, the underwriter receives final
purchase orders from previously targeted
investors who want to participate in the
offering. The orders specify the amount of
shares dese#d and the price the investor is
willing to pay, which are quoted in reference to
a suggested price. The process of assembling a
orders is known as building the offer book.

Because expressions of interest received werg

so much above initial expectationthe initial
estimated price was increased. During the
marketing  period, the estimates of
[ 2YLI NI FY2aQ AYLIX AOAQ
revised upward several times.

When all the orders were in, they amountéa
13 times the number of shares available for
purchase. The orders might have been even
higher, had the number of shares that any one
buyer could obtain not been capped at 10
percent of the offer. The underwriters then
allocated shares across those who made offerg
taking into consideration the need taoth build

a suitable ownership mix and maximize the
proceeds of the saleAs a result of this process,
the final price was determined to be MXN 40
per share. Bidders were informed of their
receipt of shares at the end of the day on April
19, 2007, andvhen markets opened on April
20, 2007, trading of the Compartamos shares
began on the Mexican Stock Exchange.

[ 2YLI NI Y2aQ akKlFNB LIS
the IPO was strong. The price rose 32.3 percer
on the first day of tradingand after two weeks

1

it reached MXN 59.93 (approximately US$5.50)
¢ a premium of 49.8 percent above the offering
price. As of June 26, 2007, the price was MXN
63.5 giving Compartamos an implied market
valuation over US$2.24 billidn.

As a requirement of its licensing, Banco
Compatamos is not permitted to pay dividends

during the first three fiscal years of operation as
a bank, and it must contribute all net income
from such operations to net capital reserves.

The  microfinance  market in  which
Compartamos operates remains substatiyi
untapped. Competition, though growing, is still
in its early stages, promising continued strong
earnings for the next few years.

Compartamos is not the first microfinance
institution to issue shares on a public stock
exchange. Bank Rakyat Indonesi@02, listed

on the Jakarta, Singapore and other stock
exchanges) and Equity Bank (2006, on the
Nairobi Stock Exchange) preceded it. Both were

WENNFUECEssiul byt @il §ot yigkd ag dighsa

NJF

—
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return to investors as the Compartamos issue.
Of the three institutims, only Compartamos
originated as an MFI.

Why Was the IPO so Successful?
Bringing Microfinance to Scale, ACCION
webinar, 27 June 2007, Lauren Burnhill
(ACCION, SVP Financial Markets and Services),
Alvaro Rodriguez (ACCION Board Chair and
Compartamos Boardnember)

Lauen Burnhill (14:30): The 158 Qualified
investment buyers (QIB) interested in
purchasing IPO shardsad to have US$100M
under management; that means these are
investment professionals who evaludieancial
market and emerging narket opportunities
every day;they were given information on the

5 3 rfe& FFOSN
Since June 2007, the stock price has fluctuated
significantly. The values indicated here are not the

current vdues.
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offering and the initial pricing and the fact that
the offering was oversubscribed and that the
price paid was so healthy was a decision mad¢
by the international capital markets, not by
Compartamos. @e of the extraordnary things
about this IPQOs thatover 1582 ¥ ( KS 4
leading institutional investors elected to
purchase shares in Compartamoslmést every
investor that the underwriters and
Compartamognanagenent spoke with placed
an offer for slkares All of them placed offers
much higher than the final allocation meaning
that they had significant interest in acquiring
shares and in participating in Compartamos
going forward.

AlvaroRodriguez16:30):.L G Q& Ay (i SNXB
at why these qualifid investors saw
Compartamos as such a promising investmen
opportunity, so there are different dimensions
to this. The first one is Compartamspecific
issues, the first being its excellent growth
potential and obviously it has a tremendously
good profitrecord. The management was very
appealing to the markets, and the fact that
Compartamos had been working for a long time
in governance issues and transparency was alg
very important to the market, and obviously
one very important point is the bankingdinse
and the fact that the quality of the portfolio had
been and is very good for Compartamos.

(17:20 Now, specific to he Mexican
microfinancemarket, the market in Mexicas
mostly untapped, competition is in its early
stages and this gives Compartasnpretty good
earnings expectations

(17:37 Another dimension is theMexican
financial market As you probably well know,
the Mexican financial market is quite well
developed and has a good regulatory
environment, and interestingly enough there
has be@ a lack of other banking IPOs on top of
the fact that from Mexico there has been quite
a small number of IPOs in general, so this had

WV

Mexico has a good investment perspective, the
fact that a new IPO perspeciiwas coming was
quite appealing. The Mexican environment had
a good impact on the success of this IPO , the
fact that the new administratiorg there was a

5 2 dbbdRféBng about it and the markets, and

a

pent-up demandand investors thinking that

The Implications of Commaalization in the Microfinance Industry

Mexico was achieving and has been achieving
the lowest risk spread ever Globally, there
gSNBE faz2 FFOG2NH
Financial services is a hot sector for US and
European investors, with microfinance gaining
significant recognition among investors and
Mexico being much more appealing for this
type of investor globally.

Results of the IPO
l;&(é(%()zlklnéi'gﬁi; TIIIEQB?mLO Compartamos IPO,

June 200qpage 5)
Link:publications.accion.org/micro_pubs_list.asp

On April 19, 2007, Banco Compartamesdme
the first Latin American microfinance institution
(MFI) to offer equity though an Initial Public
Offering (IPO). Unlike many IPOs,
Compartamos did not raise funds for its own
operations or expansion through the IPQt
was a secondary, not a prima saleg i.e. no
fresh capital came into Compartamos as a result
of the sale® In fact, Compartamos did not need
to raise new equity in early 2007. It has other
means of financing growth.

Compartamos is unddeveraged relative to
other banks (40 percentapital adequacy ratio
versus 16 percentfor Mexican banks on
average). This gives it room to grow from its
existing equity base through borrowing and
deposits. Moreover, equity can continue to

A secondary sale means that existing shareholders
sold a portion of their shareholdings, cashing out
some of their investment, rather than the institution
selling new stock to bring money directly into the
company. In other words, Compartamos didt
directly increase its resources as a result of the IPO.
Instead, the shareholders received the $450 million
from the IPO.

@’age
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grow through retained
earnings, as it has in the past.

. Two'trancﬁ'es: 1 Mexican, 1 .U.S./international
. U.S/internatio_nal under Rule 144A to QIBs
¢ 158 institutional investors

Shaeholders in  Compar
tamos, including ACCION ¢ 5,920 total investors
International, the Intena-

tional Finance Corporation
(IFC), Compartamos NGO, anc
private Mexican investors sold
HpdPdp LISNOSYyG 2
stock in a secondary offering
listed on the Mexican Stock

¢ Of institutional investors: 58% hedge funds/42% traditional

- OUSA -55.4%
B Europe - 33.2%
BLat Am-6.7%
B Mexico - 1.8%

Distribution of
Institutional Allocation

Y 0 Mex Retail -
= 16%
M AMex Institutional
-2%
B Institutional -

52%

Retail vs. Institutional
Allocation

|
Exchange.The total proceeds Figue 4: Sale of IPO stock (source: ACCION InSight)

from this sale were US$468

million, with purchases by 5,920 institutional
and retail investors from Mexico, the United
States, Europe and South America.

More than a new phenomenon, the IPO
represents the culmination of an ongoing
strategy within microfinance to enlist the
private sector in microfinance: the commercial
model of microfinance. The success of the IP(
has brought an unprecedented level of
excitement about microfinance into the
investment banking world. It has sent the
messagehat service to the poor and profits can
go hand in hand, a message that will
undoubtedly attract more private sector players
to microfinance and possibly to other market
led approaches to poverty.

'/ / LhbQa Ly@Saays
ACCIONNSight The Banco Compartamd®O,
June 200q{page 11)
Link:publications.accion.org/micro_pubs_list.asp
The initial $1 million investment ACCION
International made in Compartamos in 2000,
through its Gateway Funthas yieléd a return
far beyond the most optimistic expectations.
ACCION International is cognizant of its
responsibility to use the proceeds of the sale to
FAZNIKSNJ GKS YAONBRTFAYI

* The Gateway Fund was originally established in

yOS

1997 with donations from USAID and CGAP
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addressing poverty through financial services
and is embarking m a daring but thorough
strategic planning exercise to define how best
to leverage these new resources. The scale of
the proceeddfrom the sale of 50% of its stock
holdings] (US$134,965,740 net of fees) will
allow ACCION to pursue new equity
investments,work in additional countries and
regions, develop creative initiatives, and
strengthen itself to be able to carry out its
mission even more effectively. The bulk of the
IPO resources will be maintained as strategic
reserves, which will assist in coveringtare of

'/ / LhbQa
'/ / LhbQa 0dzRISG At
fees, dividend income, and fundraising. Grants
from private and public sector donors will
continue to be crucial, as the challenges of
#ddressing poverty tlmugh financial services
remain much greater than the resources at
hand. Grants will be applied to less proven,
riskier ventures with high potential for impact.

AYRdzEAGNBE QA | AYa 27
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Section Il; Initial

Overviewof this section

Reactions and Announcements

As soon as news of th#PO hit the public media, discussions started immediately on
MicrofinancePractice (M#, the largest microfinanckstservediscussion group with over 2,500
membersThis spearheaded the extensive and spirited discussion of the following months.

The topis discussed irPart Il of this paper contaisignificant content from the emalil
discussions. This presentsection provide®nly the initial announcements frormicrofinance
practitioners which gavemotivation for why the IPO should be discussadd the nitial official

announcemenfrom ACCION.

