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|. About the Guide

Client protection is a key tenet of microfinance. This is demonstrated by the extraordinarily
large number of organizations thare endorsing the Client Protection Principles set of

global principles aimed at ensuring microfinance clients are treated fairly and responsibly and
do not become ovendebted. Although the Client Protection Principles are widely agreed
upon, deepermplementation of the principles and ways of monitoring thboth at the
microfinance institution (MFI) and funder leyedre in the early stages of development.
Microfinance providers and their supporters are actively looking for concrete and practical
ways to implement the Principles more comprehensively.

This Guide offers simple and straightforward guidance and tools and resources for investors
seeking to incorporate the Principles into their investment processes. It was compiled by
CGAP, drawing on aaiributions from across the microfinance investor community. It
presents seven recommended action steps, suggested approaches, and sample templates
currently being used or being developed by investors and fund managers.

The Guide 1is a at willv be rugdated deguadymes rptactice evolves.
Investors are strongly encouraged to provide feedback on how to improve this Guide
and to share additional material that could be includedComments and material should be
sent to Kate McKeekMhckee@cgap.ojcand Estelle Lahayelahaye@cgap.oyg

Microfinance investors are a diverse group, including large development finance institutions,
such as KfW; large commercial bankgh small microfinance units, such as Deutsche Bank;
and small private equity funds, such as Grassroots Capital and Aavishkaar Goodwell, that
have different business models, priorities, and institutional capacity. This Guide offers a
comprehensive view diow the Principles are being implemented, but it does not propose a

Aone size fits all o approach. Il nstead, it
mutual learning and edevelopment of practices and standards in this area.

The Guide iorganized as follows:

1 Section 2 describes the Client Protection Principles.

1 Section 3 provides an overview of the origins and status of the Campaign for Client
Protection.

1 Section 4 offers practical advice on approaches and tools to implement the
Principles.

1 Section 5 highlights challenges to implementing the Principles.

1 Section 6 provides a listing of resources and tools.
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II. WhatAre the Client Protection Principles?

The Client Protection Principles promote ways for microfinance providers to take practical
steps to treat clients fairly and respectfully while avoiding practices that might harm them.
These Principles are distilled from the patieaking work of providers, international
networks, and national microfinance associations to developgmsumer edes of conduct

and practices. While the Principles are universal, meaningful and effective implementation
requires careful attention to the diversity within the provider community and conditions in
different markets and country contexts.

Here are the xiClient Protection Principles:

1 Avoidance of OveiindebtednessProviders will take reasonable steps to ensure that
credit will be extended only if borrowers have demonstrated an adequate ability to
repay and loans will not put borrowers at significaisk rof overindebtedness.
Similarly, providers will take adequate care that noncredit financial products, such
as insurance, extended to lamcome clients are appropriate.

1 Transparent Pricing. The pricing, terms, and conditions of financial products
(including interest charges, insurance premiums, all fees, etc.) will be transparent
and will be adequately disclosed in a form understandable to clients.

1 Appropriate Collections Practice®ebt collection practices of providers will not be
abusive or coercive.

1 Ethical Staff Behavior.Staff of financial service providers will comply with high
ethical standards in their interaction with microfinance clients, and such providers
will ensure that adequate safeguards are in place to detect and correct corruption or
mistreatment of clients.

1 Mechanisms for Redress of Grievancdroviders will have in place timely and
responsive mechanisms for complaints and problem resolution for their clients.

1 Privacy of Client Data.The privacy of individual client data will be resged, and
such data cannot be used for other purposes without the express permission of the
client (while recognizing that providers of financial services can play an important
role in helping clients achieve the benefits of establishing credit histories)



lll.  The Origins and Status of the Campaign for Client Protection

Client protection in microfinance is not a new issMarious MFIs and networks have
developed praconsumer policies for their operations during the past three to five years,
driven either bysocial concerns or, in some cases, allegations of unscrupulous lending
practices that were hurting the industry.

