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Preface

This is the first in a series of monographs on South African organisations that provide microfinance services to very poor people through social intermediation methodologies.  ‘Very poor’ households are those living below half the official poverty line, in South Africa the ‘minimum subsistence level’.  ‘Social intermediation methodologies’ are microfinance practises that build up and on groups of very poor people – particularly women – rather than individuals. 

The Community Microfinance Network focuses on these institutions for three reasons:

1. They are the only South African microfinance institutions (MFIs) that consistently target very poor households with microfinance services and succeed in doing so.

2. They are little known and understood by government and others whose actions may have a profound effect on them through regulatory, funding, or other policy choices.

3. Social intermediation methodologies have the invaluable side-effect of uncovering and/or creating individual and collective capacity to understand, consider, and address broader development needs in poor communities, laying the groundwork for a more radical approach to poverty, driven by the poor themselves.  

The CMN operates mainly through exchanges of staff and clients/members of the participating institutions; descriptive and analytical documentation; and regular meetings and reports.

The CMN is supported by a grant by the Ford Foundation whose assistance is gratefully acknowledged.  The Network is operated as a project of the Community Organisation Urban Resource Centre in Cape Town. 

Community Microfinance Network Monograph Series

The CMN Monograph Series is designed to introduce participating organisations to the broader development sector, including non-specialists and policy-makers.  For this reason, the monographs are not overly technical.  Instead, they are designed to tell the organisation’s story, both over time and in relation to other organisations and development strategies.  Evaluation and commentary is limited to background; microfinance services provided; social intermediation methodologies employed; poverty targeting strategies and client/member profile; impact; and key challenges and lessons.  Detailed financial and methodological evaluation of the kind of interest to potential donors – and competitors – is left out.  

The monographs are based on information provided by the subject organisation, interviews, and general investigation.

The views expressed are those of the author, and should not be attributed to CMN participants or sponsors unless otherwise indicated.

The Small Enterprise Foundation and the South African Microfinance Sector

Why is the Small Enterprise Foundation important to the South African microfinance sector?  Not for nothing was it chosen as the first monograph in this series.

To begin with, SEF has consistently pursued – some say quixotically – the single-minded goal of eradicating poverty.  This is not to say that other MFIs do not share this goal, but for SEF it is the only goal and everything else is subordinated to it.  ‘Success’ in terms of sustainability or good-looking ratios would not be enough for SEF’s current management if it were not reaching the very poorest members of society.  Other MFIs are also committed to reaching the very poor, as we will see later in this monograph series, but most accept a balance between poverty outreach and sustainability that leaves out the very poorest, and work towards methods and institutional arrangements that secure this equilibrium.  By 1996 SEF had achieved a well-functioning programme that was almost discarded because it did not reach the very poor, and then retained it only because it would help pay for the effort to do so.  For this reason, SEF serves as a kind of ongoing test case for what is possible in respect of pro-poor microfinance in South Africa.

Secondly, SEF has invested more effort in learning about and developing social intermediation methodologies in a South African context than any other institution.  It has no individual lending programme; even SEF’s better-off clients work in groups.  There is a lively international debate about group intermediation, with some maintaining that it is impossible to reach the very poor any other way, and others saying that it is a big bother that can undermine the very ‘social capital’ it seeks to create.  Whatever the merits and demerits of group lending in general, in the specific South African case we owe a great deal of what we know to SEF.  If the argument that social intermediation can create and/or strengthen social capital in economically and politically marginalised communities holds water, it is important to understand how SEF goes about this process (and to speculate whether attempts to harness this resource to effect grassroots political change would be compatible with SEF’s methods).

Thirdly, SEF illustrates some of the critical issues confronting pro-poor microfinance practitioners and policy-makers in South Africa today.  Its evolution shows how the process of developing a microlending operation reaching the very poor requires subsidisation, and where and when that subsidisation should be targeted.  It shows the intrinsic difficulties of ‘doing microfinance’ in post-apartheid South Africa, where operational costs are comparable to an upper middle-income country (such as Brazil) but very poor clients only earn (and can repay) similar amounts to a very low-income country (such as Bangladesh).  It shows how the MFI itself must absorb the costs and risks of training staff, since the educational system does not provide suitable candidates.  Finally, SEF’s experience clearly shows that the central political/policy problem for pro-poor microfinance institutions in South Africa today is the unresolved relationship between economic growth and employment creation on one hand and poverty alleviation and social development on the other.  

Finally, SEF is regularly cited in local conferences, articles, etc. as ‘the’ example of “who’s doing low-income microfinance” in South Africa.  Everybody knows about SEF.  However, surprisingly few South Africans outside the small circle of microfinance practitioners and fellow travellers know much about the organisation and its history, practises, and impact.  By contrast, SEF is well known in the international microfinance community as a world leader in pro-poor microfinance practise, and is closely involved in both the Microcredit Summit
 and the Consultative Group to Assist the Poorest
, arguably the two most significant groupings of microfinance practitioners and analysts in the world.  Hopefully this monograph will go some way to correct this imbalance.
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Ted Baumann

CMN Coordinator 

1. Introduction

The Small Enterprise Foundation is a Section 21 Company (not-for-profit) that operates as a microfinance NGO.  Its goal is poverty eradication.  SEF self-consciously targets the poorest households in one of the poorest regions of South Africa.  Almost all of its clients are women. 

Since its inception in January 1992, SEF has disbursed about 110 000 loans to the value of R106.4 million.  SEF currently serves about 16 160 poor clients.  While SEF legally may not collect savings, it facilitates regular savings through the Post Office network.  Total client savings in group accounts at the Post Office amounts to R2.2 million.

The champion behind SEF has been and remains its Managing Director, John de Wit.  After running microcredit operations at the Get Ahead Foundation from 1987 to 1990, de Wit decided to launch his own organisation in one of the poorest parts of rural South Africa.  SEF has chosen a modified Grameen Bank
 system of solidarity group lending, supported by a professional fieldworker and management structure.  

SEF has two programmes, the Microcredit Programme (MCP) with 9 189 active clients, and the Tšhomišano Credit Programme (TCP) with 6 971 active clients (both at the end of 2002).  MCP focuses on borrowers from households whose income is above half the poverty line and who have established micro-enterprises.  TCP focuses exclusively on those households with an income approximately equivalent to that of the poorest 30% in the province where SEF works.
  It uses a targeting methodology, Participatory Wealth Ranking, to identify the poorest households and has developed a range of strategies to ensure positive impact when working with them.

SEF operates in Limpopo Province,
 one of South Africa’s poorest (see maps on next page). Tto date SEF, whose head office is in Tzaneen, has concentrated on the eastern half of Limpopo, an area dotted with ex-‘homeland’ villages characterised by grinding poverty.  Much of Limpopo’s population is economically marginalised and deeply vulnerable, dominated by women-headed households, pensioners, and youth, and dependent on meagre transfers from urban relatives or state grants for nearly all of their cash income.  HIV is estimated to infect 20% of the population and AIDS morbidity is beginning to rise.  

SEF’s target area is thus characterised by deep and widespread poverty and vulnerability, which is rooted squarely in South Africa’s colonial and apartheid past.  Yet, within this area, many women have always been active as micro-entrepreneurs, parlaying very limited opportunities into incomes for their families.  It is these women (and some men) – the very poorest of South Africa’s poor – that SEF seeks to reach.

Figure 1: Limpopo (Northern) Province in South Africa 
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1.1 SEF’s Two Programmes

To understand SEF, it is important to understand its two ‘programmes’ and the relationship between them.  SEF started with a single microenterprise-lending programme.  By 1996, it had decided to start another one separate from the existing programme.  This created the Microcredit Programme (MCP) and the Tšhomišano Credit Programme (TCP). 

Microcredit Programme

The Microcredit Programme (MCP) supports existing microenterprises.  These are generally marginal at first, but are more truly entrepreneurial enterprises than those of TCP clients, eventually earning a surplus, accumulating capital, and employing others.  The programme gives small loans to individuals in solidarity groups of five people.  About 8 groups come together to form a Centre, which forms part of a Branch (see Section 5).  Most MCP clients are women (95%).  

The initial rationale behind the MCP (1992-95) was to develop a model of group microenterprise lending that SEF could scale up to reach thousands of very poor clients.  However, SEF discovered that simply making loans available on favourable terms did not ensure that very poor women would take advantage of the programme.  The sizes of MCP loans and short repayment schedules were expected to encourage poorer women to join, but in practise SEF was dominated by non-poor people who hoped to get larger loans at a later stage.  Studies showed that only 30%-40% of the people MCP was reaching were very poor, i.e. living below half the poverty line.
By 1995, SEF had a well-functioning loan programme that reached several thousand clients and had excellent repayment and reasonable sustainability performance.  However, the very poor were left out.  SEF realised that its programme would not attract poorer women unless they introduced a targeting mechanism.  
Tšhomišano Credit Programme

In answer to this challenge, in 1996 SEF launched the Tšhomišano Credit Programme
. TCP is exclusively for the very poor.  TCP clients live below half the poverty line.  TCP provides loans and promotes savings for qualifying people, irrespective of whether they have an existing business.  

The solidarity group lending approach used in MCP was adopted for TCP.  Loan sizes, however, are smaller, although they increase per round if clients demonstrate increased capacity in their businesses.  Most TCP clients are inexperienced at running and managing small businesses.  Given the vulnerability of TCP’s members and their lack of business experience, facilitation of skills development and provision of a supportive environment is an important task.  

TCP employs the Participatory Wealth Ranking (PWR) method (see Section 3.3) as a targeting tool.  PWR is a community-driven process whereby members of a village define poverty in their village, in their own terms, and rank community members according to these conditions.  At least three separate reference groups, made up of a small number of community members, are involved in ranking all villagers.  This allows a facilitator to assess the consistency of the process and avoid bias.  Those ranked poorest by the participants are eligible for participation in TCP.

SEF recognises that working with the very poor presents great challenges.  Amongst other things, because many very poor clients do not have a business at the time of joining TCP, they do not have other assets to fall back on should their income generating activity fail.  They often have many other pressing needs and often have a particularly low level of self-confidence.  This places a greater responsibility on SEF to ensure that TCP does not render the poor worse off than when they started.

1.2 Relationship Between MCP and TCP

MCP and TCP were started as two separate operations, working in different communities, each with their own staff, management, and administration.  SEF is not interested in running a microenterprise lending operation for its own sake, however, and once it was clear that MCP was not reaching the very poor, it became ‘expendable’, even though successful in microfinance terms.  

In 2000, therefore, SEF decided to merge the programmes, and to focus only on reaching the very poor – in effect, doing away with MCP and concentrating on TCP.  It was believed that this would lead to greater efficiencies and greater effectiveness in understanding the one market and serving it well.   With this in mind, SEF streamlined its operational policies and procedures, incentive schemes, administrative systems and other aspects to such an extent that these features are now the same in both programmes.  

At the time when the decision was taken to merge MCP and TCP, financial projections showed that such a model would attain self-sufficiency.  As we shall see, however, SEF soon realised it could not attain self-sufficiency without the stronger earnings of MCP, serving less-poor clients.  Despite the decision to merge, therefore, both MCP and TCP branches have continued to serve their traditional markets, and their staffing and branch management have remained separate.  The ‘decision’ to maintain the status quo was thus more a response to necessity.  More recently, however, SEF has also come to recognise the following with regard to MCP: 

· Approximately 50% of MCP’s clients live below the poverty line.  These clients are vulnerable to deterioration of their poverty status.  Continuing to work with this group is thus consistent with SEF’s mission.

· Whilst the majority of TCP clients are characterised by low self-confidence and are not operating an enterprise at the time of entering the programme, after two or three loan cycles many of them progress to similar levels of confidence, skill and business operation as MCP clients.  There is no reason why SEF should abandon such clients just because they have ‘succeeded’ – and good reasons to want to keep them in the SEF system, to reap the rewards of investment in them in terms of skills, understanding of the methodology, and goodwill.

· SEF must attain scale in all areas in which it works.  From an economies-of-scale point of view, it makes good sense to work with both the traditional MCP and traditional TCP clients in all areas. 