Is this where microfinance is going?
MFP Discussion, 23 April, Chudkaterfield
(CEO, MFI Solutions)
Linkfinance.groups.yahoo.comfoup/Microfinance
Practice/message/6868

Somethingust happened that isery important
for us to reflect on.

Compartamos, working iMexico,currently has
600,000 clients. They have kept their interest
rates at over 100% for manyears (effective
interest rate is currently 105%, as stated on
their own website). This is startlingly high to
people inside of microfinance as wal outside
of microfinance.

They have gotten very profitable. For the last
several years, they havgenerated anannual
ROE bover 50%. As theyached profitability,
their interest rates did not come down. They
continued to keep them high and generate high
profits. Last year they mad&57 million in
profits.

Friday they went "public".Various members of
the board and staffhave become multi-
millionaires (valued in US dollars). This is & nor
profit institution started with grants. They are
generating extremely higprofits that now, as a
publicly held institution, go to their share
holding board and staff and to theiexternal
shareholders.

The Implications of Commaalization in the Microfinance Industry

Is this the future of microfinance? Is this where
other MFIs are hoping to go? Is this the
"solutionto poverty"? Do the "benefits" of this
marketbased approach outweigh amptential
costs that willcome frompublicattention? Wil
these actions cause concern about how the
"deeds" of microfinance morand-more appear
to contradict the "words" we say?  Will
microfinance become the home of therofit-
maximizing investors instead of the area that
donors and norprofits use to effect leneficial
economic and social change?

| strongly believe it is the most important
current issue irmicrofinance. | think it is time
we stop avoiding this issue. | thimle need to
openly discuss this. | don't believe it is
necessary to "piclon Comparamos.” Rather,
we should be looking at the bigger
"philosophical”picture, of where microfinance
is going. | think this is an essent&due for us
to clarify.

ACCION Applauds Compartamos on

its IPO

April 27: first press releasby ACCION
Linkfinance.groups.yahoo.com/group/Microfinance
Practice/messaqge/6907

ACCION affiliate Compartamos of Mexico is the
largest microfinance bank in the Western
hemisphere, and has been aalfer in the field
for some time. ACCION applauds its partner on
the success of its recent IRGand would like to

FPage
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address some of the questions that observers
have raised about the meaning of this
transaction for microfinance and ACCION.

The success of @oLJr NI I Y2 & Q LJdzo
30% of its equity is the result of more than 17
years of hard work and innovation. This work
produced a microfinance institution capable of
reaching more than 600,000 poor
entrepreneurs, withoutstandingloan balances
averagig $446 each; and with losses of less
than 1%./ 2 YLI NI I Y234 Q& & dz
success of the entire industry, and a model forj
the type of microfinance that accesses the
capital markets to achieve scale.

'/ / LhbQa 2NAIAYI § My @
Comprtamos is a matter of public record, and
our return from the public offering, in which we
sold approximately half of our holding, was
significant. Such a return to a publicly
supported charity like ACCION can mean onl
one thing: We now have more resoes to
achieve our mission of providing people with
the tools they need to work their way out of
poverty.

In order for Compartamos to expand and cover
costs, it charges interest rates above the
commercial Mexican rate, a practice common in
high-touch, rehtionshipbased microfinance
worldwide. The returns received have become
retained earnings and allowed the institution to
nearly double its reach over the last three
years, from 350,000 to well over 600,000 clients
¢ something it could not have done anyher
way.

This IPOvalidates the crucial role that the
capital markets, both domestic and
international, can play in scaling microfinance.
At the end of the day, this landmark transaction
benefits the entire field

The Implications of Commaalization in the Microfinance Industry

We need to discuss the implications

for the future of microfinance
MFP Discussion, 1 MayChuck Waterfield

f MSEO2MFESQINiRNg)3 2 F

Linkfinance.groups.yahoo.com/group/Microfinance
Practice/messaqge/6924

My sole interest in starting this discussion a
week agas to promote dialogue and discussion
over the implications for microfinancel still

Yo §trgr§gly bﬁligve t]ji§ isét}ée mastrd'rgportant issue

currently " in mlcrofinance.q believe the
implications of this event i extend far beyond
Mexico, and have influence on the entire
microfinance industry.

Thlé‘]éful\#f{i?';\%éfntu;l is@dés@ §r§ [IleY Sa%gt th7é y

Compartamos IPO per se, but about the
implications for the future of microfinance.
{2YS aSS {(KAa
opportunities for the poor to access financial
4 S NI A PeBsaaBively demonstrating that
consistently high profit margins can potentially
attract large amounts of money into
microfinance, and not just from social investors
but from the entire spectrum of thenarket.
But others have said they see this with concern,
I a GYINERXAT Ay 3E
advantage of the poor.

My perspective is that for two decades we have
been struggling to find the acceptable breadth
of that middle section of the nocprofit/for -

LINEFAG O2yiGAydzzy GKEI

businesses are drawn in by what we have
demonstrated is possible, weogld soon see
the microfinance industry routinely criticized for
charging very higlinterest rates to the very
poor, making higher profits than most other
industries, and theng instead of reinvesting
that profit to expand services to the poar
those profits start to be directed to private
corporations and individuals.And many MFIs
were created initially with public funding,
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adding a new dimension and complexity to the
issue of IP&@yenerated wealth.

| encourage us to enter into serious discussions

about these issuesWhat are the ramifications
and implications for the poor®hat arethe

b

ramifications and implications for government
regulation of microfinance’Vhat are the long
term ramifications and implications for the
microfinance industry as a whole?

These are not simple questionsThere are
myriad complexities.

Section Il1: Excerpts from t he public media coverage

Overview of this section

Immediately after the IPO there were brief, factual articles inptess thatpresented financial

numbers butdid not address thesocial or missiormspectsz2 ¥

[ 2 YL NI I Yxan@eRsi

later, shortly following the publication of the CGAP Focus Note on the ilRR@¢i&l magazines

started to publish articles that addressed the issues of high profits resulting from making loans to

the poor. This section provides, in chronological ostertexcerpts from some of theseticles
The factual financialdata has been edited out, as that information is reported elsewhere in this
report. We have left the implications and perceptionsegpressedn eacharticle, as they are
provide an ingjht into the reactions of those outside the microfinance industry to the IPO &yent.
following the hyperlinks you may view and read the complete articles.

Outsize Returnsrbm Investing in

Microfinance

Conde NastPortfolio.com, 12 June 2007 By
Felix Samon

Link www.portfolio.com/views/blogs/market
movers/2007/06/12/outsizgeturnsfrom-investing
in-microfinance

In April, Mexico'sBanco Compartamos went
public, raising $450 milliorThe people who had
invested money in the bank during its early days
found themselves sitting on enormous profits. It
was a glorious day for Mexican capitalisgn
except for one small problem: Banco
Compatamos is a microfinance institution,
devoted to improving the lives of the poor.
What was it doing, then, improving the lives of
alreadytrich private shareholders instead?

The Compartamos numbers are stunning. It has

a return on equity of more than 50%
something more or less unheadad in the
banking world. The interest rates that it charges

borrowers are more than 100% per annum.

The Implications of Commaalization in the Microfinance Industry

When the company went public, private
individuals, including Compartamos's directors
and managers, owned more than 32% tbé
company; they're now wealthy people indeed.

Now, profit is not necessarily a bad thing. But
excess profits like these must ultimately come
from somewhere, and in Compartamos's case
they seem to have come from its customers

It is hard to avoid seriougjuestions about
whether Compartamos' interest rate policy and
funding decisions gave appropriate weight to its
clients' interests when they conflicted with the
financial and other interests of the
shareholders.

Other observers, with less of a history with
Compartamos, might be less charitable still. In a
narrow sense, the bank serves the poor: the
poor are its clients, after all. But in a broader
sense, it now concentrates on serving its
shareholders, who are going to want to see its
enormous profits go uprather than down. It's
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good that Compartamos is making money. But
it doesn't need to be making this much money.
Portfolio.com © 2008 Condé Nast Inc

Cashing in on extreme poverty
Salon.com 13 June 200,y Andrew Leonard

Linkwww.salon.com/tech/htww/2007/06/13/compa
rtamos/

On April 20, Mexico's biggest microfinance
lender, Banco Compartamos, struck gold in an
initial public offering. Considering that
Compartamos' client base is 600,00€ry poor
Mexicans who pay interest rates as high as 10
percent a year for access to Compartamos
loans, the lucrativeness of the public offering
immediately struck somdongtime participants
in microfinance as troubling.

Nonprofit donors interested in supporting
financial services for the poor may want to
think more carefully about the conditions ued
which they give their money.

One cannot be too shocked if a fprofit
corporation starts acting like other businesses.
But in the Compartamos case, antwlling
majority ¢ two thirds of the shareg was held
by three prebono shareholders who were
committed to development objectives, not
profits. At a minimum, one wants to ask why
they did not insist that greater weight be given
to the interests of Cmpartamos' clients.

While the Compartamos IPO may stimulate
investors' interest in other MFIs, it may also
have less fortunate results for some other MFIg
in Latin America and elsewhere. A number of
countries are seeing a strong backlash agains
high micocredit rates from populist politicians,
media, and social activists. In the present
environment, MFIs are going to have to pay
more attention to the political consequences of
their interest rates.

Copyright ©2008 Salon Media Group, Inc
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Mexico Compaamos PO Raises

Tough Issuesoir Microfinance
Dow Jones Newswired.8 June 200,/By Wailin
Wong

Linkwww.accion.org/NETCOMMUNITY/Page.aspx?p
id=756&srcid=293

NEW YORK (Dow Jonrds) most initial public
offerings, the market cheersvhen the debut
produces huge profits for the company and its
investors. But thecaseof Mexican microfinance
institution Compartamos has prompted hard
guestionsand soulsearching among its industry
peers.