Early developers of codes of conduct and client protection policies include national
associations, such as the Association of Microfinaimstéitutions in Uganda, SBhan in

India, and ProDesarrollo in Mexico; international networks, such as SEEP, WOCCU, the
Microfinance Network, and Opportunity International; and individual MFIs, such as Banex in
Nicaragua, Prizma in Bosnia, Mibanco in Pemd the Procredit group (an owner/operator of
microfinance banks in over 20 countries).

In April 2008, Deutsche Bank brought together several dozen microfinance leaders in
Pocantico, N.Y., to discuss the future of microfinance. Their findings, the Raxant
Declaration, laid out their agreement on the need for an indwsde/ code of ethics for
microfinance and an active assertion of the microfinance brand as a double bottom line
industry. This meeting helped inspire the Campaign for Client Protectiictiofinance.

The Campaign for Client Protectidmings together practitioners, networks, donors, investors,
fund managers, and policy makers to make a joint and conceftetl tef further advance
client protection. Launched in March 20b3he Campaign is an ambitious thrgear
initiative that aims teensure that providers of financial services to-loaome populations
take concrete steps to protect their clients from ra@ty harmful financial products and
ensure that they are treated fairly

The Campaign serves as an umbrella for all industdg efforts on client protectiorwith

the Center for Financial Inclusion at ACCION International serving as the secretariat.
ACCION International an€€GAP synthesized existing codes from a number of microfinance

net wor ks and associationso6 wor k, distillin
Principles.

The Center for Financial Inclusion was charged with coalition lgidand outreach to
encompass individual MFIs, networks, associations, and professionals working in the field
because of the work with MFIs already initiated by the Center in its Beyond Codes
collaborative action research projedeyond Codes is examirgnhow microfinance
providers can best implement the Principles within their operations Bseel). It has
recently publishedeli-Assessment Guide on Client Protection for MFighich provides a
detailed set of indicators MFIs can use to assess how they are doing in implementing the
Principles (see Section 4 for details of how this is relevant to investors).

! The campaign officially began in March 2009, with the steering committee meeting, but the public launch will take place in
September 2009.
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CGAP was charged with rednoly out to investors and dongis | i ght of CGAPOGSs
work with social investors, microfinance investment vehicles (MIVs), and donors, urging
them to join together to integrate the six principles into their internal systems and processes.
This Guick is a product of a fruitful collaboration with many investors.

Box 1: Beyond Coded How Are MFIs Implementing the Client Protection Principles?

In an effort to move from principleimto practice on consumer protection, the Center for Financial Incly
created the Beyond Codes project, which has since become the informal research arm of the Cam
Client Protection. Beyond Codes was designed to establish a body of knowledgepdd in conjunction with
participating MFIs, about how the Client Protection Principles are implemented. Collaboration and infor
dissemination are key tenets of the project.

Structure
1 Twelve MFIs in four countries representing different geogi@aptegions (Kenya, Bosnia, th
Philippines, and Mexico) are participating in the project.
1 Institutions of different sizes,with different legal structures, including banks, nonbank finan
institutions, nongovernmental organizations, and credit unioegaticipating.
I Timeline and process:
A September 20@B advisory group meets to discuss design of research protocol
November 2008 develop questionnaire indicators
November 2008 to October 20®Jield test methodology through guided safsessment o
MFIs using list of indicators and agreement on pilot projects to improve operations
January to October 2069monitor pilot projects and document business case and leg
learned
November 2008 advisory group meets
201® investigate development of client protecticertification process based on short list
indicators

> > >

>

>

Goals
1 Develop a methodology to assess the state of consumer protection in an MFI by evaluating
practice against the implementation of the Principles.
1 Document and share model practices irtip@ating MFIs, creating case studies that can promote
implementation of better practices in other MFIs.
1 Recommend and track pilot projects in participating MFIs to collect data on the business case fq
client protection practices.
1 Develop capcity in national network personnel on the Beyond Codes methodology.
i1 Facilitate information sharing among practitioner peers.
Explanation on Indicators
The indicators that make up the questionnaire were developed from discussions among several ssadedh
from the projectdés growing experience in the f
examine as broad an array of topics as possible. Through theefgiolg process and the discussions at
second advisory group ntéeg, the project team will narrow the list of indicators significantly, identifyin
much shorter list of indicators that are the most universal, predictive, and objective of those currentl
tested.