These factors have led to a decision to continue merging operations into one programme, but not to focus exclusively on the very poor.  Instead, SEF will serve two groups of clients: the very poor, including those who do not have enterprises (the traditional TCP market), and those who have existing micro-enterprises (the traditional MCP market).  Allowing both MCP-type and TCP-type branches in the same area, and allowing clients to ‘graduate’ from one to the other will accomplish this.
2. History

2.1 Origins

Managing Director John de Wit founded the Small Enterprise Foundation in 1991.  His goal was the alleviation of unemployment and poverty amongst the black population in South Africa’s rural areas.  When de Wit began designing the methodology for SEF, he had already been exposed to lessons from the sector, both theoretically and from experience.  From 1987 to 1990, de Wit had run microenterprise-lending programmes at the Get Ahead Foundation.  De Wit took the lessons from Get Ahead and the Grameen Bank of Bangladesh
, added home-grown lessons from successful burial societies, and came up with an initial design for the SEF methodology.

In early 1993, de Wit hired Gabriel Davel (now CEO of the South African Microfinance Regulatory Council) as Finance Director, to help strengthen the practical policies and procedures to operate a decentralised Grameen-based methodology that could reach poor households sustainably.  Together with their fieldworkers, de Wit and Davel designed the basic procedures and systems that have served the organisation for over a decade.  

2.2 Stages of Evolution 

SEF has evolved through seven distinct stages. 

1. Stage One covered the early years from 1992 to 1994, when SEF developed and refined its basic group lending methodology.  Once SEF had reached 2 000 clients in late 1994, however, management began to question if the organisation was reaching the very poor.  Despite SEF’s small loans and the group approach, women from the poorest households were still left out.  Accordingly, SEF began a two-year process of understanding, designing, and piloting approaches to reach the poorest, including poverty targeting tools, basic literacy, group support, and impact monitoring.

2. Stage Two, from 1995-96, was characterised by stagnation in client numbers.  Although the total number of clients was stable, SEF discovered that it was simply replacing clients who were dropping out of the programme with new ones.  This led to a focus on ‘drop-outs’, as well as a closer examination of loan utilisation by clients.

3. Stage Three had two aspects.  Firstly, the Tšhomišano Credit Programme was launched as a pilot in villages not yet served by SEF, with eleven fieldworkers, in early 1996.  TCP targeted only the poorest households in a village, using the PWR strategy for this purpose.  TCP grew slowly but steadily, as staff learned techniques for working with the very poor.  By September 1999, TCP had reached 1 600 active clients.  Secondly, the original operation was rechristened the ‘Microcredit Programme’ and, based on changes implemented to deal with drop-outs and loan utilisation problems, started to grow again, serving 7 500 clients by late 1999.

4. Stage Four began in late 1999, when SEF decided to expand the TCP from a pilot to a permanent programme.  Management felt confident with the TCP methodology and its ability to reach the poorest and have a positive impact.  During the pilot phase, average loan sizes for TCP rose steadily, from under R600 in 1996 to over R800 in 1999.  Assuming this trend would continue, projections showed that TCP could reach self-sufficiency despite its poverty focus.  SEF opened new TCP branches, growing from 11 to 28 fieldworkers during 1999-2000.  During this period, SEF did not add fieldworkers for MCP, but introduced policies to improve productivity and profitability.  It was thought that MCP, which openly targeted the middle-level microenterprise market, could help subsidise TCP until such time as the latter could stand on its own, at which time SEF would shift all its attention to the very poor and move the MCP methodology to that of TCP.  With this in mind, a new lending policy was adopted for MCP to target the strongest businesses, and a fieldworker incentive scheme was introduced emphasising bonuses for portfolio growth.

5. Stage Five, from early 2000 to March 2001, was characterised by rapid growth.   Clients grew by 33% and the loan portfolio by 24% – largely fuelled by TCP, for which these indicators grew by 105% and 80% respectively.  At the same time, however, there was a rise in arrears and portfolio at risk.  The number of accounts in arrears at month end in MCP grew from one client group in September 1999 to 83 groups in March 2001, and portfolio at risk over 30 days peaked in March 2001 at 3.5%.  In TCP, month end arrears grew from 12 groups to 187, and portfolio at risk over 30 days reached 2.1% of the portfolio.

6. Concern over portfolio quality defined Stage Six, a period of reflection, consolidation, and retooling lasting from April 2001 to April 2002.  Stage Three had taught SEF management some important lessons.  Firstly, in a drive to attain self-sufficiency quickly under pressure from donors, SEF had adopted an incentive scheme for MCP that rewarded field staff on the basis of the size of their principal outstanding.  This led to field staff ‘pushing’ larger loans, resulting in arrears, dropouts, and client dissatisfaction, as the latter were forced to meet guarantees to fellow group members.  This led in turn to management pressure on staff and falling morale.  Secondly, as SEF’s staff grew past 100, it became clear that SEF’s system of management delegation, responsibility, and authority were not up to the changes required.

7. The latest Phase – May 2002 to present – has been characterised by implementation of changes based on the experience of Phase Six.  MCP has refocused on affordable loan sizes and helping groups to resolve problems arising from the previous period.  TCP has focused on reducing arrears and client dropouts whilst maintaining steady growth.  Management also introduced new administrative procedures and a revised incentive scheme, the same for MCP and TCP, promoting portfolio quality rather than growth.  Non-performing fieldworkers and managers have been weeded out. These steps have resulted in rapid growth in clients, falling arrears, and improved sustainability.  By the end of 2002, SEF had regained control of portfolio quality (month end arrears dropped to about 0,5%).  

2.3 New Challenges 

SEF’s biggest challenges today – and its main lessons for pro-poor microfinance in South Africa – are to improve its self-sufficiency whilst still reaching the very poor, and to increase its scale.  Indeed, SEF is under considerable pressure from its donors to reach operational sustainability quickly, and to expand its operations to reach thousands more clients. 

This is not easy.  For a pro-poor MFI such as SEF, there is a contradictory relationship between growth in portfolio outstanding (required to grow operational earnings, which come from interest charges), growth in client numbers, and portfolio quality (low arrears and high client retention rates).  This contradiction plays itself out at the level of fieldworkers and other operations staff.  As we have seen, SEF’s portfolio outstanding grew rapidly from September 1999 to March 2001, on the back of a rapid increase in average loan sizes (by over 30% for TCP in just 18 months).  This suited fieldworkers, since it is easier to have fewer clients with larger loans, particularly in remote rural areas – less time, travel, and paperwork.  However, during the corrective phase from April 2001 to June 2002, SEF’s portfolio outstanding declined from R9.1 to R8.0 million, even as client numbers grew: average loan sizes clearly dropped.  Fieldworkers had to service more clients to meet their targets and earn the same income.

It was not to be unexpected then, that some of SEF’s fieldworkers resisted this change.  A staff union was initiated in 1996/97, and now represents about 60% of SEF’s staff.  The union had organised a strike in September 2000 in support of wage demands, which ended after one week.  SEF management believe that the strike was a positive experience, however: staff became more serious about taking responsibility for SEF’s performance.  Thus, the critical period of late 2000-2001 was tense, but there was no industrial action. 

To address the challenges of sustainability with one eye on the needs of the poorest and another on the needs of its staff – a balancing act at the heart of pro-poor microfinance practise – SEF has adopted a variety of strategies, including higher interest rates, cost-cutting at head office, and an experiment to deepen its market by serving a wider range of clients (both MCP and TCP-type) in the same villages. 

This last issue is perhaps the most radical change for SEF as it starts its next phase.  When SEF started TCP in 1996, it was constrained to work in new villages not touched by the MCP, for two reasons.  Firstly, to identify the poorest households, the TCP was prefaced by a village-level Participatory Wealth Ranking exercise.  Conducting such an exercise in a village with an existing MCP branch was not a good idea, however, for three reasons.  Firstly, it could confuse clients and potential clients with different loan terms for MCP and TCP.  Having TCP in new villages gave the programme space to experiment.  Secondly, SEF management was concerned that because of larger loan sizes, MCP staff would be better able to earn incentives than TCP staff, leading to morale problems.  Finally, it was thought that TCP clients would struggle to compete with better-off MCP clients’ businesses in the same area.  The drawback of this system is that it locked out a potential market for each programme: TCP-eligible clients in MCP villages and vice versa. 

The move to ‘mixed’ MCP-TCP branches is thus designed to accomplish several goals at once: enable fieldworkers and branch managers to reach a mix of clients in order to achieve reasonable loan portfolios without overburdening the very poor; allow TCP clients to graduate to MCP when circumstances allow; and reduce the administrative expense of servicing less than half of the households in any MCP or TCP village alone.  More clients in one village means less time and travel.

We will return to SEF’s lessons and challenges for the future in Section 9 below.

3. Poverty Strategy and Profile

3.1 SEF’s Target Market

SEF is located in the Limpopo Province of South Africa, one of the country’s poorest.  The province has the second lowest gross geographical product in South Africa and the lowest per capita economic output.  Sixty-four percent of the province’s population lives in officially defined poverty, rising to 66% for ‘Africans’.
  Surveys have shown that nearly 70% of the potential labour force is unemployed, in subsistence agriculture, or in the informal sector.  Limpopo has the most unequal distribution of income in South Africa as well.  The province’s Human Development Index
 is equivalent to that of neighbouring Zimbabwe, which ranks 121st in the world.  Forty percent of Limpopo households live below half the Minimum Subsistence income level – the ‘very poor’ as understood by the international microfinance community.  Also, African households in Limpopo Province are significantly poorer than African households in the eight other provinces in South Africa.  

To be poor and black in Limpopo, therefore, is to be at the very bottom of South Africa’s economic pile.  South Africa’s provincial distribution of poverty is shown in the following table, which also includes an estimate of the ‘poverty gap’.  This reflects the fact that an annual transfer of some R2.9 billion, equal to over 20 percent of the value of economic output in that province, would be required to ‘eliminate’ poverty in the Limpopo Province by bringing all residents up to the Minimum Subsistence income level.  The implication is that not only are a greater proportion of households are poor in the Northern Province, but local economic activity is inadequate in comparison to the human development needs of the province.

Table 1: Provincial Distribution of Poverty (1993)

	Province
	% Households living in poverty
	Poverty gap 
(R Million)

	Limpopo 
	61.9
	2 948

	Free State
	56.8
	3 716

	Eastern Cape
	40.4
	3 303

	Northern Cape
	38.2
	257

	KwaZulu-Natal
	36.1
	1 159

	Mpumalanga
	33.8
	968

	Gauteng
	29.7
	917

	North West
	15.4
	1 551

	Western Cape
	14.1
	529


Source: van de Ruit, J. May, and B. Roberts (2001), Table 10

SEF has concentrated on the eastern half of Limpopo, roughly from the N1 and N11 highways east towards the Kruger National Wildlife Park.  Before 1994, this region contained the apartheid ‘homelands’ of Lebowa, Gazankulu, and Venda, which were essentially rural dumping grounds for people unwanted in the ‘white’ urban areas or as labour for agriculture or industry.  The socioeconomic character of this region is vastly different from the South Africa tourists and even many development workers see when they visit urban townships or rural towns in the former ‘white’ South Africa.  This is of profound significance for SEF, its work, and the lessons that can be drawn from its experience.

· Firstly, as an apartheid labour reserve region, the area received almost no development attention until 1994; the situation has improved only slowly since then.  Although the tourism sector is growing, Limpopo has found it difficult to attract job-creating economic growth, as it is far from the industrial centres of Gauteng and the coastal provinces.  This means that the immediate solution to poverty in Limpopo is not being found in employment growth and incomes from formal jobs.  Subsistence agriculture is not possible in most areas due to overcrowding and ownership of prime land by commercial farmers.  Thus, for survival, people have to make do with what is available in the informal sector, which in turn depends on government grants and remittances from employed relatives for its cash flows.

· Secondly, although much of SEF’s target market is ‘rural’, it is not ‘agricultural’.  Most of SEF’s TCP clients live in remote villages without access to agricultural land, and survive through livelihood strategies including a combination of informal employment, self-employment, and access to state and affective transfers.  Thus, SEF is not a farming-oriented ‘rural microfinance’ institution as understood in much of the literature on the subject.