The lender's challenge tmaintain a socalled
double bottom line of improving clients' social
welfare andgenerating returns for shareholders
is an issue more MFIs could face asitidustry
grows.

The heightened attention has brought with it a
backlsh from ®me critics, who said MFIs
chargeoverly high interest rates and don't do
enough to pull their clients out opoverty.
Compartamos' IPO adds a further set of
concerns to the mix about corporate
governance and how thelender uses its
resources.

Copyright (c) 2007 Dow Jones & Company, Inc.

Microfinance Draws Mega Players
Business Week9 July 2007 by Keith Epstein,
Geri Smith, and Nandina Lakshman

Linkwww.businessweek.com/magazine/content/07
28/b4042068.htm?chan=search

If you think microfinance is the exclusive
domain of degooders seeking dree-market
cure to global poverty, think againWhile much
of the moneyflowing into loans for the working
poor isindeed poniedup by people withhigh
minded goals, these daysA (i @@ming
increasingly from those with sharp eye for the
bottom line ¢ raising new questions over how
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to balance theaaltruistic mission of microfinance
with the pursuit of profits.

The highinterest paid on microloans makes the
operations surprisinglyprofitable. So hedge
funds, venture capital firms, and other big
investorsare angling to get into the business.

The rush of money into microfinance has raised
guestions about the hefty profits some
microlenders earn. One, Mexico's Banco
Compartamos, made aplash in April when it
staged an initial public offering A June 11
report by GGAPfaulted the bank for interest
rates that reach 100% annually. The report
guestioned Compartam@sa56% retirn on
equity and found an obvious conflitietween
the welfare of clients and investors. "If you
want to attractprivate capital you have to show
high profits,” says Richard Rosenberg, the
report's author. "But they don't have to be this
high."

Copyright2007, by The McGrawlill Companies Inc.

The Ugly Side of Microlending
Compartamos: From Nonprofit to Profit
Behind its gentle image is a tough, highly
lucrative bank

Business Week13 December 20Q7By Keith
Epstein and Geri Smith

Linkwww.businessweek.com/magazine/content/07
52/b4064045919628.htm

Banco Compartamos portrays itself as the
gentler lender to Mexico's pooilCompartamos
means "let's share," reflecting thehpposophy of
its founder, José Ignacio Avalos Hernandez.

Fueled by annual interest rates that can exceed
100%, it is one of Mexico's most financially
successful banks, providing investors with ar
average annual return on equity of 53% over,
the past sevelyears.

In its initial public offering in Aprilike other
early investors, Avalos reaped an extraordinary
return: The $250,000 he borrowed to invest in

The Implications of Commaalization in the Microfinance Industry

2000 grew in value to $100 million

Compartamos retains an altruistic public image.
In a glossy promadnal book entitledHistorias
de Exito or Stories of Succesthe bank boasts:
"Our clients are agents of change who are
building a better country and world." Among
the inspiring narratives is that of Eva Yanet
Hernandez Caballero. A visit reveals a tatee
complicated than the one Compartamos tells.

Over four years, beginning in 2001, she, her
mother, and a sister took out a series of loans
ranging from $200 to $1,800, at an AiPEerest
rate of 105%. They rolled one into the next and
used the money tancrease their weekly output
from 800 dozen pairs of socks to 1,500 dozen.

Then things unraveled. Wholesale customers
fell behind on payments. Compartamos' steep
interest rates took an unremitting toll, as
Hernandez and her relatives each missed
several$130 payments to the lender. That was
a lot for the rest of the 23nember borrowing
circle to make up.Resentment surfaced. Soon
after Compartamos trumpeted her story in
2005, Hernandez and her family were banished
from the group.

Such frustrations arenevitable, says Carlos A.
Danel, cechief executive of Compartamos.
However, "the rule is you're liable for each
other's loans." The bank's rates are fair, he says,
and have fallen significantly in recent years.

Compartamos representatives supervising the
groups earn bonuses of up to 120% of their
salary based on growth in the numbers of
clients and loans. They urge borrowers to seek
more credit as soon as they pay off each loan.

Persistent indebtedness can create daunting
burdens for customers. Few workjpoor
clients understand the concept of interest rates,
Danel admits. "What matters [to most
borrowers] is: How much do | have to pay every
week or every month or up front?"

Copyright 2007, by The McGraill Companies Inc.
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After Success, Problems for

Microfinancing in Mexico

New York Times5 April 2008 by Elisabeth
Malkin
Linkvww.nytimes.com/2008/04/05/businesaioridb
usiness/05micro.html? r=2&scp=1&sg=compartamo
s&st=cse&oref=slogin&oref=slogin

VILLA DE VAZQUEZ, MexicGarlos Danel and
Carlos Labarthe turned a nonprofit that lent
y2zySe G2 aSEAO2Qa LR
O2dzy i NBE Q& Y2aild LINPaFdfi
their colleagues in the world of microlending
so named for the tiny loans it grants are
heaping praise on the eexecutives of
Compartamos. Some are Vvilifying them as
GLI 6yoNR]lSNERE YR dayvY2)y

They are the center of a fractious debatow
far should microfinance go toward becoming
big business?

GaAONBFAYlIyOS aidl NIGSR
on using this breakthrough to help end
L2 OSNIi & = ¢ &EHarkisRdiréctorof thel
aAONRBONBRAG {dzYYAd [
great dangerof being how well the investors
and the microfinance institutions are doing and

Both sides agree that there is a need for capital,
too great to be met by the donor groups that
initially ~ financed  microlending. But
/ 2 Y LI NJidedisbi tQ §o publicabt April
became a flashpoint.

Critics say that Compartamos manages its
business to benefit its investors, not its
borrowers. The bank began as a
nongovernmental organization in 1990, started

Catholi i ti C t
e s e

Teresa to Méexico.

After Compartamos became a fprofit

company in 2000, costs fell as efficiencies
. increased, hut.the bank kept interest rates high.
/S @ombanamBs® NErBie efficient than other
Mexican micofinance institutions and its own
borrowing costs are lower, thanks to its strong
credit rating. Critics charge that it has not
passed those savings on to its customers.

A profitlidnot MRy dtd irf thell icrotinante O dzd

.world. The question is how much is appriate.

t SC%pyrightZOOSThe New York Times Company .
YL AIYyd abzeg Al Aa AY
NI & ¢
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PARTII:
Broader Implications of the Commercialization of M icrofinance

Overview of ths section
In the months following th€ompartamodPO, the microfinance industry invested a significant
amount of time discussing the issues and implications of the commercialization of microfinance.
Part lladdresses the broader implications of the comeiadization of microfinance, divided into
the followingseven key questions in four main topic areas:

Profits

1. Are high profits and high interest rates consistent with social bottom line missions?
2. Can the mutually agreedpongoals of scale and sustaindbilbe achieved without using high
profit IPOs as a means to those ends?

Organizational Structure
3. Do IPOs alter governance in such a way that it is harder to balance social and commercial
objectives?
Funding and Commercialization
4. |Is the industrygoing thraugha pivotal shift from a donor/no#profit focus to commercial focus?
5. What are the implications of using grant funding to generate futurepfoffit entities?
Supervision andRegulation

6. Are freemarket forces (e.g., competition) sufficient to reduce ieseérrates or should the
industry look at promoting codes of ethics, transparency efforts,/oandome forms of
regulation?

7. What implications might higiprofit commercialization have on public perceptions about
microfinance and on potentially increased gawaent regulation of the microfinance industry?

The Implications of Commaalization in the Microfinance Industry Bhge



Topic 1:

Are high profits and high interest rates consistent with social bottom line

missions?

Overview of this section

Of theseventopicsto be addressed in this part of the pap#ristopic generated tte highest level
of discussion and could be argued to be the fundamental issue coming out of the IPO.
Compartamos generated very high profits in the years prior to the IPO and ttiicvsgh charging
very high interest rates relative to the rest of thiebal microfinance industry (although the are

other MFIs within Mexico with simildnterest rates).

Compartamos ha®sften expressedts

commitment to a social bottom line. Others argue that there is a matter of degnad balance,
that must be respded by doublébottom line institutions. The discussion below presents these

arguments.

The Size of the Profits

CGAP Focus Note, CGAP Reflections on th
Compartamos IPO, June 20Qf7age 3)
Link:www.cgap.org/p/site/c/template.rc/1.9.2440
The most important source of concern about
the IPO in the microfinance community has
been the huge profits the IPO produaedh
particular, the profits for private shareholders.
To approach this issue, we rekd¢o begin by
distinguishing between thexistenceof profits
and the size of the profits. We see nothing
wrong with the fact that shareholders make
profits out of Compartamos.

60

Mexican Banks
(Median)

Compartamos
2006

Sources: MIX Markst; 27 Mexican Banks in BankScope database,
excluding Credomatic as an outlier because of its =533 percent ROA.

Figure 5: Return on Average Equity (source: CC
Focus Note)
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The more difficult question has to do with the
size of the profits. Even peaplwho favor a
commercial approach to most microfinance
have to scratch their heads when they see
shareholders making annual returns of 100
percent on their investments, compounded for
eight years running. To assess whether this is
reasonable or ethical inthe context of a
company and a majority of its investors who
have a social objective, one should look at the
sources of those profits, and their uses. To what
extent do the profits come out of the pockets of
poor customers? And are the profits used for
further service to more poor people, or do
private investors capture them?