IVV. Implementing the Principles

This section provides tools to help investors incorporate the Principles into their investment
processes. It draws heavily on current investor practice aeknekes that organizations have
developed so as to encourage mutual knowledge sharing and learning.

We start by defining a minimum set of actions for investors serious about incorporating the
Principles into their investor processes. Specific examplaavestor practice for each of
these actions follow.

Recommended Actions for Investors

Incorporate the Principles into investment policies.

Endorse the Principles publicly.

Encourage current and prospective investees to discuss and endorse the Principles

Develop, test, and refine criteria and proceduresgesssinvestee implementation

of the Principles during screening and due diligence processes.

Integrate the Principles into financing or shareholder agreements, as appropriate.

6. Monitor implementationof the Principles by investees through mandatory
reporting and regular monitoring and evaluation.

7. Report on progress to investors and other stakeholders.

Hwn e

o

Most funders are at the early stages of developing policies and procedures related to all these
actions. One of the most advanced is KfW, which has taken a systematic and organization
wide approach to implementing the PrinciplBsx 2 details its approach and corresponding
actions.



B o x

For KfW, the focus on client protection started in 2007, with news of an increasing problem with resp
finance practices, particularly in Eastern Europe and Latin America. Partner MFIs were complainif
competitors were ampting aggressive and nontransparent lending practices. They feared a race to the
Yet they lacked tools to combat the problem.

KfW realized the need to develop a concepthofv to promote responsible finance and tools to tackle
problems, evebefore the Campaign for Client Protection started. Here are the steps it took:

il

Next steps include the following:

2 . Appfodtidts | mplementing the Client Protection Principles

Published gosition paperon responsible finance in February 2008 that was discussed and endor,
a seni or man ag Raesonsible Einamena leitnmtd for KA financial sector promodio
Management and staff needed time to gain consensus on how to best address thegectissuds.
Incorporate the Principles into policies.

Joined the Campaign for Client Protection in Microfinance emdbrsedthe Client Protection Principleg
Action 2: Endorse the Principles publicly.

Entered into adialogue with microfinance providers and other financial sector stakeholders abol
need for the Principles. Kf Wos approach i s
held not only with MFlIs, but also with ministries of finance, central banks, and commercial ban
facilitate this dialogue, KfW has organized, tdgat with the respective central banks, workshops
responsible finance in countries such as Azerbaijan and Kogmimn 3: Encourage current and
prospective investees to discuss and endorse the Principles.

Promoted internal awareness and debate withfsten the six regional financial sector teams. This led
the drafting of achecklist on responsible finance and template Terms of Reference as to how to int
responsible finance issues into due diligenéetion 4: Develop, test, and refine critea and
procedures to assess investee implementation of the Principles during screening and due diligel
processes.

Integrated responsible finance issues, including the Principles, inthuéhdiligence processThis took
time; a balance had to be strubket ween providing informati on
financiers and investors and managing the related transaction costs. This underscores the import]
continual dialogue on these topics and highlighting their importance for busindssiexeloping
responsible financial marketéction 4: Develop, test, and refine criteria and procedures to asses
investee implementation of the Principles during screening and due diligence processes.

Drafted and integrated a clause on responsible fmané nt o K f WoarsagreeenempActen %=
Consider integrating the Principles into financing agreements

Promoted internal workshops atrdining . Internal awareness building and debate among staff is &
step to Kf Wbés appr mcapehwithina réspomsible fimancetfrantelwdéRWV Ralds
regular staff training events, including on responsible finance issues, and gets input from inve
officers on all tools.

Implement and mainstream Implementabn is in process.