· Thirdly, although SEF’s poorest clients receive annual real incomes on a par with the poorest countries of the world, as an institution SEF operates in an environment characterised by middle-income country cost structures. The ratio of salaries and operating costs in relation to average loan size is very different to MFIs in other parts of the world whose performance is often used for benchmarking purposes.
  For example, SEF’s operating expense as a percentage of total assets is double the average figure for all MFIs worldwide.  Its salary expense as a percentage of total assets is nearly four times the global average, indicating the important role this plays in SEF’s operating expenses.  By contrast, SEF’s average loan balance as a percentage of GDP per capita is only 3,2%, compared to 44.5% for global MFIs.  Thus, for SEF to be competitive in terms of global performance benchmarks, its operation would need to be 2-3 times more productive, in terms of clients per fieldworker, than most MFIs.  This is not only physically impossible, but with the strong focus on affirmative action in South Africa, qualified black staff who have received training and experience are often ‘poached’ by other NGOs and even government, putting pressure on compensation levels.

Within this region, SEF currently serves both rural and urban areas.  Urban townships served include Namakgale and Lulekani near Phalaborwa and Nkowakowa and Lenyenye near Tzaneen.  Operating in these townships presents unique challenges to an MFI.  Incomes are higher, clients want larger loans, households experience monthly rather than daily cash flows, and communities are new, the majority of residents having moved to the area within the past ten years.  By contrast, in SEF’s rural areas, markets are shallow, skill levels are low, distances are significant, but people socialise more with each other, and communities are stable – the majority of residents have a long history together.

3.2 Client Profile

SEF's borrowers are predominantly from three ethnic groups: Northern Sotho, Shangaan, and Venda.  Ninety-seven percent are female (100% in TCP).  

	Hawking
	50%

	Retail
	24%

	Manufacture
	19%

	Entertainment
	5%

	Service
	1%

	Catering
	1%

	Other
	1%


All MCP clients own a business at the time of joining.  Most TCP clients have some business experience, but these have typically been weak and erratic, and unable to provide an adequate or reliable income.  Consequently, about 85% of TCP clients do not have a functioning business when joining the programme.  Most TCP clients start businesses with which they are personally familiar, or where they know other people running that type of business.  Typical enterprises include hawking fruit, vegetables, or clothing, small shops (spazas), and dressmaking.  Eighteen percent of clients are involved in manufacturing, mainly dressmaking.  On average, each business employs 2.5 individuals, including the owner.  The current breakdown is given at right.

3.3  Targeting Strategies and Performance: Participatory Wealth Ranking

SEF was founded with sole aim of reaching the poor, and alleviating their poverty by providing them with useful microfinance services.  However, the organisation quickly realised it was missing a large percentage of very poor households in its target area.  This brought management to the realisation that in order to reach the very poor – those living below half the national poverty line – it was essential to target them consciously and methodically. 

As we have seen, TCP was launched in 1996 in answer to this challenge.  Interestingly, the reason the very poor did not participate in SEF’s programme initially was not that they could not use microfinance or repay loans.  Instead, TCP’s exclusivity for the very poor was found necessary for sociological reasons that conventional microfinance often ignores.  The very poor do not have the same confidence as the less poor and are easily intimidated by them (this is easier to understand if one considers that the very poor often rely on handouts from the less poor).  The very poor are far more vulnerable than the less poor and worry about failure more than others.  Thus very poor tend to assume that any new microfinance programme is not for them.  

SEF believed it would not reach these people without a targeting mechanism.  In response, it developed the Participatory Wealth Ranking (PWR) technique, which is used to identify the poorest households for targeting by TCP.  PWR is a community-driven process whereby members of a village define conditions of poverty in their area, in their own terms and experience, and rank community members according to these subjective conditions.  At least three separate reference groups, made up of a small number of community members, are involved in ranking all villagers.

Using this information, a cut-off is established approximating the income level of the poorest 30% of households in the province.  All households below this are eligible for inclusion in TCP (only women in these households are eligible, however). This approach, now regarded as a major contribution to poverty targeting worldwide, has been shown by independent research to identify successfully the poorest households according to established international guidelines.
  After a PWR exercise, TCP field staff begins motivating the women of the poorest households to consider starting an enterprise. 

Figure 2: Poverty Profile of SEF Clients and Non-Clients
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Source: van de Ruit, J. May, and B. Roberts (2001), Figure 1
How well has PWR identified the very poor and brought them into SEF’s programmes?  A 2001 study sponsored by CGAP showed conclusively that SEF is succeeding in this respect.  It found that clients in the TCP are in the poorest category of local residents, while the majority of clients in the MCP are in the least poor category.  Figure 2, for example, shows that TCP clients (the red box on the left hand side of the chart) are appreciably poorer on average than non-clients living in the same area.  MCP clients, by contrast, are measurably better off than non-clients. 

Within SEF’s programmes, it is clear that TCP successfully targets the very poor.  More than 50% of TCP clients are amongst the poorest third of the population, whilst another 35% are as poor as the next third of the population.  By contrast, most of MCP’s clients are amongst the least poor third of the population.

Figure 3: Poor and Non-Poor in SEF's Programmes
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The CGAP study also found a number of qualitative indicators to go with these quantitative measures of the differences between TCP and MCP clients:

Closer scrutiny of the client profiles in each of the credit programmes show that SEF attracts a diverse selection of clients.  A greater proportion of TCP client households (23%) never attended school as opposed to MCP client households (11%).  In contrast 42% of MCP client households consisted of members who have gained a grade 11 pass and higher while only 30% of TCP client households attained these levels.  There is also a higher proportion of adult literacy in MCP client households (91%) than TCP client households (79%).   TCP clients suffered greater levels of food insecurity, with 40% of TCP clients likely to subsist on plain pap (mielie meal), for 4 or more days a week.  In contrast, only 14% of MCP clients subsist on plain pap.  The average yearly per capita expenditure on clothing and footwear for TCP clients was R112, while for MCP it was R362.  Similarly, the per capita value of assets for TCP client households was R677, whereas MCP clients had per capita asset values of R2728 (van de Ruit, J. May, and B. Roberts (2001), p. 22).

These considerations suggest that whatever else it does, SEF is notably successful in identifying the very poorest and most vulnerable members of target communities.  

3.4 How Many People Can SEF Reach?

To define its potential market, SEF starts with basic demographics.  Limpopo has approximately 1.2 million households with 6 million inhabitants.  Around 40% of these households live below half the poverty line (480 000 households).  Of those households, 20% could be a potential TCP client (one in five), which translates into a target market of 96 000 clients.  SEF estimates an additional 48 000 potential MCP clients living between half the poverty line to around the poverty line.  SEF’s combined market in Limpopo is thus approximately 144 000 people.

Through research, SEF has defined the population to allocate to fieldworkers to enable them to reach a target of 68 groups (320 clients) each: 7,500 households for MCP fieldworkers and 1,700 households for TCP fieldworkers.  This discrepancy reflects that fact there are proportionately fewer potential MCP-type clients in any given village.  Only about 4-5% of households can sustainably participate in MCP, whilst TCP can reach 18-20%.  

Neither one of these penetration rates is anywhere near 50%, much less 100% – perhaps somewhat of a surprise to non-specialist readers.  Indeed, one of SEF’s most important lessons for South African microfinance – particularly policy-makers – is that it is not possible to reach all or even most of the households in a given area with microcredit for microenterprise.  TCP successfully targets very poor households, but SEF recognises a limit to how many such households can participate in any one community.  SEF’s research indicates that about 50% of the population in its target areas is ‘very poor’, but no more than 40% of these households can participate in the TCP at any one time – i.e. 20% of the population in any given village.  

The reason for this is fairly straightforward, but important for policy-makers to take on board. Microenterprise is not for everyone, and there is a limit to the number of similar businesses that can survive in a rural village.  This is because as microenterprises, SEF’s clients are competing with one another, and not everyone can be in business at the same time when income-generation opportunities are so similar.  Although many MCP clients conduct their businesses elsewhere (e.g. hawking or selling goods in towns or taxi-ranks), most TCP clients run their businesses from home.  As we saw above, most of these businesses are petty trading or dressmaking, so there is a limit to how many such enterprises can operate profitably in a given area.  As SEF MD John de Wit puts it, “this can be read as SEF’s current answer to the eternal question: ‘is micro-enterprise credit meant for all the poor?’  At least 20% of the very poor can benefit from micro-enterprise credit, but perhaps not many more than this, at least not if a program is also to attain self-sufficiency.”  

TCP is not a permanent state for many clients, however.  SEF has found that about 50% of TCP clients diversify into larger businesses away from the village setting (e.g. hawking, etc. in nearby towns), opening up space for new entrants into the TCP.  Thus, SEF’s new strategy of allowing MCP and TCP Centres in a single village is meant to keep such clients in the system by providing them with a seamless path upwards from TCP to MCP. 

4. Organisational Structure 

Before discussing SEF’s methodology for reaching its target market, it is necessary to understand something about the structure of the organisation, particularly how its parts fit together.

SEF’s current institutional design is given in Figure 4.  Essentially, SEF comprises a Board, a Head Office with senior management and administrative staff (in Tzaneen), and a series of field Branches comprising a branch manager and 6-8 fieldworkers.  Each fieldworker in turn serves a number of Centres, which are where clients, in Groups of five, interact with the system.

Figure 4: SEF's Organisational Structure
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4.1 Board

A board of directors is legally responsible for SEF.  SEF’s board is made up of a combination of microfinance specialists and non-specialists, including several businesspersons.  The organisation has enjoyed good continuity in board membership over the years.  MD John de Wit attributes this to the fact that he was careful to recruit suitable members in the early days, who in turn have performed well in co-opting suitable new members. 

Indeed, one of SEF’s lessons for South African pro-poor microfinance is the importance of the composition of the board.  Too many microfinance specialists can lead to deadlock – the cooks-in-the-kitchen scenario – and a tendency to emphasise technical performance over poverty outreach.  The ideal board includes some specialists but also non-specialists whose primary interest is ensuring that the organisation maintains its focus on the very poor.  Indeed, SEF’s board has been one of the main reasons the organisation has tried everything but interest rate increases over the years in its efforts to reach sustainability. 

SEF’s board has powers determined by Section 21 of the South African Companies Act.  The most important restriction is that the board may not distribute any profits, which must be reinvested in the organisation in pursuit of its development objectives. 

4.2 Head Office

SEF has recently streamlined its senior management in Tzaneen.  The Development and Operations Departments have merged.  All Branches report to the General Manager: Operations.  These changes do away with the previous Zonal Manager layer.  The senior management team now consists of the Managing Director, two Operational (Regional) Managers, Finance Manager, Senior Internal Auditing Officer, and Human Resources Manager.  Head office also houses 12-15 middle management staff and data clerks.

4.3 Branches

SEF currently operates eleven branches, all within Limpopo Province and approximately 50 to 100 kilometres from each other.  Each branch has one Branch Manager and between five and eight fieldworkers.  No administrative staff are located at branch level, and the Branch Manager does all record-keeping and reporting to Head Office.  However, some branches have trainee fieldworkers or assistant branch managers whose job is to fill in for fieldworkers in case of illness, unexpected client growth, or other contingencies.  All the fieldworkers in a Branch meet with the Branch Manager on Fridays to review the previous week’s activities and address problems.

4.4 Fieldworkers

Each SEF Branch has 5-8 fieldworkers.  Fieldworkers are responsible for identifying and bringing new clients into the system, helping loan groups to form and become recognised, working with Centres (see below) to manage the loan system, and reporting on loan performance through the branches to head office.  They are SEF’s everyday lifeblood. 

4.5 Clients’ Role

Although not part of the management structure per se, SEF’s clients are not merely passive recipients of loans and/or objects of development practise.  The bulk of SEF’s day-to-day work – indeed, its entire loan and information structure – rests on the activities of clients.  For this purpose, clients are organised into Centre and Groups.