When one looks at the large returns that
[ 2YLI NIl Y2aQ AYyAGALC
their investments, it seems probable to us that
the largest portion of those returns is
attibutad £ S G2 / 2YLI NIl Y2a
of very high net earningsThose net earnings
were high because Compartamos charged its
borrowers interest rates that were considerably
above what the company needed to cover its
costs IPO purchasers paid high pricdor
Compartamos shares, creating huge returns for
the selling shareholders, because they expected
the pattern of past profits to continue and even
grow. Those past profits came directly out of
GKS LlRrO1Sita 27
creating a conftit between the welfare of those
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| proceeds went to social investors

Credito Familiar | 24 including ACCION International, enaglin
el | 50% firms like Compartamos to spread the
Caja Popular 10%

wealth around the world in the form of

Pronegocio ‘ 23%

increased financial services to the poor.

FINCOMUN ‘25% A 9 P A - .
EINCA s 51 ySt Ozyu)\yszRZ_ch Y
—_— | e what we have done, because we believe
Compartamos 55% that we are making a difference in other
! ) 4|0 . LIS 2 LJt S Q(E“auAcanNilé,ﬁ drgou can
Percent ONRAUAOAI S AlZ 0 dzi T2NJ
Sources: MIX Market, Mexican Banking and Securities Commission (www.cnbv.gob.mx). é 2 Y é l:l K A y 3 q) é

Note: Consurner lenders (top two bars) lend mainly to salaried workers. MFs (bottorn six bars) lend mainly to unsalaried microentrepreneurs.

Figure 7: Return on Average Equity, Compartamos vs. Mexi /| 2 YLJF NI I Y24 Q A Yy (i S NE
MFIs and Consumer Lenders (source: CGAP Focus Note)

) o - _and profits )
02NNBGSNER YR UKS ¢Sfl TEEKB Codfdrenck Pré¥skatalibh, 120 Gcoléer, by
investors. ChuckWaterfield (CEO, MFI Solutions)

Link:www.microfin.com/SEEPConference

| think we do need to start with a basic
understanding of tB Compartamo$PO in order
to discuss the implications of that IPO on the
future of the industry:

Thus, we would argue that one should not
automatically be concerned because the initial
Compartamos shareholders made very high
returns on their investments. More presly,

the concern should focus on the large portion of

those returns that were created by charging 1 First, their average loan sizes increased

higherthan-necessary  interest rates 10 | consistently ad dramatically over the past ten
borrowers. years, with nearly a tefold increase, starting

. at $100 and growing to nearly $1000 last year.
Acceptable Levels d?rofit § Despite this significant increase in loan size,
Tufts University Micofinance Dialoge, 2 interest rates have remained extremely high
November 2007 Carlos Danel (GGEO, throughout those years. They hawa effective
Compartamos) interest rate of 105%, with taxes includedror
Link:fletcher.tufts.edu/ceme/publications.shtml sustainability smaller loans tend to have higher
The dialogue on therole of profit and the interest ratesthan larger loans However, an
acceptable levels of profits for a microfinance interest rate of over 100% would be considered
institution included questions dimed to Carlos high even with small loans of $100; it is
Danell a1 Ay3 $KSGKSNI &Yl | A garbitint wied dhEirgly ¢ $120D ang T
0dKS LJ2 2 NE g1l a SGKAOI f @ 51 ySt

responded that one needed to loo}
at the level of profits differently, V'eoeBanknaMrs
separating out the IPO proceed "t
from the regular yearly profits of the

All MFls

All LAC MFIs

institution.  Concernig the IPO, L L R 18.9%

Danel stated that the founders neve Compartamos

expected to make a great deal @

money, so the IPO was a surprise ° e *
everyone Danel remlnded thESaurce MIX Market and M\cvoIEamkmg Bulletin #14 Trendline Benchmarks (medians)

audience that twethirds of the IPO Figure6: Return on Average Equity, Compartamos vs. Microban!
Riullletin Peer Grouns (sotirce: CGAP Foclis Note)
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1 As a result of the SOFOL privatization
2000 profits belong to the private
shareholders. Decisiemaking becomes
influenced not just by societal goals; there is
now a large degree of sadlfterest that comes
into the pracess.

9 Due to their loan size and interest rate
decisions they made, their profits have been
constantly at the highest levels in the industry,
with an average annual ROE of over 5[#%
shown in Figuré&]. What we have is a textbook
example of the magiof compounding. Say you

invested $1000 in Compartamos seven years

ago. That $1000 would now be worth $17,000
¢ a50% ROE vyields a 17:1 return over 7 year
One year later your $17,000 is wor$#26,000.
Because otompound growth your investment

keeps growing, exponentially, as long as ROE

remains so high.

1 We watched this take place for six years.
The original total share investment in 2000 was
$6M. Share equity grew to $125M by the end
of last year[as shown in Figure8]. That
additional $120M of pofit all came from the
interest paid by their clients over the course of
a few years.

1 So to summarize the pfPO activity,
Compartamos kept interest rates high, pursued
aggressive growth in loan size, generated majo
profits, and under the new structureall of that
profit belonged to that small group of
shareholders. All of that profit was generated

Compartamos Equity Composition (US$million)
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by the overl00% interest rates paid by their
clients, and, what | find rather sobering, 98.5%
of their clients are poor, rural womenlst last
year alore the shareholders made an average of
$120 inprofit off of each one of those women.

1 Then in April the IPO took place. During the
pre-IPO road show, they showed these
compound returns to potential private
investors. The shares were then snapped up
rapidy, the majority of them(68%)by hedge
fund managers, who look for the most
aggressive returns in the market.

1 In the IPQthe original shareholders cashed
out 30% of their share holdings. No new capital
was raised foBanco Compartamois the IPO.
Instead, the investors took out a portion of their
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Figure 9: Annual Return on Equity, Compartam

(source: Waterfield Presentation)
gains. Several of the key staff and board
members of Compartamos personadigw their
holdings grow toas high asb150 million each
from the IPO. ACCIQNa Pwma
became woth approximately $300M.
i The original shares, purchased with a
combined total of $6M in 2000, became worth
over $2 Billiofas shown in Figur&0]. That is
why you now hear talk about the 300:1 return
that the shareholdes received. They invested
$6M. The first $120M prePO incrase in
wealth came from the interest paid by the
clients in the past few years. Then the
additional $1.8 billion in share value came from

Figure 8: Compartamos Equity Compositic
USkmilliion (Source: Waterfield Presentation)
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the speculation of new shareholders thinking
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Compartamos IPO Results
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Figure 10: Compartamos
Waterfield presentation)
that they, too, could make huge profits off of

loaning to the poor.

IPO Results (Soul

Can market demandbe related to

socialusefulness
MFRDFN Discussion

29 April 2007and 15 June 20Q7Narasimhan
Srinivasan(Microfinance Consultant, India)

Links.financegroups.yahoo.com/group/Microfinance
Practice/message/6912
finance.groups.yahoo.com/group/MicrofinancePracti
ce/message/7095

| would like some more information and clari
on some statementsnade byACCIONnN their
press release [see pa@ef this publication]:

"In order for Compartamos to expand and
cover costs, it charges interest rates abovd
the commercial Mexican rate, a practice
common in higktouch, relationship based
microfinance worldwidég

Was there any consideration at ACCION of

Compartamos board®f the impact of such
rates on nicro-borrowers? Retained earnings
could have been returned to the borrowers.
Was it fair to retain such earnings?

Investors were lted by the earnings per share
and price to earning ratios reported, which
were built on the high interest earnings paid
out by clients fom their hard earned incomes.
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How many of us would like to pay 100% interest
on credit card dues becausef the produd
advaniges (no waiting for a banker to approve
the loan, etc) or pay a 100% interest on a loan
for medical treatment because we are
desperat® How many of us would be willing
that our bankers charge us highrates than
elsewhere in the market so thahe bank can
make an IPO that would "mainstream” their
financial and business model.

It is nice to talk about microfinance clients
deserving this kind of a "sophisticated and high
cost service" ;but if we were those clients
would our "informed viewstemain the same?

25 June, Ruth P. GoodwirGroen (PhD
candidate in Economics, University of Bath JUK
Link:www.microfin.com/dfnpostings1

This discussion reflects a deeper struggle we are
all experiencing whetherwe come from a
business, development or government
background. Namely: how to marry the financial
resources and efficiency of business with the
poverty focus of development and,
governments' agendasso that those who have
been excluded from economic grdlw(at many
different levels) can be included.

C. K. Prahalaproposedthe solution to poverty
in his book"The Fortune at theéBottom of the
Pyramid". In early 2005 he met privately with
0KS OKFANLISNE2Y 2F 2yS 27
banks to discuss busieg opportunities in
catering to poor people. This was the answer:

b¢KS OKIFANLISNE2Y NBaLRYyR
R2y Qi OFNB lo2dzi YIF{Ay3
0dzaAySaaes ¢KS alARZ gAd
AAGGAY3 0SaARS KAY®D ac¢KSH
distasteful about thedea of making money

2FF LIS2LXS gK2 SINYy fSaa

(Quoted from: Brugmann J. and C. K.
Prahalad (2007) "Ceoreating Business'
Social CompactHarvard Business Review
p. 80)
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Brugmann and Prahadl argue in this article
that it is the combination of business with
social activism that makes the difference for
poor people. So the business world is
increasingly trying to figure out how to have a
social consciencebut it is not easy.

Whichever sector we come froprwe know we
cannot make a real d#fence to financial
inclusion unless we effectively learn from each
other and work together. But it requires a
completely new mineset for all of us and is
really hard to change traditional cultures of
business or development or government.