Monitor and evaluate. In 2010, KfW will review the experience of implementing the checklist. In
year, it will evaluate its experience and adjust its approach as necessary. To facilitate this proce|
has set up a crossgionalteam of six internal focal points for responsible finance issues, representi
regional financial sector teams. The task of the focal points is to stimulate debate in their reg
region and implement good practices and standards. The team witl negdarly to exchange
experiences and discuss problems to get a better sense of how to initiate and maintain an
dialogue with partner institutions on responsible finance isgAE®n 6: Monitor implementation of
Principles by investees.

Report. The team will prepare a report to the board of managing directors to enswulevabhttention.
Action 7: Report on progress to investors and other stakeholders.
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1. Incorporate the Client Protection Principles into investment policies.

Recognizing the need for client protection is a critical first step to adopting and
incorporating such standards into investor practices.Senior managers may need to be
convinced of the need for client pratien so that they will be committed to client protection
and responsible lending.

The subprime mortgage crisis in the United States highlighted the importance of client
protection by showing the devastati ians i mp ac
extend overly high amounts of credidver 2 million Americans lost their homelsoth

because they had taken on more debt than they could reasonably repay and/or because their
loans lacked transparency and the loan terms were more onerous thaalizeg rThe crisis
highlighted the i mportance of Atraditional
customer, working with them in a responsible manner, and buildingtésngvalue for both

lender and customer

The subprime crisis providescautionary tale for microfinance. It revealed the reputational
risk to our sector: Failure to follow responsible practices could jeopardize the work and social
impact of MFIs in general. This has helped galvanize efforts to promote responsible finance
and ensure client protection and fair treatment. Many investors have since underlined their
commitment to ensure that the MFIs they fund are offering products and services that benefit
their clients (i.e., not just products that can be profitably sold) ane ma&kntribution to pro

poor economic development.

KfW , for example, started focusing on these issues in 2007, before the subprime crisis, and
adopted new policies and practices related to responsible financ8dse®. MicroVest
developed an internal working paper on predatory lending in 2008 to raise awareness within
the organization. It incorporated related changes into due diligence policies and procedures,
with guiding questions on what is triggering predatending.

In addition to integrating the Principles into investment policies, investors should
communicate and discuss these issues and policies with their staff. Raising awareness from
within can make staff supportive of the changes and facilitate tpéementation of the
Principles. Oikocredit, for example, has communicated with its regional offices on the
Principles to raise awareness among project officers and country managers.

2. Endorse the Client Protection Principles publicly.

A key step in demonst at i ng your organi zationds commi .t
publicly endorse the Principles.Endorsement demonstrates to MFIs, investors, and other
stakeholders that you consider client protection issues part of doing good business. It also
provides an mtry point to start a dialogue with partner MFIs. In addition, endorsing the
Principles helps build the momentum and shared norms across the microfinance industry.



Joining the Campaign for Client Protection is a simple and effective way of
demonstratingyour i nstitutionds public suppdByt for
joining the Campaigrinvestorsare committing to implementing the Principles into their own
processes and roles (such as due diligence, investment, monitoring, and governance).
Investors can join the Campaign by going to the Campaign for Client Prot&¢gbrsiteand

signing up. As of July 31, 2009, over 80 investors and 110 MFIs had endorsed thegwincipl

A complete list is available on tivgeb site

Joining the Campaign is important because it is part of mobilizing awareness and
commitment throughout the microfinance industry around the (limatection Principles and
ensuring client protection becomes an integral part of all financial systems. The Campaign
will also provide participants with tools, updates, and knowledge sharing on the
implementation of the Principles.

However, to translatsuch an endorsement into meaningful action, the following steps also
need to be taken.

3. Encourage current and prospective investees to discuss and endorse the Principles.

The next step is to inform your investee MFIs of your commitment to the Principles.
CGAP has drafted a template letter that can be modified and used by investors to
communicate with MFIs (se&nnex ). Encouraging your investees to become endorsers of
and leaders in the Campaign is important. Tlaaitive participation will help accelerate
progress on the most important prioétydentifying specific improvements in policies and
practices at the retail level that are both meaningful for clients and workable for the diverse
array of microfinance provats and contexts.