Centres are an important part of SEF’s make-up.  Centres are assemblies of 5-8 loan Groups that meet weekly in the village.  All Centre meetings are attended by a SEF fieldworker and often by branch managers.  The Centre meeting is a central part of SEF’s methodology.  SEF’s loan Groups are comprised of 5 individuals who collectively guarantee each other’s loans.  We will return to the functions of Centre and Groups in Section 5.

SEF has always intended that its clients would elect board members, although this has yet to happen.  SEF did not want the Board to be dominated by its better-off MCP clients, who would have been the majority in an election to the board until the TCP had matured. 

4.6 Human Resource Challenges 

The organisational structure described above is relatively flat, but relies heavily on two types of staff member: senior managers and fieldworkers.  Neither is easily replaceable. 

SEF’s senior management is remarkably continuous considering the organisation’s age.  This reflects not so much the material rewards of the job, but the dedication that individuals bring to it.  Indeed, SEF’s experience suggests that designing and running a pro-poor microlending programme requires a combination of skill, experience, aptitude, and commitment involving both technical microfinance and social development capability, with an edge to the latter.  Interestingly, only SEF’s Finance Manager has a banking background; John de Wit himself is an engineer by training.  This suggests that interest in reducing poverty – and an ability to find ways to do this through microfinance – is more important than competence in finance per se. 

What kind of person makes a good SEF fieldworker?  SEF’s hiring criteria have evolved over time.  Initially, qualifications included: female, at least 32, fluent in the local language, with no specified education requirements.  Next, SEF changed this in favour of younger and more educated staff: male or female, 28 or younger, at least one year of schooling beyond standard 10 (preferring university graduates), fluent in the local language, willing to relocate to where clients live.  The younger and more educated group, however, are more ambitious and mobile, and there is a greater risk of losing them to another job after training.  This illustrates a core problem of interest to all South African MFIs, to which we will return in Section 9 below.  

As we have seen, SEF has had problems with its operations staff, and some fieldworkers and branch managers have been dismissed due to underperformance.  Investigation revealed that some personnel were not fulfilling aspects of the methodology.  Replacing them, however, is not easy.  Like similar organisations, SEF’s methodology imposes a particular burden on staff development.  Skills appropriate to SEF’s branch manager and fieldworker cadres are not available ‘off-the-shelf’ in South Africa.  Hands-on experience is in extremely short supply. The national higher education system (technikons and universities) is ill equipped to provide suitable candidates.  The Banking Sector SETA (Sectoral Education and Training Authority) offers little of value to a pro-poor microlender.  In both cases, curricula are not geared to NGOs.

For this reason, SEF relies on experiential or ‘on-the-job’ training for most of its field staff.  The organisation has a training co-ordinator, but this provides only basic introductory training, with an emphasis on procedures (Table 2).  The most essential skills – particularly those related to beneficial, non-directive interaction with and support for the very poor – come from experience.  SEF has learnt that one cannot expect a fieldworker to take on a full portfolio of clients from day one; it takes time in the field to work up to this. This indicates the importance of donor support for operational costs, such as salaries, that are, in effect, capacity-building and training costs.  This is discussed in more detail below.

Table 2: SEF Fieldworker Training

	Time Period
	Steps
	Activity

	2 weeks
	Induction 
	Observation in Branch A

	1 week
	Break
	

	2 months
	Phase I – Month 1
	Working in Branch B

Theory, Observation, and Report Writing

	
	Phase I – Month 2
	Working in Branch B

Policies and Procedures Review

	7 weeks
	Phase II
	Working in Branch C

Practical in branch activities

Another day of in-class training on PWR and Impact Assessment

	5 weeks
	Phase III
	Working in Branch C

Further practical plus final assessment by HR and Operations.


5. Methodology

Now that we have seen whom SEF is trying to reach and how the organisation is structured, let us turn to its methods.

5.1 What SEF is Trying to Achieve

In understanding and assessing SEF’s methodology (and performance), it is critical to realise that the organisation is not only interested in a good-looking loan book or in improving client’s individual incomes.  This is reflected in its Mission Statement (Appendix 10.1).  Although SEF primarily targets the economic manifestations of poverty, its strategies are based on a broader understanding of poverty than just lack of income.  A central characteristic of poverty is insecurity and vulnerability.  TCP members are thus women who head households with erratic and insecure livelihoods.  This is reflected in food insecurity, poor quality housing, poor clothing, poor sanitation, poor health, and an inability to consistently educate children and to educate them beyond primary school level. 

Extreme poverty, however, is also reflected in social marginalisation, with negative community attitudes and behaviour towards the very poor.  The very poor often have low self-confidence and social skills, do not participate in community structures, and have weak social networks – particularly for support in times of trouble.  SEF seeks to address these problems through microfinance, building group and community solidarity and cohesion to address the non-financial aspects of poverty as well as the income aspect.  It seeks to help clients improve their incomes, but also their household stability, human investments (e.g. in health and education) and their community involvement and standing.  

SEF’s approach thus produces ‘social capital’ in the form of improved human capacities, understandings, relationships, and potentials amongst its clients.  With such outputs, clients of programmes like SEF’s may one day be able to take a more proactive approach to their situations, trying to understand the socio-political roots of their poverty, the options they have to address it, and the strategies that they can use to overcome it.  This aspect of SEF’s work is central to understanding its methodology, and differentiates it from many other MFIs who regard such outcomes as either secondary or not of relevance to microfinance. 

5.2 The Solidarity Group Lending Model

In its focus on social capital building, SEF is more like an Asian MFI than the Latin American/Western model that informs much policy thinking in South Africa.  Indeed, SEF is patterned on the lending methodology of the Grameen Bank of Bangladesh, the world’s most famous MFI.

SEF’s two programmes, the MCP and the TCP, apply a similar methodology.  This uses solidarity groups of five members to extend loans to very poor clients.  Interpersonal commitments are used instead of collateral or background checks to ensure repayment.  Group members must prove that they know and trust each other and agree to co-guarantee each other’s loans.  This ‘relational guarantee’ system is the heart of solidarity group lending, and, when operated correctly, is the major factor that contributes to its lower cost compared to programmes that use physical security or formal background checks to mitigate and/or assess risk.  Without such a system, the costs of microlending to very poor clients would be prohibitive and no loans would be made, foregoing all the benefits, both financial and non-financial, described above (see also Appendix 10.4, “Client Case Histories”).
Between four and ten solidarity groups come together to form a Village Centre.  The Centre elects a Management Committee, with a Chairperson, Secretary, and Treasurer.  Centres meet every fortnight to conduct the primary transactions of the programme: approve new loans; gather savings and repayments; and follow-up on delinquencies.  During these meetings, clients are encouraged to discuss business issues and support each other with whatever problems they might be experiencing.

The Lending Process

In order to receive a loan, a prospective client must form a group with four others who are interested in accessing SEF’s services.  The strength of the group and its members is then rigorously checked; where weakness is detected, the applicants are motivated to find alternative members.  The group is then given ‘preliminary recognition’ and begins a series of training sessions, which focus on credit and savings practises, motivates applicants to begin regular saving, and deals with the duties and responsibilities of group members.  During the training process, the group will be introduced to a Village Centre and its fortnightly meetings.  A SEF fieldworker guides this stage of the process. 

Once the group has been recognised by the Centre and has completed training, it will go on to a final recognition ‘test’ by a senior SEF manager.  If recognised, the group may apply for its first loans.  Each member’s business plan is discussed and refined during training, and each member applies for her own loan, which she will utilise for her own microenterprise activity.  Since all group members guarantee the loan repayments of their fellow members, they will be called upon to assist any member who falls into arrears.   This is made absolutely clear from the beginning.

Within a few days of loan disbursement, clients are expected to utilise their loans in accordance with their pre-agreed business plans.  Group leaders and fieldworkers check utilisation of first and second loans and spot check thereafter.  The aim is to encourage clients to assist one other, and to demonstrate the importance of using their loans strictly in accordance with their business plan.

During the loan cycle, the group is responsible for checking the progress of each other’s businesses.  The results of these visits are reported at each fortnightly Centre meeting.  Towards the end of the loan cycle, the fieldworker assesses the business growth of those who wish to apply for further loans.  She then assists clients to work out an appropriate size for the next loan.  This is usually based on the size of the client’s business and the potential growth during the next loan cycle.

Information Management
Each level of this system, including clients, participates actively in information management, contributing to SEF’s ability to provide loans cheaply and to gauge the overall health of the system:

· Centre Level:  The Centre Committee maintains a Minute Book and an Attendance Register.  The Minute Book records all loan disbursements, repayments, and savings by group, as well as details such as who volunteers to deposit funds at the bank each week.

· Fieldworker:  The Fieldworker maintains a Receipt Book and a Debtors Card for each loan.  The Receipt Book makes three copies of each receipt: one is given to the borrower group; one is sent to head office; and the Fieldworker keeps one in the receipt book.  The Debtors Card records transactions for each loan.  This becomes the source of information for a Repayment Schedule, which the Fieldworker completes on a weekly basis.  On Monday mornings, Fieldworkers list all expected repayments, by Group and by Centre, for the week to come.  On Friday, Fieldworkers list all payments received and note any late or outstanding repayments.  This form is then submitted to head office the following Monday, with receipts stapled to one corner.  

· Branch Level:  Each Monday, the Branch Manager prepares a Deposit Reconciliation Schedule by Centre.  The Co-ordinator collects deposit slips from the local bank branch and reconciles these to the expected payments and recorded receipts.  

· Head Office Level:  As a final step, the Loans Administrator at head office reconciles the Bank Statements against the expected payments and receipts.  This step closes SEF’s system.

Loan Products

Loan terms in both MCP and TCP are identical.  On first loans, clients may only take an 8-fortnight loan.  Thereafter clients may choose from any of the following:

Table 3: SEF Loan Products

	Product
	Monthly/Fortnightly 
Instalment 

Per R100 borrowed

	8 fortnight
	R 14.50

	12 fortnight
	R 10.00

	4 month
	R 29.00

	6 month
	R 20.50

	10 month
	R 14.00


All clients within a group receive their loans at the same time and repay at the same time.  There is some flexibility, however, as clients in a group that is repaying over 6 months may choose either 6 monthly or 12 fortnightly repayments.  Similarly, clients in a group that is repaying over 4 months who may choose either 4 monthly or 8 fortnightly repayments.

SEF’s current average loan for MCP is R1 211, while for TCP it is R754.  The average first loan, however, is R570 for MCP and R433 for TCP.  The average principal outstanding is R724 and R467 for MCP and TCP respectively. 
5.3 Savings

All SEF client groups are required to open a group savings book at the Post Office (Post Bank).  These savings accounts can be opened with just R50, and deposits as small as R10 are allowed.  The accounts are structured such that two group members must sign jointly to make a withdrawal.  These accounts earn interest of 1% per annum.  SEF thus does not collect savings deposits – which would be illegal under current legislation – but facilitates savings.  SEF feels that this is not ideal, but is a viable solution given the nature of the regulatory framework and the costs and security issues involved in SEF collecting deposits.  

While SEF has no control over the savings, clients are required to save a minimum of R5 (TCP) or R10 (MCP) per fortnight.  Where they do not do so, then their next loan might not be increased over the current loan.  However, there is no penalty or disincentive for withdrawals up to certain minimum balances.  Withdrawals below these minima may be made without penalty only where there is a dire emergency such as death or sickness in the family or loss of property due to theft, flood etc.  

The minimum savings balance thus acts as a form of insurance for clients.  Savings plays a key role in reducing the vulnerability of members, and in allowing for effective financial management.  Through savings, borrowers build up a fund upon which they can fall back when faced with mishaps and tragedies. 

Officially, loans are not made from these savings, although savings may play a role in ‘patching’ for members who have repayment problems.  This is significantly different to the practises of other South African NGOs who support grassroots microsavings, such as the South African Savings and Credit Co-Operative League (SACCOL) or the Homeless Peoples’ Federation. 

5.4 ‘Capacity Building’

In Business

SEF’s assumption has always been that the very poor possess the skills needed to earn income.  However, the organisation has come to realise that it can add value to those skills.  However, SEF does not believe in ‘training’. SEF believes that no outsider is able accurately to assess clients’ business knowledge or priorities, and will find it difficult to present training in a form that is useful to the very poor.  TCP’s skills development is instead based on clients networking with and teaching each other – horizontal and experiential learning.  In practice, clients are asked to prepare a business topic, which they talk about at a Centre meeting.  Clients particularly successful at one form of business are invited to visit nearby Centres to talk about their experience.  These interventions lead to intense discussions and learning amongst members.