12 September,Paul Rippey(Manager, DFID
Financial Sector Deepening Project, Ugahda
Link:www.microfin.com/dfnpostings?2

Ridh Rosenberg argud€GAR-ocus Notep.17]
that 100% interest loans do enhance borrower
welfare; otherwise the women wouldhot come
back for more. I'd like to pause at that
statement ¢ "otherwise the womenwould not
come back for more'c to note the error of
confusing market demand with social
usefulness. Why on earth would we think that
continued denand for loans on the part of MFI
clients implies that the loans "enhance
borrower welfare"? This non sequitur has been
befuddling microcredit donors for years.

As | keep pointing out, there is strong market
demand for saturatedats, drugs and alcohol,
on-line video games, and commercial se$0
what? Microcredit may or may not be of net
social benefit, but thefact that people keep
taking loans povides absolutely no evidence
that microcredit does more good than harm.

There are, in fact, substantially meo people
lined up to buy fasfood and get into casinos
than those &opping for organic oat groatsnd
enrolling in zen meditation centey so on that
limited evidencewe might assume an inverse
relationship between market demand and
social utility. But,in fact, | thnk we just don't
know the netbenefit of microcredit, and by

concentating on numbers of borrowersye are
looking in the wrong place to find it.

2 Ke | NB
rates so high?
Bringing Microfinance to Scale, ACCION
webinar, 27 June 2007, Beth Rhyne (ACCION,
SVP), Lauren Burnhill (ACCION, SM®R3rio

Otero (ACCION, Presidentplvaro Rodriguez

(ACCION Board Chair and Compartamos Board

member)
Link:www.microfin.com/webinar

Beth Rhyng9:42). / 2 Y LJI NJibasrc2 a Qa
strategy has been to charge interest rates that
would yield profits and then retain those
earnings so that it could grow fast and then gain
access to the capital markets to position it to
raise finance more in the future.

LaurenBurhart (25:00): One of the challenges
they faced as a SOF@Hat will be eased now
that they are a bankand part of the public
markets is that of playing a leading role in the
microfinance industry. There have been
moments where when we looked at thevidity

to lower interest rates we realized that lowering
interest rates coulceffectively set off a pricing
war amongst microfinance providers SOFOLS
and NGOs; and because Compartamos was
more advancedn its developmentand more
profitable, it could hae done very well in those
wars, but it would have had a very detrimental
effect on the industry Lt is important to
recognize that it is not just the institution that
needs to be considered ideterminingpolides,
but the industry as a whole.

Alvaro Podriguez(41:30: The IPO is attracting
significant amounts of private investors into the
sector, and private entrepreneurs thinking
about starting MFIsThis will bring a significant
amount of competition and that will only
benefit the clients in manyways ¢ better
service, lower interest rates, etc, et¢here was
also a question on interest rateswhether this
was discussed throughout the IPO process and
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whether investorshad expectations that those
interest rates were going to come dowin the
majority, theydo have an expectation that they
will come down. The reasorwhy the valuation

of Compartamoss so high is basically because
of growth prospects and not so much because
of profitability and margins. The growth

projected is so great and thatgives a
tremendously positive valuation for
GCompartamos

Beth Rhyne(50:40): Many people have made
the case that the interest rate could have been
lower. There are a lot of people who have a
variety of opinions on that also within
Compartamos and ACQNO Some people
agree that it could have been, others that it
O 2 dzf RByitChasieally, the strategy was laid
out as this is happening this way because

Compartamos has ambitious outreach goals ang
R2SayQi KIFI@S (GKS | 004
that are needed to raise funds privately.
Therefore, the best financial option was
retained earnings.That strategy was one that
ACCION supported throughout the period. We
can all debate whether that was the right
strategy and have a variety of opinions on it.
Ceatainly it is possible to imagine a setting in
which Compartamos could have been a
successful organization in terms of continuing
to serve clients and have charged a lower rate.
I think the contention is that it would have been
aYFff SN | yR the pxitiBnyiQid
now. L0Qa Ft ol ea S| aheS N
strategy theyhavefollowed has gotten them in
a place where they are poised for very
significant social impact in the coming years.

Maria Otero(54:30): There is a question from a
listener ofwhy did clients choose to come to
Compartamos despite high interest rates?

Alvaro RodrigueZ54:40): | would invite any of
you to come to Mexico and look at some of the
markets where Compartamos operate@axaca
has clear competition, there are townsttvian

Q)¢
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MFI operating on every blockso some parts of
Mexico already have strong competition.
Clients do have a choice, and we see clients
migrate to other MFIs and we see clients come
back! Interest rates are but one variable of the
whole equation. They are seeing much better

service. Also, we see MFIs undetting on

LINAR OS (2 3AFAy Of ASyidaz odz
live very long, so what good does it have if they

FNBYy Qi 3J2Ay3a (2 06S aSNBAy3
long?X L GKAY] 6S ¢sBuSdon 62 RAC

of the interest ratesg it is much more to do
with what it will take to be able to provide
financial services to the majority of the
population.

Interest Rates Expansion, and

Poverty Alleviation
Tufts University Micofinance Dialoge, 2
November 2007 Carlos Danel (GGEO,

gompiagamdE)A and Jnshanl &li NaweBBOS i &

First Microfinance BankPakistar)
Link:fletcher.tufts.edu/ceme/publications.shtml

In response to a question abothe interest
rates Compartamos chargesCarlos Danel
responded that interest rates for Compartamos
clients have dropped approximately 30% in the
last five years. Danel added that he does not
at221 Fd GKS
one of the rasons that traditional banking left
the poor unbanked in the first placeRather
Lhey are clients of Compartamos and should be

eat uall Dangl reiterated that
cb partén%) {:eks ' pRRde a better life for
its clients through extending financiakrsices
to as many as of them as possible.

Inshan Ali Nawazresponded to the interest

rate discussion by arguing that the question of
interest rates is really a question of the ultimate
202S00A0S 2F GKS

stoppingus fromchdB A Y3 T /%
he said, explaining that the First Microfinance
Bank does not currently charge its clients those

rates because  their  objective  was
fundamentally different from that of
Xnge

Ayada
WAy

L2 2 Nhislwas RATTS
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Compartamos.  Articulating a concern that
seemed tobe in the minds of many in the

audience, Nawaz stated that the true objective
of his microfinance institution was poverty
alleviation, not profit maximization.

Free markets should also be fair

markets

Microcredit Summit Enews Debate, 12 July
Jonathan LewigCEO, MicroCredit Enterprisgs
Link:www.microcreditsummit.org/enews/2007
07_critcomment2.html

As a matter of principled commitment to free
and fair markets, no microfinance frstion
has the "right" to charge pricgouging interest
rates just because it can. No microfinance
organization ballyhoos a mission statement
which includes generating lucrative profits from
excessive interest rates charged to
impoverished borrowers.

The most orthodox and compelling rationale for
microfinance usury is that high interest rates
will catalyze investment and eventually create
interestlowering competition. Unfortunately,
competitive microfinance markets in many
parts of the world are a longray off. While the
poor wait, should the borrower of today pay
sky-high interest in order to attract private
capital so the borrower of tomorrow will have
the same opportunity to pay usurious interest
rates?

Ideally, microloan pricing should be deterrath
between a borrower (willing buyer) and a local
microfinance institution (willing seller).Sadly,
poor borrowers, burdened by functional and
financial illiteracy and without other economic
options, are in no position to speak truth to
money any more tha they can speak truth to
power.

We in microfinance uphold the market reality,
which demands that interest rates sustainably
cover a local microfinance institution's
expenses.No margin, no missioriNonetheless,
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there is something unseemly about the yer

wealthy earning unnecessarily excessive profits

off the unbearably poor.

Some argue that to help desperately poor
people help themselves, they must be charged
extraordinarily high interest rates which, in
part, are needed to enrich welhtentioned
investors who require financial returns to justify
their doing social goodls that the best we can
do?

Some interest rates are offensively predatory.
This is a matter of degree and circumstance,
and fairminded people can differ. For this
social investorthe microfinance interest rates
underpinning the Compartamos IPO are
dangerously comparable to microloaharking.

Fair Pricing
ACCIONNSight The Banco Compartamos IPO,

June 200qpage 13)
Link:publications.accion.org/micro_pubs_list.asp

The tremendous success of the Compartamos
IPO has provoked debate and reflection about
the commercial model of microfinance. Some

observers, and ACCION is in this group, see the

IPO as the culminatioof a long process of
preparing microfinance to move into the
mainstream financial sector. At the other
extreme, some observers have seen the IPO as
troubling because it allowed investors to reap
extraordinary returns made possible in part by
high interestrates.

The following observations help frame the
RAaOdzaaAz2y 2y
to date:

w Rates of CompetitorsIn the Mexican
market in which Compartamos operates,
[ 2YLIF NIl Y2aQ NI dGSa |
market range for microfinance.

w Use of Profits for GrowthCompartamos
kept the vast majority of the profits
generated by the high interest rates as

Hage
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retained earnings and used them to finance
rapid expansion.

Use of Profits for Building Financial
Strength  High profits have given

Comparamos a wide range of options for
growing and expanding its range of services
as it is now planning to do.

A more philosophical question is whether
/ 2YLI NIFY2aQ LINKROAY S
the principles of fair pricing. Fair pricing is a
hallmark of pro-consumer policy and a value
widely espoused in the microfinance industry. It
is seen as a key differentiator separating
microfinance from predatory practices.

But the definition of fair pricing has never been
thoroughly debated. Opponents of the
commaecialization of microfinance might
suggest that only cogecovery pricing is fair.
Supporters of commercialization recognize that
profits are a necessary part of the equation, but
may not agree on whether financing growth is
an acceptable rationale for nrataining high
profits. One clear lesson from the Compartamog
experience is that there is an urgent need for
greater discussion and consenduslding
among industry participants on the issue of fair
pricing as a cornerstone of pansumer
finance.