Many investors have already communicated their endorsement of the Principles to investees.
Developing World Markets, for example, used the letter template, but modified it to better

fit its needs (seénnex 1). Representatives @ikocredit in South East Asia discussed the
Principles and its endorsement at a recent meeting with MFI partners in Cambodia.

Investors are typically not making it mandatory for current or prospective investees to

join the Campaign and endorse the PrinciplesRather, most see the Principles as important
topics for dialogue and building a shared understanding and approach to implementing the
Principles over timeKiva, for example, has communicated with and encouraged @8 of
partner MFIs to endorse the Principles. As of June 2009, 25 had endorsed them. Kiva is in
contactwith its partners to assess why some have endorsed the Principles and others have not.

Many MFIs are asking questions: What does signing up to theiffésanean in practice?

Do we have the time and capacity to make the operational adjustments necessary to
implement the Principles? Are these issues a priority for our organization when we are still
focused on getting the basics right and reaching subthiya For example, one of the
reasons cited by Kiva partner MFIs for not endorsing the Principles is that they want to make
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sure they can translate endorsement into action. Individual MFIs are likely to give these
issues serious consideration before isigrup.

Some investors are providing incentives for MFIs to perform strongly on social issues,
including client protection. For example, Incofin provides better financing conditions for
MFIs that have achieved a minimum level of both social and finaperfbrmance. Kiva is
considering giving visibility on Kiva.org to MFIs that have endorsed the Principles as an
incentive to do so. Such incentives could play a very useful role in supporting improved
policies and practices by MFIs.

Investors are genergllaware that the pace of implementation of the Principles will be
different for different MFIs. None wants to further increase the funding/resources gap
between Tier 1 MFIs and less developed MFIs. Hence, the focus currently is on reaching
agreementonther i nci pl es and working out i mpl ement
of development.

Given their ownership stake in the MFI, equity investors can take a more active role in

ensuring the Principles are implementedsuch asncludingdiscussion anéndorsement of

the Principlesin the Board agenda and requiring regular monitoring and reporting on
implementation to the Boar®&fW , for examplehas found that having a Board seat helps it

to start the discussion about the Principles. By placing the topthe Board agenda, it can

ensure the Principles get attention at the senior level. Actions that Boards can take include
agreeingtodoasef s sessment of their MFIsd6 i mpl ement
relevant policy, and create an actigan to implement the Principles.

4. Develop, test, and refine criteria and procedures to assess investee implementation of
the Principles during screening and due diligence processes.

Many investors are now at the stage of designing, testing, and refiningiteria and
procedures for incorporating the Principles into screening and due diligence processes.

Il n some <cases, client protection considerat
performance. This is the case, for example HBSE, responsAbiity andSymbiotics. Other

investors, such a€redit Suisse,which markets microfinance investment funds to social
investors and underwrites initial public offerings, see these issues more as a part of risk
assessment.

Many investors are initially focusing on those Principles they think are most important
and/or can be easily verified during due diligenceFor example, Triodos has started
incorporating the Principles into its due diligence guidelines with a focus on preventing over
indebtedness and pronmgg transparent pricing.



Some investors have issued guidelines to staff on how to evaluate a responsible finance
provider. For example, for several yeafMO has had a set of guidelines (s&enex 2,
approved byts Managing Board, that provides both basic guidance for evaluation and
analysis as well as practical tools for due diligence when assessing consumer finance
providers.These integrate the latest European Union consumer credit guidelines as well as
bestpacti ce fr om F MO@ste tlhattimseaverp reotr desggned gpecifically to
apply to MFIsbut are relevanbecausethey featurepractical guidance on how to assess
whether a responsible finance provider does a loan affordability ¢eeeBox 3], so as to

avoid overindebtednesy.