In General 

SEF has a strong ethic of recognising clients’ own abilities, letting them control as much of the process as possible, and build on their own strengths and capacities, both as individual and as communities.  SEF’s role is one of facilitation rather than training, helping clients to realise their own potential.  This approach is empowering in itself.  Providing credit alone, however, would not achieve this kind of impact.  TCP methodology thus emphasises appropriate business selection, skills development to manage the chosen business, and linking the loan size to the business.  These are an essential part of a process of developing a stable and sustainable business.  This is particularly important for the very poor, where there are limited non-business income sources with which to make loan repayments, and to support the business and household if problems arise.

In addition to providing financial and business support services, TCP plays a key role in identifying and supporting the most vulnerable clients and works towards reducing this vulnerability.  To this effect, staff and clients are encouraged not to perceive those with problems as being ‘a problem’, but as normal people who need support.  Consequently, TCP policies and practices aim to facilitate reduced vulnerability, and to support problem solving as they arise.

5.5 SEF’s Role and Management Philosophy
SEF’s role as an NGO in this client-based and -driven microlending methodology is to provide loan finance and technical assistance.  However, SEF also contributes significantly by acting as the ‘conscience’ of the system, insisting at all times on strict adherence to all aspects.  This helps to counter the natural tendency for a beneficiary-driven microfinance system to relax its guard. 

Methodological Rigour

SEF is very strict about its methodology and, unlike some NGOs who prefer to let members identify and solve problems on their own, does not hesitate to intervene to ensure meeting attendance, savings, and overall discipline.  Adherence to these practises is not optional, and clients, Groups and Centres are not given any leeway in this regard.  SEF’s Internal Audit Department plays a crucial role, undertaking regular but unannounced inspections of Centre meetings, Branch operations, etc.

Zero Tolerance for Arrears

Closely linked to this, SEF and has a policy of zero tolerance towards arrears.  This is communicated endlessly to staff and clients.  Although the organisation understands and appreciates the multitude of reasons why very poor households might have problems making repayments, SEF expects every single cent of loan principal and interest to be repaid no matter what the reason.  This sends a compelling signal to SEF’s clients, and contributes to an organisational ‘culture’ and an expectation in target communities that in turn reinforce the system.  This is in sharp contrast to some NGOs that emphasise repayment flexibility, leading naturally to increasing arrears.

This attitude, backed up by immediate follow-up by staff if arrears occur, has helped SEF maintain a near-perfect repayment record.  SEF’s performance in this regard has inspired other MFIs in South Africa and demonstrated that losses in microenterprise lending are neither necessary nor acceptable. 

Growth Management

A third area where SEF intervenes decisively is in the speed and direction of expansion of the system.  Over the years, SEF has sometimes felt the need to halt growth in response to a variety of challenges.  In the first year of lending, for example, SEF stopped growth in order to tighten administrative procedures.  In 1994, SEF delayed the opening of a new branch because it was determined to hire a female branch manager (indeed, attracting female management remains a challenge).  In 1996, SEF slowed growth of MCP in order to launch TCP.  Finally, in 2000, SEF reined in growth in order to regain control of portfolio quality.  The lesson is that growth should follow and not lead methodological and operational development and stability.

SEF’s policy of managed growth has sometimes puzzled other stakeholders in the microfinance sector.  For example, in 1999 SEF declined a grant of R9 million from the Department of Social Development because the latter insisted that SEF expand its operations radically in a short period of time to meet government outreach targets.  SEF’s management was certain that this would be counterproductive and damaging to the programme.  Grassroots microfinance NGOs who allow client mobilisation to drive expansion express concern that SEF is overly conservative, although most have realised that uncontrolled expansion is impossible to sustain.  Finally, donors and others in the microfinance community have sometimes expressed frustration that SEF has only reached 16 200 clients after a decade of work.  We will return to these issues below. 

6. Impact

Now that we have explored SEF’s aims, structure and methodology, let us consider the impact it has had on its clients.

6.1 Monitoring and Evaluation at SEF

SEF feels that impact assessment is too often externally driven, included as a condition in a funding agreement, or as part of a donor’s assessment.  This leads to the perception that impact assessment is divorced from day-to-day, on-the-ground practicalities.  SEF’s own impact assessment system, initiated during 1997, is an ongoing effort to understand monitor impact, not a one-off analytical event.  Indeed, according to Anton Simanowitz, a former consultant to the organisation, SEF “does not set out to prove impact, but to improve impact”.  In other words, SEF seeks constantly to improve on its current level of observed impact. 

Given this priority and resource constraints, SEF’s methodology is less comprehensive but less costly than academic impact assessments.  However, positive practical changes (for example, reducing dropout rates) have demonstrated the usefulness of the method, which has a number of inter-related components:

· Livelihood case studies: The foundation of SEF’s impact monitoring system is a detailed understanding of members’ livelihoods and the factors that lead to improvements or decline in livelihoods.  This was done through detailed case studies with 60 TCP clients over a two-year period (see the next Section).

· Research studies: A number of specific, discrete studies have been conducted, for example looking at savings, dropouts, and business profiles.  These have been fed into methodological improvements.

· Impact monitoring: SEF’s impact monitoring system monitors key variables at the level of individual, household, and business.  Data is collected about changes in members’ income, expenditure, housing conditions, food quantity/quality, savings, children’s education, and business strength and diversification.  The system also uses self-evaluation by Centres to assess members’ problem-solving abilities, participation in leadership positions in community structures, and satisfaction with SEF service and products.

SEF’s continuous impact monitoring system gives a longitudinal view of changes in members’ livelihoods.  Tracking the effects of financial services is complex, however, particularly given the multiple facets of livelihood strategies at individual and household level.  However, for the very poor, where there are few income sources, it is relatively simple to determine the impact of a loan.  The key challenge is to understand the extent and the sustainability of the changes observed.  

6.2 How does TCP change its members’ lives?

TCP facilitates the development of increasingly sustainable livelihoods in two ways: by building secure incomes and other resources, and by building the skills to manage and grow these and other assets.  Achieving this positive impact is a combination of building a strong business to ensure a reliable and adequate income to meet household needs, and the development of assets to protect this income and reduce vulnerability.  These assets include 

· Savings, which provide a fund for use in case of emergencies and a way to meet ‘lumpy’ expenditure for business or household purposes.  

· Human assets, such as business and social skills, are important in effective business management, and in developing other livelihood opportunities.  Children’s education and family health also contribute to long-term sustainability and protection of livelihood gains.  

· Social networks and relationships, which strengthen the social ‘safety-net’ and improve the chances of support from other people in good times and bad.  TCP facilitates this through the ‘social capital’ of the groups and centres.

TCP also helps to increase ‘independent’ income for women, and to secure their control over resources.  This enables them to make decisions within the household.  Although there are rare cases of increased conflict within households as a result of SEF’s activities, there is substantial evidence that involvement strengthens women’s position and builds confidence and sense of worth. 

6.3 The TCP Impact Survey 

From 1998 to 2000, SEF conducted a professional longitudinal impact assessment on a group of clients.   Analysis demonstrated overwhelmingly positive impact for TCP members, with four indicators – quality and quantity of food consumed, quality of housing, contributions to savings societies, and value of the clients business – all showing strong average increases over time (see graphs).  
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Also clear from SEF’s experience is the high value of small initial livelihood changes for the very poor.  Small income changes for the very poor have proportionately greater impacts than for the better off.  The pattern evident amongst TCP clients of increasing consumptive use of business income in later loan cycles also suggests that livelihood changes are greatest for the very poor.  A small number of clients experience negative impact, but there are very few who experience severe negative effects.

7. SEF’s Performance as a Microlender

One of the most important issues arising from SEF’s experience is the relationship between poverty outreach, portfolio quality, and scale, efficiency, and self-sufficiency.  How well has SEF performed in this regard?  We will return to this issue in Section 9, but here we present some of the basic data.

7.1 Growth 

From 1998-2002, SEF’s active clients grew by 170% and its loan portfolio by 221% in value.  This discrepancy reflects a gradual increase in average principal outstanding over the period.  In terms of number of loans (i.e. active clients), SEF’s average annual growth rate was almost 25%.  However, growth from 2000-2001 was less than 4% as SEF grappled with the consequences of exceptionally rapid growth in the previous two years.  Growth from 2001-2002 increased again.

Table 4: SEF Growth, 1998-2002

	Period/Item
	6/98
	6/99
	6/00
	6/01
	6/02
	12/02
	Growth

	Loans outstanding
	6 144
	8 693
	11 850
	12 247
	12 924
	16 565
	170%

	Principal outstanding
	R3.43m
	R5.6m
	R8.8m
	R7.58m
	R7.48m
	R11m
	221%


Although SEF has been criticised for growing too slowly, an annual average of 25% in a difficult market with extremely poor clients and limited business prospects is quite good.  It must be borne in mind that SEF’s strategy has been to develop solid operational systems and methodologies before expanding to full scale.  Given SEF’s role as a first-of-its-kind MFI in South Africa, its growth rate appears more than reasonable.

7.2 Portfolio Quality 

SEF has set world standards in loan portfolio quality.  During the first eight years of operation, SEF’s month-end portfolio at risk over 30 days was consistently below 0,5%, and bad debt write-offs as a percentage of principal outstanding were below 1% per year.  In 2001-2002, write-offs rose to 2.4% (still well ahead of international standards) because of over-rapid growth of loan sizes.  In the second half of 2002, however, these figures dropped to previous levels as SEF has implemented the adjustments decided in response to the problems of 2000-2001.

7.3 Scale and Efficiency

Despite the quality of its portfolio, SEF has struggled to achieve international standards of scale and efficiency.  With 16 120 active clients, SEF is the second biggest microenterprise lending NGO in South Africa (after Marang Financial Services, which has 17 000 clients).  This is impressive for South Africa, but some international observers expect to see at least 20,000 clients after ten years of lending.

In terms of efficiency, SEF’s Administrative Expense Ratio (the relationship between administrative costs and loan portfolio) has fluctuated as the organisation has experimented with different procedures and loan sizes.  Although SEF’s performance in this regard is still not on par with international best practise, several factors must be borne in mind:

· There is generally some trade-off between scale and portfolio quality.  SEF’s emphasis on the latter has played a part in restricting growth and efficiency until such time as management is confident that the model is at its absolute best.

· SEF has chosen a difficult region in which to work, with extreme poverty, a shallow economy, and low population density.  Many other MFIs, particularly in Asia, work in areas where population densities are much higher, even in rural areas, and travel time and costs much lower.  Also, the regional economy in Limpopo does not provide as many income-generation opportunities as in other parts of the world where MFIs are common.

· Because of the poor performance of South Africa’s educational system, SEF’s fieldworkers and Branch Managers require significant training before they can carry out their jobs effectively – but high salaries by international standards to attract and keep them.  This has two serious knock-on effects.  Firstly, SEF must spend a significant amount of money training fieldworkers and letting them ‘grow into’ their jobs, during which time their performance is below par.  Secondly, even when staff is at peak performance, South Africa’s high absolute salary costs undermine SEF’s efficiency relative to other MFIs.  Salary expense as a percentage of average total assets at SEF is four times the international MFI average.  There is nothing SEF can do about this issue, which arises from South Africa’s radically unequal economic structure (see Section 9 below).

· Finally, SEF’s experience suggests a paradox inherent in a strictly poor-only microenterprise microcredit strategy: if it is successful, there is a possibility of continual turnover of clients as some graduate from the programme.  New entrants come in with a small loan value, keeping the average principal outstanding and thus operational income low.  Indeed, this is one reason why SEF has decided to retain MCP and to mix MCP and TCP Centres in single Branches.

7.4 Self-Sufficiency 

SEF’s operational self-sufficiency and financial self-sufficiency also remain problematic by international MFI standards.  However, SEF’s self-sufficiency figures show a similar pattern to efficiency, with gradual improvements from 1992 to 2000 and then a drop to June 2002.  Figures for the last two quarters of 2002, however, showed radical improvements in efficiency and self-sufficiency.  