Explaration of Compartamos

Interest Rates
MFP Discussion, 7 April 2008, Chuck Waterfield
(CEO, MFI Solutions)
LinKinance.groups.yahoo.com/group/MicrofinanceP
ractice/messagqe3838

Compartamosargues that theycharge clients
approximately 82%, a figure they base on their
portfolio yield. The cost paid by the clientss
actually 105% or can even be argued lie
129%, Compartamos tells their clients that
loans are charged amterest rate of 4% per
month. Compartamos also (I expect) tells them
what their weekly payment would be. The

Compartamos website also has repayment
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schedules posted. On that website, they state
the APR is 105%cluding the valueadded tax.

How does astated 4%per-month interest rate

0S02YS | wmnap:r AYOGSNBaid NG
a bit of background on what interest rates
mean. The textbook definition of interest is
GGKS OKIFNHBS F2N 4KS dzaS 2+

However, many finance institutions eisa

LI2vérieta¥ techniguesi ty’ maskhé acNii cosi af (i K

the loan. In response, governments have

passed consumer protection laws, such as the

b GiInNIEYRA y 3 ¢ FOGx 6KAOK
mixture interest and fee calculation methods

down to a basic, consistembeasure called the

Glyydzl £ t SNOSy Gl 3S wkisSzé 2N
Figure 11 showsthe average Compartamos loa

of US$1,000for 16 weeks,but chargedwith

ny:s Fyydzt AyGSNBad OKI NB!
ol t Iy RSBk of 2 Iay is GHowninyfed S ¢

FYR GKS aAYHISINGGSE NIV S IN

(compulsory savings is not yet shown in this
graph) As you can see, each week, interest is
calculated on the amount actually held by the
client in the previous month.

Unfortunately, this is not what Compartamos
does. Like many MFIs, theinstead use a
YSGK2R 3ISySNIrffe OlFftftSR ¢
method not invented by the microfinance
industry but one that has been very commonly

utilized by the microfinance industry. In this

Amount

Relation of Net Loan, Interest Method, and
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Figurell: : Declining Balance Interest Rate Method
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approach, the quoted interest rate is charged
on the original loan balance, even though the
client does not have (and ofteneverhad, as
we will see) that much money at her disposal.

Fgure 12 8 K264 G(KS 3INBSy
.FE 1 yOSe fAYS ebkkil, itteredt
is charged on $000 and the client has1$00.
Each week, the client pays back part of the loan
but interest is still charged on the original loan
amount. In Week 3, the client has only & to
invest in her business, but she is still chargeq
interest on §,000. Such a system appead in
lending because ti allows the institution to
charge nearly twice as much interest for the
same nominal quoted interest rate The48%

Relation of Net Loan, Interest Method, and

S Compulsory Savings
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Figurel2: Flat Interest Rate Method
flat interest results in an APR of 86.8%.

The APR is almost twice as much as the quote
interest rate. In looking at the abewgraph, you
can see why.The area shaded red shows the
length of time that the client has different
amounts of money. With the green, flat
interest line you can visualize a rectangular box

If you visualize the red area as a diagona
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straight line, th@ you can see that the line
divides the green rectangular box in half. Thus,
interest is being charged on twice the amount
actually held by the client.

cstillywé &eNdBart inf themb5%6Snterest rate that
| (CorbpartarSod

notey” én dir website
repayment shedule. But there are more
issues: first, Compartamos does not charge 4%
flat interest permonth. They charge 4% flat
interest every four weeks If one uses the
G§O02y@PdSYyASyOSe 27
weeks, there are actually thirteen months in a
year. Thus, Compartamos is charging an
additional month of interest from what they tell
their clients and 48% becomes 52%With 52%
annual flat interest, the APR increases to 93.7%.

Fees and commissions are very common in
microfinance, and they often hava significant
impact on the total cost of the loan. To my
knowledge, Compartamos does not charge any
fees. However, they do charge a vahaded
tax. This is required by Mexican law and is
calculated as 15% of incomdhis VAT adds an
incremental 134% to the APR, now raising it to
107.1%.

We are now very close to the stated rate of
105% given by Compartamos. Why the slight
difference? Compartamos does not actually
calculate flat interest in their repayment
schedule. They actually are calculatintgrest
based on a declining balance calculation.

Compartamosadvertises| 26 aFtL
rate to the client, and then appliesa@ampletely
different interest rate internally, when

generating the repayment schedules thateth
clients must legally ftaw.

Fage
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Now we will move on to an analysis of how that
105% APR actually becomes a 129% AP
Compartamos also actually requires all clients
G2 aal @S¢ wmm:> 2 BnddoksS A
not pay any interesbn the savings The client
comes to Cmpartamos toget a loang say
$1,000. In order to get the loan, she must
Compartamos have $D in an offlimits
Gal @gay3a | O002dzy i ®¢ 4
Compartamos seizes the savings. In othe
words, this is not savings, but rather it is partial
loan colateral.

This compulsory savings requirement results in
a significant additional cost to thelient. She
wants to borrow $1000 for her business. She
gets only $00 to invest in her businessubshe
is charged interest on $200. Fgure 13 helps
to visualize this. There is now a blue liae

$100 AYRAOFGAY3a (GKS a/
oLt yOSo b2GS I taz
.FflyO0S¢e Aa y2g f26SN

has 00, while interest is charged on ¥100.
The red area is now a smaller pentage of the
green, rectangular area. In fact, in the last two
weeks, the client actually has regative net
loan balance. She hamore of her money
6aal oAy3a¢0 KSftR o0& |/
invested in her business. And even with &
negative loan bdance, she is being charged
interest on theoriginal loan balance of $000.
This compulsory savings requirement adds|

R.

And the client has muckessthan $1,000. In
fact, the$1,000 loan is never al$00loan, but
rather a 00 loan for one week. Then the

NJcliéng dtayfs phyMe bdwghé loan, and the loan

balance drops. What is the average loan
balance over those 16 weeks? Ju$8% So to
havean average of 431for a year the client is
paying $52 a year to Compartamos. This

make§ She impaktSof dn APR &f f120% in@re LJ- & =

evident ¢ it is the equivalent of Compartamos
simply alloving the client to keep aredit-card
loanbalance of$431for an entire year and then
chargngthe client $552for that privilege.

An interestingstatisticis tK S Of A Sy (i Qa
. 2 NNE ¢ A y &6 morghi. yAt 86 months

into the year, the client is already behind,
having paid more in charges than the actual
loan amount. She has paid $431 to borrow

2 Y®8RIzffod @ BNhonthg. $hé dogftiBust her debt
(i Kdycle mantkafer-maBiR If shecdild, indtead; vy
3D mobilizg $43506 ther N nioKe$ ardfbe Sy

satisfied with that amount, she could be freed
from borrowing from Compartamos. She would
have %52 of additional income each year to

spend on her family. To me, that is profound. It
demonstrates clearly that when interest rates

2 Yatdlektd@rhely high, ifli& farybett@ritdS savé ltod

finance your needs rather than to borrow.

21.8% to the APR, raising it to 129%.

CAylLftex tSG4Qa t221 |
means for the client.The client borrows $,000
and pays $70in interest and VAT over the 16
week life of the loan. That seems much lower
than a 129% interest rate. B weekss also
much less than a year. If the client turns around
again borrows $,000 and goes through another
cycle, and continue for a year, shevill have
paid a total of $552n interest and VAT over
those 52 weeks.
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Topic 2:

Can the mutually agreed upon goals of scale and sustainability be
achieved without using high -profit IPOs as a means to those ends?

Overview of this gction

About fifteen years ago, the microfinance community reached a brdediticonsensus that MFIs should

strive for scale and sustainability in order to provide financial services to a large number of the poor. The

industry has been making progressvrd both of those goaland progressing in blending funding

sources composed of savings, concessional and commercial loans, and equity investments coming from

social investors and, to a lesser degree, commercial invest@<dmpartamos IPO has bgamtrayed

as a landmarkevent that will help to trigger a much higher degree of interest among commercial
investors and it is argued thathis interest could dramatically increase the flowtatl financing into
the microfinance industry. Others have ardubat there are other means to reach the dual goals of
scale and sustainabilifyachieving the same ends, but without using kigbfit IPOs that deliver large

profits to external investors

History of Compall | Y Qirdefest

rates
CGAP Focus Note, CGAeflections on the
Compartamos IPO, June 20Qf7age 9)

Link:www.cqgap.org/p/site/c/template.rc/1.9.2440

When Mexico was hit by heavy devaluation and
inflation in 1995, Compartamos, still @ pilot
phase of operations, responded by raising itg
effective annual interest rate above 100
percent, in order to provide real (inflatien
adjusted) yields that were sufficient to cover its
lending costs. When inflation dropped back to
normal levels, thefounders and managers
deliberated about whether to lower the rates.
They had a choice about the matter because
they faced little direct competition and were in
a nearmonopoly position with respect to their
clients. They decided to leave the high charge
in place, in order to fund the rapid expansion of
outreach to new clients.

It seems to us that as long as Compartamos wa|
an NGO, it was not unreasonable to defend thig
highrinterestrate, highretained-earnings
strategy. FaAOlIftftexs Al ing 2
clients for the sake of outreach to potential
future clients, and all profits accumulated in the
NGO

U7

n

Once Compartamos commercialized its
operations in 2000, the tradeff between
public and private benefits changed, because
private shareholders enteck the picture.
Higher charges to borrowers correlate directly
with higher profits captured by investors,
including private investors. To that extent,
there is a direct and obvious conflict between
the welfare of clients and the welfare of

investors.