Box 3: Gheidaoréan Affordability CheckgAvoidanceof Over-Indebtedness

Before extading a loan, the consumer finance provider needs to assess whether the consumer has suff
sustainable repayment capacity. Although there is no general rule for affordability, the provider shou
debt servicing limit(s) in place. One critemicof affordability often used is the instalment (interest p
repayment amount plus fees) divided by disposable income. Disposable income is measured as net @
income after fixed charges, such as rent, standard living expenses (water, eleetdgityaynd other recurring
financial expenses (school fees, mortgages, other instalments, etc.). This instalment should preferably
30 percent but should not be above 50 percent of disposable income.

Avoidance of oveiindebtedness is safeguardedttvo means:if taking into account the repayment obligatioj
of the consumer to other providers when calculating disposable income and the maximum liimitchedking
credit history at credit bureaugerify thatthe provider has these mechanismplace.

Source: FMO Guidelines for Consumer Finance

Investors that do field-based due diligence are translating the Principles into specific
guestions or indicators that relate to MFI lending practices and that can be verified
through staff interviews or document checksFor exampleTriple Jump, which manages
funds for investors such as tlalvert Foundation and Oxfam Novib, has incorporated 10
guestions related to the Principles in its due diligence template; the questions eméycurr
being field tested.

Many investors are referring to MIX6s | i st
Social Performance Report) when developing their own indicatorgsee Box 4). In
consultation with Beyad Codes and CGAP, MIX condensed the six Principles into easy
indicators for MFIs to reportBlueOrchard, for example, has developed a proprietary
internal scoring system used in due diligence processes and investment decisions, which is
aligned closely wth the principles, the indicators used by MIX, and the consensus client
protection indicators agreed upon by the Social Performance Task Force (SPTF).

10



Box 4: MI X6s social performance report: Client

In 2008, SPTF agreed on a new reporting framework including social, ethical, and environmental dis
standards. The indicators\er disclosure of both)indicators on MFI policies and systems (e.g., whether
MFI conducts market research and discloses interest rates effectively and types of collateral takén
outcomes at the client level, such as poverty level. Whilginiag a primary focus on assessing cli¢
outreach and benefits, the suite of indicators also includes proxies of ethical business practices K
environmental aspects, and client protection. The new indicators were incorporated into the MIX e
social performance and will be published in the MIX Market. In the MIX repodial responsibility to clients
is the indicator that seeks to measure client protection.

Example: Indicators for client protectigminciple on oveiindebtedness

POLICIES AND COMPLIANCE ANSWERS

8  Social Responsibility to clients

a  What does your institution do to avoid
client over-indebtedness? (Check all that apply)

[CIMFT's written credit policies give decision makers (loan officers, supervisors, etc.) explicit guidance regarding borrower debt thresholds
[ the credit underwriting process indudes an evaluation of dient ability to repay the loan

[ The credit underwriting process indudes checks on ciient credit history and existing debt

[JLoan product options are flzxibile enough to fit dient business and/or household needs

[ the institution does not rely solely on guarantees for repayment

[ clients receive training/guidance on evaluating their own debt capadty

[ Management reqularly obtains information about debt levels among its dients

[ reer assessment {in group methodologies)

[ other (please spedfy):

Additional details about the client protection indicator are available iMtiesocial performance reporAs
of June 2009, 89 MFIs had reported on social performance standards to MIX, includirgnoprdiection.

KWW has devel oped a fACheckl i st for Promoti nc
Macr o L e Ymméx8).oHiglilights efthe KW approach include the following:

1 The checklist provides investment officers with issues to consider during the due
diligence process. It covers nearly all of the Client Protection Principles.

1 The checklist is meant to highlight possible areasootern. Wherever such concerns
materialize, analysis is expected to be deepened, to form-fowetled opinion on the
performance of the MFI.

1 The checklist includes analyzing financial indicators for any signs of potentially
irresponsible lending practiseSpecifically, KW asks investment officers to check for
a high correlation of high average return on equity, high interest rates, high level (also
in absolute terms) of nonperforming loans/losses, and a low level of loan loss reserves.
A constellation vith a return on equity greater than 25 percent, a portfolio at risk (30
days) greater than 10 percent, interest rates greater than 40 percent, and insignificant
levels of loss reserves (occurring together) would give a first hint of irresponsible
lending pactices.