Indeed, SEF’s management is confident its current strategies will continue to result in rapid improvements.  In particular, the plan to offer both TCP loans and MCP loans in the same villages will have a significant effect on the growth and productivity of Branches.  When combined with administrative and management restructuring to make the organisation less top-heavy, SEF expects to break even by 2004, after which it will be poised to grow rapidly once again.  The figures below show a marked improvement in SEF’s performance.

It should be borne in mind that throughout SEF’s most difficult period, some braches were operationally self-sufficient, covering their own costs as well as a pro rata proportion of head office costs.  Indeed, if SEF’s branches are analysed as ‘profit centres’, many are at break-even plus a profit factor representing their proportionate contribution to head office expenses.  Most importantly, there is a correlation between the ‘maturity’ of these branches and their performance (‘maturity’ means not only age, but also the length of time fieldworkers have been in place).
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We will return to the critical issue of self-sufficiency in Section 9.

8. SEF and its Environment 

8.1 Sources of Funds 

SEF is a not-for-profit microfinance institution that prioritises poverty eradication above all else.  For this reason, its financing strategy is a hybrid of donor subsidisation and wholesale semi-commercial finance.  These funds are used for loan equity, operational costs, and capacity building.  

Grants 

A variety of donors provide equity, operational, and technical assistance funding to SEF.  USAID awarded funds to Calmeadow, a Canadian-based microfinance support agency, to subsidise SEF’s operational costs until October 2002.  USAID also provided a grant for loan capital.  SEF has also received a grant from the Ford Foundation to support action research to improve TCP’s impact and develop strategies to ensure sustainability.  However, aside from small grants from local companies and a small capacity-building grant from Khula, SEF has yet to receive grant funding from South African sources.

Loans  

In 1999, SEF concluded loan agreements with parastatal wholesaler Khula Enterprise Limited and the Netherlands-based HIVOS/Triodos Fund.
  These were used to fund SEF’s loan book.   SEF intends to finance most of its future portfolio growth this way.

Technical Aid

SEF has also received technical assistance support to strengthen its capacity.  It has received funds from HIVOS for this purpose, as well as support for IT development.  It also receives free technical assistance from Calmeadow as part of its grant agreement with USAID.

8.2 SEF and Other MFIs

In its 10-year history, SEF has had to contend with various competitors.  In general, this competition has not had much negative impact on SEF’s operations, except for initial concerns for field staff whenever a new competitor begins operations.  SEF’s products and service appear well suited to its client base, and the organisation tends to win back a significant portion of any clients who may initially turn to the services of a competitor.

As expected, TCP has been far less affected by competition than MCP.  As 85% of TCP clients do not have any business at the time they join the programme, they are not the market for the majority of potential competitors.

The largest competitor SEF has faced was Provident Financial Services.  Nevertheless, even though this lender grew to 36 000 clients within the same operational area as SEF, it was not easy to determine if a significant number of clients were lost to them.  Nor was there a significant flow of clients back to SEF once Provident Financial collapsed.

A more disturbing aspect of competition has been clients becoming over-indebted.  Field staff have noted this on numerous occasions.  Over-indebtedness frequently leads to negative impact on clients.  This in turn affects SEF negatively, as clients’ businesses may fail, and they drop out of the programme, to its cost in terms of poverty alleviation mission and in terms of sustainability.

Current competitors include the parastatal Land Bank’s Step-Up Programme and Marang Financial Services.  SEF expects some disruption from the Step-Up Programme.  This programme provides individual loans at less than half SEF’s interest rate.  Moreover, Step-Up appears to be ‘pushing’ loans without regard to sustainability, and appears unconcerned about defaults.  

Marang currently serves the same market as MCP and offers similar products.  This is currently SEF’s most serious competitor.  SEF feels able to compete effectively with Marang because of its strong presence in the Limpopo region and ability to keep close contact with clients.  Should Marang’s presence in the province increase considerably, they may well be more of a threat.  MCP will have to remain alert for such a development and find ways to compete effectively, for example by capitalising on the Centre structure to provide networking and member driven training to its clients.

In a few years, SEF’s management expects that financial institutions such as Capitec or Credit Indemnity will begin to offer micro-enterprise loans.  The cost of servicing clients in rural areas will probably be prohibitive for them, however, so they are unlikely to threaten SEF’s niche.

8.3 HIV/AIDS

In recent years evidence has emerged from countries with a high AIDS prevalence that households in poor communities that are engaged in microenterprise and work with a microfinance programme, are better able to cope with the effects of AIDS.  Furthermore, it seems such households have a lower AIDS prevalence than others.

In 2001, the Health Systems Development Unit of the University of the Witwatersrand began to work with SEF on a pilot to test the impact of an intervention that specifically combines HIV/AIDS education and health support with microfinance for enterprise.  The pilot, which will run for three years, aims to understand more clearly the observations noted above.  

SEF has always anticipated that the impact of HIV/AIDS would be seen in various ways, the most obvious of which is client deaths.  While deaths in the communities in which SEF works have increased significantly and while the percentage of HIV positive people in Limpopo has been high for some years now, SEF has not seen a significant increase in client deaths.  Loan write-offs due to client deaths have been less than R50 000 per annum for the last three years.  

The fact that client deaths have not increased is probably due to sick clients dropping out of the programme either of their own accord or as a result of pressure from fellow group members.  Nevertheless, HIV/AIDS is expected to affect SEF in two other ways: staff illness and death, and negative impact on client businesses.   The latter arises mainly due to money in communities having to be diverted to medical and funeral expenses and clients using their own savings and ‘business money’ where their family members become sick or die.  These impacts are probably already at work, however, and have thus already been factored into SEF’s programme performance.

Micro-entrepreneurs are remarkably resilient and have shown that they can cope with a variety of shocks or challenges.  SEF believes that this will hold true in the case of the HIV/AIDS epidemic.

8.4 SEF and Government

The legal environment

SEF’s legal environment is much the same as for any MFI.  As with all microlenders in South Africa, SEF must be, and is, registered with the Micro-Finance Regulatory Council.  As a Section 21 Company, the laws governing non-profit organisations bind SEF to reinvest its profits into its operations.

Current legislation prevents SEF from collecting savings or from operating an insurance scheme.  South African law and banking regulations allow only registered banks and certain categories of exempted institutions (mainly co-operatives and stokvels) from accepting deposits.  

The policy and political environment 

SEF’s relationship with government has been uneven.  On one hand, SEF is regularly cited in South African policy processes as ‘the’ example of a pro-poor microlender.   SEF is regularly asked to participate in policy processes, particularly those meant to lead to new initiatives to support microenterprise microlending.  SEF is a customer of Khula, the government’s microenterprise microlending wholesaler.  However, as with other not-for-profit MFIs in South Africa, being asked to participate in policy processes does not ensure that the resulting policy will be favourable to SEF, its methods, or its objectives.  

Another case of problematic interaction with government involved the Department of Social Development’s Social Finance Programme, an initiative originally intended to provide grant funding to MFIs and other NGOs that provide or encourage microfinance services for the very poor.  SEF participated actively in the programme design process, only to find that the SFP as implemented was very different from what had been agreed.  As noted earlier, SEF felt it necessary to decline a grant of R9 million from the SFP because of the inappropriateness of the conditions attached.  The problem was that DSD started with an outcome government wanted to achieve rather than an appreciation of and commitment to add value to what was already happening on the ground.

In 2002, SEF was asked to participate in a process to establish a new ‘apex’ wholesaler that would take over part of Khula’s mandate dealing with the very poor.  Once again, despite SEF’s participation and that of like-minded NGOs, the future of the initiative is uncertain.

8.5 SEF and the Microfinance Sector 

As we have seen, SEF’s relationship with the global microfinance community is a good one.  MD John de Wit serves on bodies related to the Microcredit Summit and CGAP.  Ben Nkuna, SEF’s general Manager: Operations, is also regularly asked to share lessons in the areas of poverty targeting and working with the poorest households, and conducts workshops in Asia and Africa on the subject.

SEF has also contributed to local microfinance development by acting as a demonstration model for other organisations.  Within Southern Africa, several SEF ‘replicators’ are operating successfully.  SEF welcomes visitors and has been willing to share its methodology with others.  This may need to change, however, now that competition from other MFIs in the Limpopo province is increasing and competition for funding is getting stronger.

SEF’s position in the global microfinance community – aligned to those emphasising poverty-oriented microlending for the very poor – means SEF has detractors as well as supporters, both outside and inside South Africa.  The main points of divergence are the role of self-sufficiency and of solidarity group lending, and there are those who feel that SEF, however successful, is not the right model for delivering microfinance at scale in South Africa.  This is largely an academic issue, however, since SEF is one of the only organisations reaching the very poor in South Africa, and there would appear to be no other local example to which it can be compared. 

9. Challenges and Lessons 

9.1 Assessment

Strengths

SEF’s strengths – which greatly outweigh the weaknesses discussed below – are that it reaches the very poor; has definite positive impact; has excellent monitoring and evaluation systems and practises; and is moving strongly in the direction of self-sufficiency.  Simply put, SEF is effective and increasingly efficient at what it sets out to do, which is to reduce poverty amongst the very poor in its target area.  There is not much more one can ask of an organisation. 

Perhaps less obvious, but equally important, are the enthusiasm, reliability, and competence of its senior staff and management.  SEF’s involvement in the international poverty-oriented microfinance movement is also a strong plus. 

Weaknesses

The main criticism of SEF from a social development perspective is that there is insufficient focus on horizontal learning and capacity building amongst clients.  SEF acknowledges that there are limited client-to-client exchanges in its system beyond Centre level, but hopes to increase them.  However, SEF’s interest in such activities is clearly subordinated to its goal of sustainable poverty reduction through microenterprise lending – encouraging wider social empowerment for its own sake is not on SEF’s agenda.  Some in the South African NGO sector feel SEF could do more to build capacity amongst its target communities to understand the socio-political roots of their poverty and to develop the ideas, options, and strategies to address these broader issues rather than focus narrowly on alleviating poverty at household level.  However, it is unclear whether SEF could do so without damaging its own microlending methodology.  This issue will be an interesting one to watch in future.

The Grameen solidarity group lending methodology has been criticised on a number of grounds.  It is relatively inflexible, but this is both strength and a weakness.  It provides clear guidelines for all involved, but may impede dynamic adaptation to changing circumstances, experimentation, and mobilisation of social assets by the poor.  The model emphasises fieldworkers, particularly to fulfil ‘social’ roles that some other methods assign to clients themselves.  This might miss important opportunities for wider capacity and confidence building.  Finally, the Grameen methodology emphasises self-sustainable microfinance systems – which by their nature rely on the poor to pay for professional operating costs, etc. – rather than on social mobilisation to transfer state and other resources to the poorest of the poor.  This is appropriate in many societies, but (arguably) in South African conditions, it may deflect grassroots attention from continuing discrimination and oppression. 

It is notable that despite its weaknesses, SEF’s portfolio quality is amongst the best in the world and by far the best in South Africa. 

9.2 Comparative performance

Internationally 

SEF voluntarily participated in a Performance Report for the MicroBanking Standards Project, which was published in the Microbanking Bulletin in April 2001.  The report compared SEF to a sample of 124 international MFIs and 10 African MFIs.  The report found that SEF is above average in reaching the poorest of the poor, about average in terms of access to market-based funding, but below average in its average loan size, both absolutely and as a percentage of GDP, operationally self-sufficiency, and productivity (particularly the number of clients per fieldworker and average staff salary as a percentage of GDP).

The difficulties cited in the MBSP report can be attributed almost entirely to South Africa’s unique income distribution situation.  South Africa’s high average GDP and Gini Coefficient skew any measure using GDP as a denominator: although absolute poverty levels in South Africa are similar to those in other countries, measurables like average loan size as a percentage of GDP appear far worse than for MFIs in Asia or elsewhere in Africa.  In other words, although a poor person in South Africa can afford a loan of similar absolute size to poor people elsewhere, this seems low in relation to per capita GDP because there are so many very rich households in South Africa.