Stokpiling earnings to fund growth
Microcredit Summit Enews Debate, 12 July,
Maria Otero (President, ACCION)
Link:www.microcreditsummit.org/enews/2007

07 suppcommentl.html

Comprtamos has pursued two ambitious goals
throughout this decade. One was to reach a
million clients by 2008; another was to establish
long-term viability by gaining full access to the
formal financial system. The strategy they
followed involved stockpilingarnings in order
to fund portfolio growth and expansion.

ACCION, as mingrity  shareholder in

% Sd}!rﬁdérltam% Sngssexpr%s'ée@ nlny opinions in
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board discussions on interest rates and growth
policy. In the final analysis, we stand behind
the strategy they'veadopted. Regardless, we
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take very seriously the issues raised by the IP(
debate. The event has provoked a healthy]
discussion on what constitutes fair pricing, and
the role of profits in the commercial model of
microfinance. ACCION will continue to
participate actively in the discussion of these
issues.

Growth through profit was the best

option at the time

ACCIONNSight The Banco Compartamos IPO,
June 200q{page 14)
Link:publications.accin.org/micro_pubs_list.asp

Compartamos might have reduced interest
rates somewhat, but instead used profits to
achieve unprecedented outreach and to
position itself for even greater outreach in the
future. The fundamental question is whether
this strategy works in the best interests of the
clients. One way to look at this question is to
ask whether Compartamos could have achieve
its current outreach and position for future
outreach in any other way.Instead of current
clients financing growth through mevestment
of profits, perhaps Compartamos could have
turned more to investors (by borrowing more or
raising more equity)./ 2 YLIJ NIi | Y2 & Q
management have maintained that the retained
earnings strategy was the best option at the
time. Until Compatamos built credibility with
the capital markets it would have no other
strategy. Without retained earnings, growth
would have stalled. ACCION, in its role on the
021 NRZ Kl a & dzLJLJ2 NIi S §
pursuing this growth strategy. Rosenberg, whqg
has avised Compartamos management
informally for many years, maintains that this
argument has progressively weakened sincd
2000, as Compartamos has increasingly fu
access to capital marketsHis points are well
taken and deserve full consideration by all
CorLd NIl Y2aQ akKlNBK2fR
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Leverage andavings

DFNDiscussion, 26 Jung 12 SeptemberDave
RichardsonSenior Manager, WOCQU
Link:www.microfin.com/dfnpostings3

For me, the core issue of thigblate is: Should
the Compartamos model bevenerated and
replicated as the poster child of Microfinance
for the future?

I have reviewed some recent financial
information from the largestcredit union
network in Mexico, Caja Popular Mexicana
(CPM) over the same time period as
Compartamos20012006. The differences are
too significant to ignore. At théeart of the
matter are the loan interest ratgsvhich in CPM
havefluctuated between 225% while the loan
interest rates inCompartamos have hovered
around 100%.

My most startling discovery was in the area of
financial leverage, or the debt to equity ratio.

CPM has a total savings deposit base of
3,333,022 accounts for a total of $928 million
dollars. { Ay OS
equity ratio of @mpartamos haslroppedfrom

2.06:1 in 2001 to.aimcredible 1.36:1 in 2006. |

0 #m' dDibrodindel at this result, since | always

thought commercialization meant that you
could go out and access deltapital and
significantlyincreaseyour leverage. Financial
leverage is animportant tool used by all
financial institutions to make efficient use of

ca)mtal and fund rapld %rowth
2YLI} NI FY AY

According to my calculations, Compartamos
could multiply its debts bgeventimes without
raising one additional penny of equity arme
well within theBasel guidelines. The statement
that Compartamos needed to overcharge
current borrowers to fund future borrowers
seems to violate every textboakxplanation of

N&ow tapidRgroXith shouli Hertényled ®hen debt

capital exists.

Fage

dO02YYS3heJdebt f AT |

a A


http://publications.accion.org/micro_pubs_list.asp
www.microfin.com/dfnpostings3

ACCION Ksight (page 15) talks 2 ¥ & (1 K
FfA3yYSyilde 2F AyiSNBa
YR GKIFG GKS Lth Aa |

the commercial model of microfinanc¢see
page 35 of this publication] There is no doubt
that Compartamos has found a very prafite
niche in the market.

However, vas the IPO good for the poor
women entrepreneurs? Was there any new
money made available for éending? Not only
was the@e no new money, but thetructure of
the financial condition of Compartamos
radically changed

Instead of using savings deposits as the
cornerstone of microfinance and theetained

earnings of the members as risk capital, | see n
reason to go for the IPO except ondlassive

wealth, which is precisely what has happened ir
this most impressive da LJ | & -LIRHE F ]
microfinance. Compartamos has won the triple
crown of high dividends, high executive and
board compensation, and high stock prices,

GKAOK KIF @S NBsgFNRSR S
Y2aid 2LJAYAa(@R@onshEdas O
p.11).

Using profits to expand outreach

depends on the stage of history

CGAP Portfolio Newsletter, June 2007
Link:cgap.org/portal/site/Portfolio/Jun2007Lead/

Given the cost of labor in Mexico atlde tiny
size of Compartamos loans, a high interest ratdg
was inevitable. But how high? Compartamos
justified this practice as a means to fund rapid
growth of its outreach to poor women: the
profits were reinvested in new branches and
staff. Was this adefensible strategy for an
institution with a social objective; improving
the welfare of present and future poor clients?

We at CGAP think that the answer depends of
which stage of Compartamos's history one ig
discussing. Prior to 2000, Compartamos was

Jprodid; hiut it had no ownersAny profits had to

i &belused yoB théi Ksitutians | shcBIKRiIpdRS NA

=)

SSNE2Y S
0 Htisdethy/ td &1s at CGAP that after 2000 there

not-for-profit NGO. By law, it could make
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by current borrowers would go to benefit future

clients, rather tha escaping into the hands of
private individuals. Also, during this period
Compartamos probably did not have other
practical options for funding such a rapid
expansion of its services. Under those

circumstances, we think that funding expansion

with  highea-than-usual profits could be
defended.

But things changed after 2000, when
Compartamos "commercialized'q that is,

moved its operations into a feprofit company
that sold its shares not only to p#wono
investors but also to a minority of private
individuals. More importantly, Compartamos
had other ways to fund its growth after 200Q.

dﬁTéguMJ (and did) sell bonds in Mexico, and

sociallymotivated international investors had
begun creating large funds to invest in the debt
and equity, of hél(g;qlﬁahtg MGFlés 52VR GKS
was a direct conflict between the profits of
private investors and the financial interests of
Compartamos borrowers. We don't think that
Compartamos and its prbono majority
shareholders gave enough weight tthe
interests of the borrowers when setting its
prices.

Compartamos can grow through

borrowing and deposits
ACCIONNSight The Banco Compartamos IPO,

June 200 page 5)
Link:publicationsaccion.org/micro_pubs_list.asp

Unlike many IPOs, Compartamos did not raise
funds for its own operations or expansion
through the IPO. It was a secondary, not a
primary, saleg i.e. no fresh capital came into
Compartamos as a result of the sale. In fact,
Compartamos did not need to raise new equity

Fage
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in early 2007. It has other means of financing
growth.

Compartamos is unddeveraged relative to
other banks (40 percent capital adequacy ratio
versus 16 percentfor Mexican banks on
average). This gives it rom to grow from its
existing equity base through borrowing and
deposits. Moreover, equity can continue to
grow through retained earnings, as it has in the
past.

Grow, yes; but growth through
profits conflicts with cial

objectives
CGAP Focus Note, CGAEfl&ttions on the

Compartamos IPO, June 20Q7age 11)
Link:www.cgap.org/p/site/c/template.rc/1.9.2440

LG asSSvya G2 dza 4GKIF4G
grow fast has been defensible from a

devdopment perspective which is to say, the
perspective of present and future clients.

But that brings us to the critical question: How
should that growth have been funded?
Compartamos and its shareholders say that
unusually high profits were a necessary paifrt
GKS SljdzZ 4A2YyY awiBKS
become retained earnings and allowed the
institution to nearly double its reach over the
last three yearssomething it could not have
done any other wa ¢(ACCION press release,
Apr 27; see pag® of this publication)

2SS KIFI@S y20G 0SSy LINXN
financing alternatives and decisions, but that
statement is far from sekvident for us, at least
when applied to the period after Compartamos
commercialized. The years since 2000 havs
seen what can onlyédescribed as a flood of
new publicly owned or socially motivated
investors who are anxious to invest large
amounts in debt and equity of MFISVe have
little doubt that Compartamos has turned down
expressions of interedtom a number of these
investorssince 2000.

1%
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The company was not heavily leveraged
Compartamos may have faced a tradeoff
between paying a few more percentage points
on its borrowings on the one hand, and
lowering the interest rates charged to its clients
on the other. Might not a busiss with a strong

and effective social motivation choose the
latter?

. dzii Y2NB G2 iKS
Compartama have taken equity investments
which would allow it to expandts fundingt
including borrowing more without hurting is
debt-to-equity ratid?

Was a lower financial return for existing
investors weighed against the benefit to clients
in the form of a lower interest rate?

kin he facts availabl ugjs _hard to
g\J/EI]Ji %jérjou\ga auéstioﬁsg A \%

Gt

I‘Péthe}.j 2
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[ 2YLI NI Y23aQ AyadSm@Brgd NI G S
decisions gave appropriate weight to its
Of ASytaQ AyiSNBada oKSy (K
financial and other interests of the
shareholders It is not clear how much

/ 2YLI NIFY2aQ
differed from what one would expect froma

NN FortpEIle A Rsadimaxinuzings &

company and its investors.