Incofin was among the first investment managers to adhere to the Client Protection
Principles. Itdeveloped a tool that assesses social performance of MFIs in its investment
decision process, investment monitoring, and reporting to investoestobh captures some
aspects of responsible finance, including the Client Protection Prin(sgl@&nnex4).

11
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The tool incorporates 43 indicators across five dimensiéosir of the Principlesare
incorporated asaubdi vi si on of AQual ity of Cust omer
those four Principles because they can be easily verified for due diligence, assessment, and
monitoring.

The outcome of the tool is a score for each dimension leading to a weayleede total
scor e. AQuality of Customer Servi Chescoringas t h
system provides a robust and quantitative m

Deutsche Bankincorporated the Principles into its senéng, due diligence, and annual

review processes through a detailed set of questions based on MIX questiohsnieB).

Questions related to the first five out of the six Principles are included in the Sociat Impa
section of the loan application. (Issues related to privacy of client data are currently not
covered.) The answers to these questions are reviewed, probed, and verified during due
diligence in the field through both interviews with relevant staff ammepahecks. The due
diligence findings on soci al i mpact and ot
assessed and rated at the head office level. The due diligence assessment and rating is
incorporated into the recommendation to invest in the MFlemtesl to the Investment
Committee and is a part of the investment decisnaking process.

Assuming the investment is made, the annual review process includes questioning how the
Board ensures that the MFI is upholding the Client Protection Principlessdde Bank has

also developed an effective interest rate calculator to determine the actual rate that clients are
paying and has writtena short paper describing how it works. Staff use the calculator to
review effective interest rates at the point of dilegence and also during annual portfolio
reviews to ensure that pricing is fair and transparent.

Investors will also find it very useful to review the Beyond Cdfled-Assesment Guide on
Client Protection for MFIswhich provides a comprehensive set of indicators that could be
incorporated into investor due diligence procedures. The purpose of the Guide is to help MFI
leadership and staff explore how client protection jprestare being implemented within
their organization, identifying both strengths and areas for improvement. The Guide is a work
in progress. However, it is the most rigorous set of indicators currently available, and it is
being fieldtested with MFIs in dur countries. Each principle has a series of indicators
associated with it. These indicators help to identify and analyze organizational practices,
procedures, and systems that support a principle or undermBexit provides an excerpt

of three indicators (out of 10) to assess preventingiodebtedness.
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Box 5: Beyond Codes Selfssessment Client Protection Guid@ example of indicators

Following each principle is a series of boxes to provide an overall assessment of each principle baseq
responses to the statements.

Principle 1: Prevens over-indebredness. A finaneial institobion measures vp to ths
prncipls by carefully establizhing the bomower’s ability to afford the loan and repay it.
Clisnt= should be able to handle debt service payments without sacn ficing their bazic
quality of lifa.

Produchvity targets and incentive syetere value portfolio quality at least
2z highly as other factors, such 2z disbu= ement or customer zrowth.
Growth is rewamdad only if portfolio quality is hish.
When available, the financial inshtehon checlz a Cradit Registry or
Cragit Bursav for borrower comrent diebt levels and mpavment history. v
When not available the finaneial instition maintains and cheeles
intemal records and, when possible, consults with competitors for same.

Internal Avdit checls lending practicss that violate procedures includine w
: vravthorized re-financine, noltiple borrowers or co-simners per

housshold, and other practices thateould increze indsbtedness.

| L)
aenlh gy
e,
TNILIMDI)
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5. Integrate the Principles into financing or shareholder agreements as appropriate.

Whether to integrate explicit Piiplesrelated provisions into the financing (debt and equity)
documentation used by lenders and investors in microfinance is a subject of debate. The
issues range from questions about whether it is too soon to start including such provisions in
financing documentation given the early stage of Principles implementation to questions
about the scope and enforceability of such provisions.