Related problems affect operational self-sufficiency.  Essentially, since market salaries for middle-class staff in South Africa are relatively higher in absolute terms than in other developing countries, whilst incomes (and thus borrowing ability) of the poor are similar to the developing country average, SEF has to fund relatively higher staff costs out of the same absolute interest income base as other MFIs.  To be ‘competitive’ in international terms, therefore, SEF would not only have to improve its physical productivity (clients per fieldworker); it would have to do significantly better than average to compensate for the greater divergence between staff and client average incomes.  SEF cannot address this problem easily.
Locally

There are few MFIs in South Africa directly comparable to SEF.  Most MFIs fall within the Small and Medium Enterprise (SMME) paradigm.  This paradigm is not directly concerned with income-generation activities per se, but rather with entrepreneurial small businesses.  SEF’s closest cognates in the South African microfinance sector are Marang Financial Services, Beehive EDC (both of which are now competitors of SEF in Limpopo), and FINCA in kwaZulu-Natal.  SEF co-operates with these organisations in respect of policy influence and other matters.  Of the four, SEF has the strongest and most consistent focus on the very poor.

Most other South African pro-poor microfinance NGOs do not try to provide sustainable microfinance in the way SEF does.  The Homeless Peoples’ Federation is only beginning its work in the area of income-generation microlending, and most loans are made between members of its savings and credit collectives without external finance.  As a microlender, SEF is also very different from organisations that support financial services co-operatives, such as SACCOL and FINASOL.
9.3 Challenges and lessons for the South African microfinance sector 

As South Africa’s oldest and most consistent pro-poor microlender, SEF serves as a kind of ongoing test case for what is possible in respect of pro-poor microfinance in South Africa.  What are the main issues thrown up by SEF’s experience?  

The very poor can use microcredit and can repay them

Paradoxically, given the concerns and assumptions of many commentators, SEF’s experience shows that loan repayment and portfolio quality is the easiest thing to get right when working with the very poor.  SEF’s performance in this regard is exemplarily and the envy of many banks.  

Social intermediation works, but it is not cheap

What has not been so easy, however, is to turn high portfolio quality into efficiency and self-sufficiency.  The reason for this is closely related to the basis of SEF’s portfolio quality.  SEF has chosen a methodology that requires many fieldworkers.  The solidarity group/centre methodology employs these staff at a ratio of 1:320 clients.  This is in contrast to MFIs who lend to individuals, and employ collateral security and the threat of legal action to mitigate risk and obtain repayment, who require fewer staff.  

Is social intermediation worth it?  The problem is that the individualised microlending model does not reach the very poor.  This has been demonstrated over and over, and there is no microlender in South Africa using this methodology and lending to the very poor.  The criticism sometimes levelled at SEF that the solidarity group/centre/fieldworker methodology is too expensive misses the point.  The alternative is not between two alternative ways of reaching the very poor, but between doing so and not doing so.  SEF has shown that it is possible to reaching the very poor using a system that relies on client participation and fieldworkers, but that it takes time to develop the right balance that can do so sustainably.  During this development period, costs may be high.

Costs of microfinance in South Africa 

Closely related to this, SEF’s experience illustrates that the costs of ‘doing microfinance’ are extraordinarily high in the South African context.  In addition to the normal challenges to self-sufficiency faced by MFIs throughout the world, South African MFIs are faced with significantly higher labour costs and a shortage of skilled human resources.  Salary costs are by far the greatest contributor to the non-financial expenses of an MFI, typically constituting 65% to 75% of operating costs.  Salary Expense as a percentage of Average Total Assets at SEF is nearly four times the global MFI average.  In almost all countries, MFI clients receive average first loans roughly 120% of a loan officer’s monthly salary.  In South Africa, however, the average first loan is generally about one-third to one-fourth of a fieldworkers’ monthly salary.  

This implies that in order for the average South African MFI fieldworker to be able to cover the same level of direct expenses as her counterpart in other countries, she must be either roughly four times as productive or must generate four times as much income per loan.  The challenges of overcoming such costs in the South African context are considerable.  SEF accepts that such factors are a permanent feature of its operations, and that whilst it will be able to cross-subsidise some expansion and training costs from services to better-off clients, part of its permanent challenge is to secure grant funding to cover them, so the organisation can maintain its outreach to the very poor.  

The need to target the very poor

Next, SEF’s experience shows is that if an MFI wants to reach the very poor it needs to go out and find them and encourage them to participate.  Much microfinance thinking in South Africa fails to distinguish between the tasks of ‘making’ microenterprises versus serving the existing demand for microcredit.  It is insufficient to hand out the organisational shingle and wait for clients.  It is also not enough to ‘train’ clients in business skills and then turn them loose to start businesses and ask for loans.  Through TCP, SEF has shown that it is necessary to develop methods to identify the very poor and then to approach them directly to invite them to get involved.  

What should very poor clients have to pay for?

SEF’s core business is to reach very poor households with sustainable microfinance services.  The accepted measure of sustainability is financial self-sufficiency, or (roughly) the degree to which operational income covers operational expense plus the costs of finance.  However, whilst the definition of operational income is clear (interest and fees), it is important to distinguish between expenses incurred in the course of ongoing microfinance operations and those that are ‘developmental’ in nature.  

SEF’s experience suggests that when working with the very poor, clients cannot pay programme establishment, expansion, and ongoing development costs by way of high interest charges.  Unlike commercial finance institutions or MFIs working with the less-poor, a pro-poor MFI such as SEF may legitimately seek and use grant funding to assist with the costs of establishing, growing, and developing operations in pursuit of the social goal of reaching the very poor.  Once an MFI has reached a sustainable level of operations, however, it should be self-sustaining.  SEF’s overall strategy to date can be described as a quest to employ grant funding as effectively and efficiently as possible to reach this point, but it is important for donors and policy-makers not to be impatient – particularly in an environment life South Africa where experience of pro-poor microfinance is very weak.  Without such grant funding, however, institutions like SEF cannot begin operations.

The paradox of growth 

A paradox of a strictly poor-only microenterprise microcredit strategy is that if it is successful, there is a continual turnover of clients as some graduate from the programme, which continually undermines operational earnings.  New entrants come in with a small loan value, keeping the average principal outstanding and thus operational income low.  SEF has also learned that poverty lending is more expensive than lending to the middle or upper level micro-markets: loan sizes start smaller and grow more slowly, it takes an extra 12 or more months for a fieldworker to build to full client capacity; full capacity is somewhat lower than for mid-level programs because clients need more support and aftercare; and clients are more sensitive to increases in interest rates.  SEF’s sustainability levels have suffered from these realities. One reason SEF is now combining TCP and MCP Centres in the same Branches is to serve a wider range of clients within the same villages, with relatively higher earnings and greater efficiencies in MCP cross-subsidising TCP. 

The human resource problem

There is a second aspect to the ‘growth paradox’ in the South African context.  A natural and inevitable consequence of growth in an institution like SEF is that fieldworkers will be promoted to middle management level (given the lack of suitable candidates for middle management positions in the open market), and new fieldworkers will therefore have to be hired and trained.  Every time this happens, however, two sets of costs are incurred: the direct cost of training a new fieldworker, and the indirect costs of a reduction in efficiency whilst the new fieldworker learns ‘on the job’.  In common with all other South African MFIs, SEF must recruit and train fieldworkers from scratch, as there is presently no suitable training programme for the microfinance industry as a whole, and no ‘market’ for such staff.  The costs associated with recruitment and training are properly covered by training and HR development budgets, but the costs of reduced efficiency show up as operational shortfalls caused by performance variations.  Because of SEF’s commitment not to make the poor pay what they cannot afford, its management feels that a proportion of MFI operational shortfalls during a phase of growth and/or restructuring can and should be understood as the costs of ‘on the job training’ of fieldworkers who are not otherwise available in the South African context. 

Penetration, Replication and Scale 

How many very poor clients can an organisation reach with microcredit?  SEF’s answer to this is that about 20% of households in a low-income community can participate in a TCP-style programme, but that many of these will ‘graduate’ to a higher-level programme, making space for new entrants.  This conclusion must be considered carefully by government, which often expects MFIs to be able to reach nearly everyone with microfinance. 

State or donor support for an institution like SEF is based on the desire to reach existing clients, but also to encourage the spread of such services to new areas.  SEF’s experience suggests that, at least in the institution-building period, there is a limit to how large a pro-poor MFI can be.  SEF has explored this area carefully, and has reached the conclusion that the optimal situation is one where branches report directly to an operations manager.  Instead of adding more and more branches to its existing operation, SEF is poised to develop new regional operations (i.e. groups of branches) that will be internally self-sufficient.  

Outreach in the SEF model is thus about creating new stand-alone institutions, or ‘profit centres’ within an existing institution, rather than unlimited expansion.  However, the requisites to achieve this seem to include a focussed, learning-oriented management team, strong self-analytical capacity, commitment to multi-year subsidisation, and perhaps acceptance of internal cross-subsidisation.  One reason why SEF remains almost alone in the South African MFI community in its strong pro-poor focus, despite its success, is that the individual and institutional resources required to achieve these requisites are not to be found ‘off the shelf’ in South Africa.  

This suggests the need for support not only for replication of the SEF model per se, but for ‘vectoring’ its experience effectively between it and potential new pro-poor MFIs.  This is not something SEF can be expected to achieve on its own, using its own resources.  Funding for this kind of expansion is required from government and donors. 
Job creation or poverty alleviation?

Finally, SEF’s experience shows that the central political/policy problem for pro-poor microfinance in South Africa today is the unresolved relationship between economic growth and employment creation on one hand, and poverty alleviation and social development on the other.  The hope is that microenterprises will address poverty by creating jobs.  However, SEF’s work is based on the view that the very poor cannot wait for the possibility of earning a salary working for someone else, and that the ‘trickle-down’ of jobs and income from larger enterprises to the very poor is largely still a theoretical notion in South Africa.  Instead, it has sought to provide microcredit to very poor women to help them improve their livelihoods now.  

If government and the donor community wants to see more of this kind of approach in South Africa, it must address the fact that the policy apparatus and flow of funds for microfinance need to adapt to the needs and practises of pro-poor microcredit – not the other way around.

10. Appendices

10.1 Mission Statement

The Small Enterprise Foundation (SEF) is a growing development finance organisation.

Values 

We believe in: Respect for all; having a positive impact on the lives of our stakeholders; and striving for operational efficiency and self-sufficiency

Mission

To work aggressively towards the elimination of poverty, by reaching the poor and very poor with a range of financial services to enable them to realise their potential.

Vision

A world free of poverty.

10.2 Operational Data

Table 5: Basic Statistics: SEF 

	Indicator
	December 2002
	June 2002
	June 2001

	Number of loans outstanding
	16 565
	 13 387
	12 247

	% Women clients
	98%
	98%
	98%

	Value of loans outstanding
	R 11 million
	R 8.0 million
	R 7.4 million

	Current average loan size disbursed
	R 1 045
	R 1 033
	R 1 149

	Number of loans disbursed since inception
	109 939
	94 603
	72 188

	Amount disbursed since inception 
	R 106.4 million
	R 91.5 million
	R 70.2 million

	Bad Debt rate
	0.5%
	2.3%
	2.5%

	Portfolio at risk > 30 days
	0.5%
	0.5%
	2.1%

	Since inception Rescheduled loans (illness)
	R 125 731
	R 121 875
	R 86 198

	Death Write-Offs
	R 7 402
	R 38 695
	R 41,846

	Total Savings as held by clients
	R 2,3 million
	R 2,2 million
	R 2,2 million

	Total Staff
	101
	103
	94

	Total Operations staff
	81
	81
	79

	Development and Training Staff, Loans Administration, Head office
	20
	15
	15

	Clients per loan officer
	231
	209
	231

	Operational self sufficiency

	72%
	51%
	66%

	Financial self sufficiency

	72%
	51%
	65%


Table 6: Basic Statistics: MCP and TCP

	
	MCP
	TCP

	Inception date
	1992
	1996

	Clients
	9 189
	6 971

	Principal Outstanding (overall)
	7.3 m
	3.8 m

	Average first loan 
	570
	433

	Average loan disbursed
	1 211
	754

	Average principal outstanding
	791
	540

	Total savings (both programmes)
	R2 400 000

	Average savings per client 
	214


10.3 Some Notes on SEF’s Operations

Some readers might be interested in more detail on SEF’s operations.