One cannot be too shocked if a fprofit
corporation starts acting like other businesses.
But in the Compartamos case, a controlling
majorityt two-thirds of the shares was held

58y thies probenp | Shaggfiolders whe were

committed to development objectives, not
profits. At a minimum, one wants to ask why
they did not insist that greater weight be given
G2 0KS AyiSNBada 27
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Topic 3:

Do IPOs alter governance in such away that it is harder to balance social

and commercial objectives?

Overview of this section

The microfinance industry has accumulated years of experience in havispgaifibrinstitutions
as well ador-profit institutions with primarily nosprofit owneiship experiment with balancing

social and commercial objectives in their decision making.

Now, with IPOs happening in

microfinance, we find governance changing due to the entry of some investors who are
interestedprimarily in the financial returns. Withis affect the way that management grapples

with these issues? Some argue that this could be one of the most critical issues confronting
microfinance, and that we may find ourselves at a major transition point for the industry.

How dofor-profit boardsmanage

the double-bottom line?
DFNDiscussion

23 JuneBeth RhyngSeniorVP, ACCION)
Link:www.microfin.conidfnpostings4

I'd like to highlight the difficulty of guiding
decisionmaking (regarding missiamlated

issues such as pricing policy) when the
ownership mix of the MFI includes ngnofits,

social investors and purely commercial
investors, which is a mixture we are going to be
seeing for a long time to come.

How do the boards of such institutisrmanage
the double botbm line? There are some tools,
for example, social performance measurement.
Institutions should set up specific social
performance objectives and measure whether
they are achieving them. Consumer protection
codes are another sedf tools. They usually
include fair and transparent pricing as a stated
value, so they call attention to interest rate
policy as one of the key double bottom line
issues. These are good tools, but they are onl
as strong as the will to use them (or thegél
requirement).

A quote from Herbert Muller, board chair of

BancoSol, suggests another reality. He said thg
balancing financial and social objectives
surfaced in one guise or another at nearly every

The Implications of Commaalization in the Microfinance Industry

BancoSol board meeting because so many
decisions rquire the board to apply general
principles to specific situations. From this |
conclude that the way the double bottom line is
actually managed in mixeownership MFIs is
by talking about the principles in governance
meetings early so that consensus degs, and
then continuing to talk, meeting after meeting,
to apply and sometimes recalibrate the
principles. | understand that exactly this kind of
a process has been going on inside the
Compartamos board over the years.

25 June, Chuck Waterfie[CEO, MFSolutions)
Link:www.microfin.com/dfnpostings4

Compartamoss a socialymandated company
that makesprofit exclusivey off the very poor,
prides isef in its socialmission, and talks about
its adherenceto a "doublebottom line". It is
being held by some as a success and an
example for the microfinanceindustry to
follow.

Beth provides soménsight into the challenges
of decisionmaking processewhen pursuing
multiple objectives.

The fundamental issiin multiple bottom lines
is that we need to understantiow to strike
some acceptable balance between challenging
and contradictorygoals. The challenge is to find
the tension of the middlepoint, generally

Fnage
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sacrificing a bit on each objective teatisfy
each.

Compartamos while trying to engage the
middle/balance/tension decisions inhererin
the doublebottom line, ends up charging the
interest rates they do,targeting the profit
margins they do, setting up a structure that
makes the decision makerghe recipients of
that profit, and then extracts profit to the
degree they did. They are arguably "off the
charts" on every one of thegmints.

My concern: If this is what ACCIGN/
Compartamos do and advocate, whatmming
next down the pipeline, when we ave MFI
boards dominated by theprofit side of the
double bottom line?

| struggle to find the "balance" in these
decisions Personally, | want to understand why
Compartamos and ACCl(i¢lieve they have

achieved balance. | want to understand what
struggles they did go throughand how they

ended up making the decisions they did. Is thig
an example we are to celebrate and emulate?

| really believe that we should step back and
look at ourselves from a bit of distanceWe
first thought "wouldn't it be grea if we could
cover ourcosts..." Then we said "some profit is
necessary to cover risk and fugtowth". We
reached that hurdle.But we have, to this day,
neverdiscussedr debated "how much profit is
too much profit"? | hear some people in
microfinance say: That is not a topic we should
to discussaswe should onlystick to "objective”
issues.| disagree.

23 June, Rich Rosenbgi@GAP Consultant)
Link:www.microfin.com/dfnpostings4

I think the coreissue is not just the fact that
large profits were made on higimargin interest
rates to poor customer, but also the fact that
this was done by a company controlled by pro
bono shareholders whose mission is not making

profits but helping clients.

The Implications of Commaalization in the Microfinance Industry

Observe hat Finsol, an emerging purely private
for-profit competitor of Compartamos, is
charging rates that are about as higas
Compartamos, including a profit margin that is
only a little lower. | don'hear a lot of outrage
about Finsol. Yes, it is extractimgonopoly
profits from poor customers because the
market is immature and competition hasn't
forced rates down (yet). But that's what we
expect private companies to do.

I'd have a hard time characterizing
Commrtamos profits as "excessivaf purely
private capital weranvolved. But that's not the
case we're all discussing. The Compartamos
capital wasnot purely private. The majority of

it belonged to publigourpose shareholdersg

the Compartamos NGO, ACCION, and IFC. For
me, the proper questionis mt whether the
profits would have been excessive for a private
pioneer company, but whether the high profits
coming out of the pockets of poor peopleere
defensiblein light of the mission of the majority
shareholders

Dealing with the real set of factsin the
Compartamos case, | find it quite possible to
formulate reasonable judgments about what's
excessive or not. The criterionwhether the
interests of borrowers were given as much
weight as they should havieeen by prebono
shareholders whose objége was supposed to
be welfare of beneficiaries, and for whom
profits were supposed to be judged in terms of
whether they promoted that objective or not.
Reasonable people might disagredout the
answer to that question, but | don't think
there's anything fuzzyheaded about it.

| think the issue is: When notfor-profit
microfinance operators bring in private
investors, how should they handle issuldse
high profits?

| and others have raised concerns about
whether the IPOand reaction to it will hurt
MHs elsewhere who are charging interest rates

Jage


www.microfin.com/dfnpostings4

that look "high" but who are making much
more modest profits. | think the public
discussion of the deal so far, not only in the
microfinance listserves but alsoin the
mainstreampress, bears out this concern.

24 July, Dave Richardson(Senior Manager,

WOCCY
Link: www.microfin.com/dfnpostings4

BethQ @omment regarding theownership mix
goverring Compartamosstruck me as curious
after a cursory review of the stockluer voting

rights of Compartamas Compartamos ACa

non-profit civil associatiop and the ACCION
Gateway Fund (a forprofit subsidiary of
ACCION a nonprofit, pro bono development
company controlled a majority interest of
57.25% of the voting stodkee table).

What need is there of guiding decisiomaking

policies when two stockholders with social
objectives can tell the other stockholders and
management tolower interest ratesand then,

vote accordingly to force the issue?
Notwithstanding their voing power, ACCION
has publicly stated that they supported the
Board decision to maintain high interest rates in

pursuit of itsgrowth strategy (ACCIONFocus
p.14).

But what of Compartamos AC, the nprofit
NGO who complled 39.20% of the votesAfter
reviewing the ownership structure of this NGO,
| found that three of the four founding
members just happened to be stockholders of
Financiera Compartamos, the Finance Company
(SOFOL) FRurthermore, one of those three
members was a Full Board Member arfte t
other two were alternate Board Memberdn
other words, Compartamos, AC, the nprofit
NGO who is the largest stockholder of the
Financiera Compartamos (SOlChappens to
be controlled bythree Financiera Compartamos
Board Members who are all privatevestors
with a vested interest equal to 6.79% of the
company!

This discovery spurred me on to look at the
entire ownership structure of Compartamo&f
the 21 stockholders, three are institutional
investors (Compartamos AC, ACCl@hd IFC)
with a vesed interest of 67.82% and 18 are
individual investors with a total of interest of
32.18% of the company.

Looking more closely at the block of 18

Compartamos shareholders at the time of the

IPO

individual investors, | discovered some

39.20% |Compartamos AC
18.05% [ACCION Gateway Fund
10.57% [IFC

23.66% |Insiders (11 individuals)

interesting voting block linkages:

1. MM a0201K2ft RSNA

Director

Director

Director

CEO

Co-CEO
Alternate Director
Alternate Director

4.80% José Ignacio Avalos Hernandez
4.85% Alfredo Humberto Harp Calderoni
2.899% Juan José Gutiérrez Chapa.
2.809% Carlos Labarthe Costas.

2.69% Carlos Antonio Danel Cendoya.
2.40% Luis Fernando Narchi Karam
1.41% Juan Carlos Letayf Yapur.

0.59% Oscar lvan Mancillas Gabriele.
0.58% Juan Carlos Domenzain Arizmendi
0.36% Federico Hernandez Martinez
0.30%

Alternate Director
IT Officer

Business Development Officer|

Javier Fernandez Cueto Gonzélez de Cosio |Strategy/New Busihess Office

positions of voting power
representing 23.67% of compaiy5
of 10 Board Members (including 2
executivelevel employees) and 5 of
10 Alternative Board members
(including 2 seniclevel employees
and 1 nonboard member who was a
senior employee.

8.52% | Outsiders (7 individuals)
Charbel Christian Francisco Harp Calder
Fausto Enrique Miranda Gutiérrez
Alejandro Gonzalez Zabalegui
José Luis Labarthe Hernandez
Miguel Avalos y de Mendizabal
Pedro Fernando Landeros Verdugo
Alejandro Puente Barrén

2. 5 stockholders wre either executive
or senior level employees

3. 6 stockholders were family members
belonging to 2 families
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