To some extent, however, this framing of the issue masks even more complicated questions,
such as whether certain typalsinvestments or investors might want to require more explicit
provisions than others and, a related point, whether certain types of MFIs might or should be
better prepared to handle explicit Principtetated provisions in their financing documents
than others. For example, if an MFI conducts a portfolio sale or securitization of its
microloans, one could argue that such an kiektbe able to demonstrate its adherence to a
fairly sophisticated consumer protection policy or program (to ensure thamat jsushing
creditinappropriately on to customers, knowing it can then sell those loabkers). Before
investors engage in such an operation, they should evaluate whether the originating MFI has
adopted and is adhering to the Princiflesn equity irvestor may include a provision
requiring that shareholders and directors be informed quickly of any significant allegations of
unethical lending practices. On the other hand, lenders that do not have a governance role in
the MFI may want to rely more on é@uliligence before they decide to disburse a loan. This
suggests that lenders may be particularly interested in including representations and
warranties in their loan documentation about the policies and systems in place for credit
products and for managjrcustomer complaints.

2 CGAP blog:http://microfinance.cgap.org/2009/07/27 /wisabprimemortgagesecuritizationscanteachus
aboutsalesof-microcreditportfolios/
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Another factor that is likely to shape the scope and reach of embedding the Principles into
financing documentation is the requirements of local law and regulation. In some
jurisdictions, provisions already often found in financoimrumentation (such as those that
require MFIs to comply with all applicable legal and regulatory requirements) will capture
local consumer protection requirements covering all or some of the Principles. In other
jurisdictions, however, there may eithex bo consumer protection principles set out by law

or regulation or, if present, their applicability to the form of MFI being financed may be
unclear. As a starting point, if an investor (debt or equity) includes a requirement in its
documentation that theFl1 comply with all applicable laws and regulations, then it would be
appropriate for the investor to have its local counsel assess the extent to which such laws and
regulations impose any customer care or ethical lending practice requirements on the MFI.

Finally, many socially responsible investors have long included in their financing
documentation ethical business standards that may exceed standards of care imposed by local
law or regulation (see, for example, the provisions used by some invesemsute that the
proceeds of their financing are not beinglent to those who employ child labor or sell
munitions and alcohol). Balancing compliance with these provisions and managtg day

day lending operations is amreamany MFIs already have masdr It requires some
flexibility and a sense of proportionality by the investing community as well.

Many investors feel that it is too early to start including explicit provisions related to the
Principles into their financing agreements.Most feel thathe priority should be on gaining

bu-i n from the investeeds management to make
to fully implement the Principles. This is likely to be a slow process, but working with MFIs

on actions in the field clearly is m® important than putting clauses in contracts. Some
investors also note that there is not yet widespread industry consensus on the specifics of how
to measure effective implementation of the Principles. The covenants would need to refer to
the most generi leved for examplet h at t he financing i s con
endorsement/participation in the Campaign and ongoing adherence to the Principles. As long
as it is not completely clear what MFIs need to deliver as part of engaging in the Campaign,
thereis room for interpretation of what is meant, and this could lead to disputes with the MFI.

However, a few investors have begun to include clauses expressly referring to the
Principles in their financing agreements.Their view is that this provides a nmsato convey

to partner MFIs that they, as investors, take these issues seriously. These investors recognize
that these are general clauses that may be open to interpretation and difficult to enforce.
However, they signal to MFI management that managemeanpected to focus on this area

and that the investors will monitor implementation of the Principles.

KfW, for example, has drafted and inserted a clause into its model financing contract (see
Box 6). This dause refers to avoidance of ovedebtedness, transparent pricing, and
appropriate collections practices. |t al so
there is a period of time between disclosing complete loan terms to customers aedttieir
into the loan contract. This type of provision can help ensure that customers have adequate
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time to reflect on whether they are prepared to manage this new debt oblidatiehkaar
Goodwell refers to the Principles in its shareholder agreemBmtgeloping World Markets

is also considering amending its loan agreements to include additional covenants that will
refer to compliance with the Principles.
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