Management Information Systems 

One of SEF’s strengths is an effective Management and Information System (MIS), which is used for financial modelling and projections, performance tracking, and reporting.  

SEF’s financial accounting is done on a standard software package used by many businesses and NGOs, but loan administration is done through a combination of manual and spreadsheet systems, both developed in-house.  The choice of spreadsheets is an unusual one, but it has enabled SEF to remain flexible and adapt to changing circumstances.  SEF considered buying an expensive off-the-shelf loan management system (as some South African MFIs and NGOs have done), but decided against it because of concerns about having to adapt its systems to it rather than the other way around.  

SEF’s operational data is captured on sophisticated spreadsheets that function like a database system.  This system is well integrated, and can generate dependent variables for any one or a combination of changes in independent variables.  For example, changes in the target for principal outstanding automatically generate the required number of field staff, operational costs, and so on.  This powerful tool allows SEF management to generate unlimited growth and funding scenarios, facilitating detailed financial planning.  It also allows management to self-evaluate constantly, catch problems early on, and react to them dynamically.  SEF managers know what is happening as soon as it does.

At head office, then, computers are used extensively.  However, unlike many other MFIs that have spent large amounts on automation and computerised field operations, SEF has followed the lead of the Grameen bank, which had over a million clients before it began to put computers in branches.  At field level, SEF operates with fully manual procedures and reports at field level.  

Human Resources

SEF presently has about 100 full-time staff, half female.  SEF also has a regular flow of volunteers, mainly from Germany, Africa, and North America. Staff planning is based on the in-house MIS.  Programme growth targets are used to determine the number and type of staff required.  This is factored into the overall financial model.  

SEF has an internal audit department with a Senior Internal Audit Officer and two Internal Audit Officers.  Their focus is on continuous field and operational audit, ensuring that the loan and savings methodology is followed rigorously. The Internal Audit Department has detailed audit programmes, which are currently being formalised into manuals.

Fieldworkers earn an average base salary that includes a contribution to a provident fund.  Medical coverage is optional and SEF offers a matching contribution to a medical aid scheme.  SEF provides no travel allowance but all business related travel is reimbursed.
From the early days, SEF has operated a monthly incentive scheme for fieldworkers and branch managers, although it has evolved in design over time.  Today the monthly incentive is based on the number of active groups managed by the field worker, with deductions for the percentage of groups in arrears. In addition, a quarterly incentive includes the retention rate and branch profitability. The branch manager receives an average of the fieldworker incentives. The head office staff (including the zonal management) receive bonuses based on the overall performance of SEF.

10.4 Client Case Histories 

Sara 

Sara lives with her family in Sharpeville village near Lenyenye. She is a widow and unemployed, occupying a small house with mud walls and a roof of corrugated iron. Her house has three rooms and rondavel where she cooks and keeps firewood. In the two bedrooms, there are old beds and a suitcase. In the third room, she stores her household utensils – an aluminium plate, mugs, pots, bag of maize meal, and her business stock.

Sara was brought up in a large family with few assets. She suffered in childhood. She only attended school up to Sub B because of financial problems. No one in the family is educated. Because of her father’s irresponsibility, her mother worked hard to support the children. She helped her mother to do the household routine. Her mother was selling traditional beer and merogo (wild spinach) in turn for maize meal.

Sara never enjoyed her early childhood. She became responsible at an early age because she was the first-born. At the age of 10 she was working in the farm earning 10 cents per day. With the money, she bought clothes and food for her brothers and sisters. At that time, a bag of maize meal was R1,50 per bag, Sugar was R0,03 and soap was R0,05. They could not afford to buy them. They never ate nutritious food. Meat with bread was for Christmas and Easter holidays only.

At the age of sixteen, because of the poverty, she left her family to be married. She married a 30-year-old man called Sam Maake. He paid R40 as lobola
.  Sam comes from Gathaba village at gaMolepo. At the time of marriage, Sam was working on a farm. He was a driver and they lived in a small hut. He earned R20 a month. Sara stayed with her husband at farm for ten years, after which she had a baby. They never ate nutritious food because their father was earning low income. She gave birth to all her children at gaMolepo and her husband came only at month end.

Her husband was very possessive. He beat her. Her husband was killed in gaKgapane. Sara was so disappointed and frustrated. Her problems piled up. She had to look after her children on her own. She left for Pietersburg to sell traditional brooms. She took her children along, sleeping at Pietersburg stations with no blankets.

She went from place to place selling traditional brooms and vegetables. After a few years suffering with her children, she decided to go back to her original home. She continued selling fruits and vegetables and traditional beer with a low income. Sometimes she had nothing to sell.

There was no financial institution to cater for her credit needs. Moneylenders were the only people available. Sara never thought of borrowing money from them. She knew the consequences.

She worked very hard to support her family with the small profit she earned. Sometimes there was no profit at all. Sometimes she couldn’t afford to buy food for the children for a day or two. New clothes were out of the question.

One day she heard about SEF, which was introduced, in her village. Sara and others went to the centre meeting where SEF was operating. The field worker talked to them in detail after the centre meeting. She explained all the rules of the project. Sara got together with four other people to form a group of five. They became registered members in 1994. Their group received its first loan of R300 each. The members were also taught how to save money, which they will use for emergencies.

With her first loan, Sara bought fruits and vegetables. During weekdays, Sara and her children go house-to-house selling vegetables. Sometimes customers would come to her house. Monthly income increased. Her expenses were less that her income. Sara managed to pay off her first loan and her daily meals improved.

Her relationship with the group members and centre members was very good. Not even one gave repayment problems. She also took a second loan of R700 to buy fruits, vegetables, mopani worms and malt to make traditional beer. With the profit she earned she has bought second hand clothes for her children and she has electrified her house. Her lifestyle has changed. They are now eating three meals a day.

SEF has brought changes to Sara’s life. She used to be hungry for days. Walking from place to place, selling brooms, trying to get some money in return. Sleeping on streets without blankets and food. Today she’s able to afford food and clothes for her children. Sara achieved this through hard work and perseverance. She encouraged her children to go to school because with the profit she bought school uniforms.

Salome

Salome Selepe was born in 1955 at Callies. Her parents had 8 children. Her father was working at the nearby farms as a labourer and her mother was a housewife. Because her parents had a big family, she was forced to leave school at the primary level and work on the farms to support her younger brothers and sisters.  So, she was not able to attend school.

Because of poverty at home, she married at a young age. She has five children, three girls and two boys. Her husband works on farms and stays there during the week. Her husband is supporting her and the family well, but there is not enough money to meet basic needs. As a labourer, her husband is getting R360 a month. So they are struggling to buy food, clothes and pay school fees for their children.

She heard about TCP at a community meeting. When she first heard of TCP she decided to join, although her neighbours and other villagers told her that she would be arrested. She did not look back. She formed a group of five and was approved for a loan.

At first, she was selling baked fish and cheese snacks, but now she is also selling mopani worms. Within 3 months, she managed to sell four bags of mopani worms, from which she made R500 profit from every bag. She is planning to open a spaza shop where she will be able to sell many items.

From her business, she managed to buy clothes for her children during Christmas. She’s also helping her husband to buy some groceries and to pay burial society funds. Sometimes when her husband didn’t have money for transport to go back to work, she gave him transport money. Now she does not rely too much on her husband to support her family. Now her family has breakfast every morning.

She enjoys her group very much and her group members are very supportive. They visit her regularly and give her some advice to improve her business. She is of the idea that her group is the best group of the centre. She likes socialising with the people and sharing ideas with them. According to her, TCP has a great impact on her life because since she has joined TCP she’s able to meet all her needs.

10.5 Glossary

	Arrears
	Percentage of loan repayments by value past due date

	Branch
	A grouping of village Centres 

	Centre
	A grouping of solidarity loan Groups

	Financial Self-Sufficiency
	Measures how well an MFI can cover its costs, taking into account a number of adjustments to operating revenues and expenses.  The purpose of most of these adjustments is to model how well the MFI could cover its costs if its operations were unsubsidised and funding its expansion with commercial-cost liabilities

	Group
	Five clients who co-guarantee each other’s loans

	Intermediation
	In microfinance terms, the processes, systems, etc. through which loans are made and funds managed between MFI and clients

	Operational Self-Sufficiency
	Measures how well an MFI can cover its costs through operating revenues.  In addition to operating expenses, it is recommended that financial expense and loan loss provision expenses be included in this calculation as they are a normal (and significant) cost of operating

	Portfolio at Risk
	The amount of the current loan portfolio that is regarded as at risk of becoming a bad debt, usually measured at month end

	Portfolio Outstanding
	The amount of money currently on loan to clients.  This is a crucial determinant of interest earnings and thus operational income

	Relational Guarantee
	When a loan is guaranteed through interpersonal relation ships rather than collateral 

	Retention Management 
	The process of ensuring that clients stay in the loan programme

	Social Intermediation Methodologies
	Microfinance approaches that rely primarily on groups of clients or members to mange the flow of funds to and from an MFI and its clients 

	Solidarity Group Lending
	When loans are made on the basis of a group of clients using a relational guarantee rather than collateral


10.6 Acronyms

	CGAP
	Consultative Group to Assist the Poorest

	DSD
	Department of Social Development

	HDI
	Human Development Index

	MCP
	Microcredit Programme

	MFI
	Microfinance Institution

	PWR
	Participatory Wealth Ranking

	SEF
	Small Enterprise Foundation

	SFP
	Social Finance Programme

	TCP
	Tšhomišano Credit Programme

	USAID
	United States Agency for International Development

	MBSP
	MicroBanking Standards Project

	SACCOL
	South African Credit Co-Operative League 























� � HYPERLINK "http://www.microcreditsummit.org/" ��http://www.microcreditsummit.org/� 


� � HYPERLINK "http://www.cgap.org/" ��http://www.cgap.org/� 


� See � HYPERLINK "http://www.grameen.org" ��www.grameen.org� and Section � REF _Ref29621993 \w \p \h ��5� below.


� The ‘household subsistence’ level is used as the poverty line.  In 2001, this stood at R920 per family of five per month.  40% of households in the Limpopo Province live below half this line.  


� Formerly known as the Northern Province


� Tšhomišano means “working together” in Northern Sotho (Sepedi).


� See Section � REF _Ref29621993 \w \p \h ��5� below


� South Africa Survey, 2001/2002, South African Institute of Race Relations, p 222


� According to the United Nations Development Programme Human Development Report, 2001


� See in particular the MicroBanking Standards Project (�HYPERLINK "http://www.mixmbb.org/"��http://www.mixmbb.org�), from whence the following figures are drawn. 


� See C. van de Ruit, J. May, and B. Roberts (2001), A Poverty Assessment of the Small Enterprise Foundation on behalf of the Consultative Group to Assist the Poorest, Poverty and Population Studies Programme, University of Natal.


� This is not to say that repayment flexibility is wrong, but that unless it is embedded in a social microfinance system in which it is in members’ or clients’ self-interest to recover all principal and interest eventually, the natural tendency is for write-offs to grow to unmanageable proportions.  The surest way to cause such problems is for the NGO to be seen to be ‘soft’ or to send mixed signals in this regard to its members or clients.  This is not a criticism of the poor or a question mark on their ability and willingness to repay, but recognition that joining a microlending programme is part of a livelihood strategy, and rational people, no matter how poor, will take whatever is offered to them in their struggle to survive.


� The HIVOS/ Triodos loan was made and is repayable in Rands, and therefore requires no forex hedging.


� Operational self sufficiency = Loan interest income / (total operating costs + loan loss provision)


� Financial self sufficiency = Total income / (total operating costs + total financial costs + loan loss provision)


� Traditional bride price





The Community Microfinance Network is Supported by the Ford Foundation and by the Community Organisation Urban Resource Centre.  Responsibility for the views expressed here rest entirely with the CMN project co-ordinator.
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