Theoretical Framework - Day 1

Activities during Day 1 built on a study developed by Dr. Meera Mehta for the Bill & Melinda Gates Foundation, which assesses the potential market size and scope for leveraging microfinance in the water and sanitation sector. The paper will be available in a final version later this summer. The paper outlines three core product segments where microfinance could be used for water and sanitation investments:


1. Retail loans for households for water and sanitation 

2. Loans for small scale investments in new or existing water projects managed by CBOs or small private providers. 
3. Loans for urban services upgrading and shared facilities in low income areas in towns and cities 

The basic organizational structure of each of these product segments, with flows of financial and non-financial resources were presented and discussed in small groups, as an entry point for thinking about sustainability and scale. Following this discussion, groups were asked to accept, reject, or improve on the three models. 
There was general consensus on measures required for sustainable scaling up as presented in the paper: including the need for addressing land tenure issues, partial subsidies or guarantees, special WSS products with MFI leadership, project development support, special attention to sanitation especially for links with promotion programs, promotion of business development services (BDS) and usage of microfinance as bridge finance, and a conducive sector policy. 

The figures below represent the original models, followed by the modified versions created by the groups.  A summary of the key distinctions between the original and modified models, follow each model type. Participants from the workshop are encouraged to provide any additional points that they would like to see included in this section, by contributing to the discussion space provided below.

Figure 1: Individual retail loans for Household Level Water or Sanitation Facilities – Original model


Figure 1.1: Individual retail loans for Household Level Water or Sanitation – Modified version 1
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Figure 1.2: Individual retail loans for Household Level Water or Sanitation – Modified version 2
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Some of the points emerging from the discussions included: 

· Retail sanitation loans might be more successful when demand is ‘pushed’ through mechanisms like insisting that a sanitation component is incorporated into a 4th loan to a repeat borrower.
· There was a push to link micro-insurance to water loans, and a similar push to link housing to sanitation.
· Women unions have been found to be effective in applying social pressure for loan repayment and it was observed that these types of unions should be linked to MFIs.
Figure 2: SME Type Loans for Water Supply Projects – Original model


Figure 2.1: SME Type Loans for Water Supply Projects – Modified version 1
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Figure 2.2: SME Type Loans for Water Supply Projects – Modified version 2
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Some of the points emerging from the discussions included: 

· A new stakeholder might be required – such as a local champion who would intervene on behalf of the MFI upstream, promote other structures within the process and enhance the availability of funding.
· Sustainability of this model, as well as the urban upgrading model, was questioned by a participant after the convening, who viewed the ‘household as borrower,’ model to be the most realistic and tested model for reaching scale.  
Figure 3: Urban Upgrading or Shared Services- Original model


Figure 3.1: Urban Upgrading or Shared Services – Modified version 1 
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Figure 3.1: Urban Upgrading or Shared Services – Modified version 2
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Some of the points emerging from the discussions included: 

· The need for a new stakeholder – as in the model above – for a local champion, who would be separate from the facilitator/enabler.  
· Distinction between recoverable and non-recoverable costs with most start-up costs (non-recoverable) assumed by external donors, facilitators and local NGOs, while loans to small service providers would be a certain percentage of ‘recoverable’ costs.
· The need for flexibility in repayment schedules, such as monthly rather than weekly repayments from consumers.
· Questioning about where the liquidity source for the MFI existed; a commercial capital source was depicted as a possible solution to this.
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Participants were later asked to focus on three specific cases representing the basic product segment.  Presentations about the use of microfinance in WS&H for each model were made.  Participants then worked in break-out groups to develop hypotheses around what would facilitate scaling of microfinance in WS&H. Participants were asked to take into account the following in their discussions: 1) demand; 2) financial revenue model; 3) social performance; 4) resource availability; 5) institutional and policy environment; 6) sustainability.

A summary of the discussion and presentation of the hypotheses is provided below.

BRAC  http://www.brac.net/index2.htm
Overview: 
Babar Kabir, Director of the WASH Program of BRAC-Bangladesh presented the challenges they face in getting microfinance into the WSS sector. BRAC provides water and sanitation (WSS) financing through individual retail loans to households (see Figure 1), and has recently incorporated a WASH component into its program. The BRAC approach in simulating demand for sanitation has historically been through ‘pushing’ loans to repeat borrowers who request a 3rd or 4th loan. This ‘compulsory’ loan is often used in the construction of a basic water-seal latrine.  Discussions on the second day of the convening outlined BRAC’s desire to focus more on the ‘pull’ side (groups discussed how to ‘market’ new WSS products at BRAC’s request).  

Analysis:
With a portfolio of US$4 billion and a client pool of 7.2 million borrowers, BRAC is well entrenched in Bangladesh with over 3,000 branches.  It has also expanded its activities to East Africa, Indonesia, Haiti, Afghanistan, and Pakistan.  Government policy in Bangladesh favors interventions in the water and sanitation sector as it views sanitation as a means to reducing health costs.  Challenges that BRAC has faced in its initiatives to introduce microfinance into the water and sanitation sector are:

· Arsenic contamination of groundwater that has resulted in financing challenges due to increasing costs of finding safe water supply.

· BRAC has eliminated software costs from its interest rate calculation in order to try and keep costs low.  It is hoped that the lower cost of sanitation loans will result in expanded coverage, and allow Bangladesh to meet the MDG targets.  A few participants questioned whether this program would be sustainable as repayments would not cover the costs of disbursing the loans.  However, Kabir allayed fears by stating that the organization is 80% self-financing and has received governmental grants to cover its WASH program. 
· Issues of land tenure, which constrain BRAC’s ability to expand WS&H activities into urban areas.  
· Inevitable lag of fostering behaviour change through hygiene promotion while expanding water supply and sanitation. 

Hypothesis: 
The group discussed the need to address eviction risk if one wanted to bring WS&H to public-land urban settings.  A business hypothesis was presented, stating that “if eviction risk insurance existed (de facto or de jure), then BRAC could provide funding.” A second hypothesis stated that “if eviction risk could be priced into a special BRAC loan (Public Land Urban Setting - PLUS), and diversify PLUS loans in time and location, then BRAC could provide funding.” The PLUS loan would have the same tenor as a regular loan although it would have a higher interest rate, and would be limited to BRAC-designated urban settings.”  Eviction risk often differs across municipalities rather than nationally and spreading the loan over different regions (location) and different intervals (time), would result in the diversification of risk.

K-Rep  http://www.k-repbank.com/
Overview: 
K-Rep is a commercial bank located in Kenya which focuses on community based small enterprises.  It uses microfinance to support small water systems with a business approach closely reflecting the second model (see Figure 2 of SME Type loans for Water Supply Projects). Elly Aguko, Project Manager at K-Rep, outlined the context in which K-Rep operates. Even though it is a commercial bank, K-Rep relies on character-based lending – a fact which elicited surprise from most of the participants. It follows a matching-grants program where community contributions tally to 20% of the cost with the remainder covered by the bank. The primary incentive to repay the loan is a 40% subsidy to the borrower, which is provided upon successful completion of the program.  Support for K-Rep activities is evidenced by its multiple partners which include WSP (Water and Sanitation Program), AWSB (Athi Water Services Board), and the Central Bank - which has given a 7% non-collateralised allowance to K-Rep.  K-Rep hopes to expand its outreach and provide grants to marginal areas while scaling down subsidies to others. 

Analysis:
K-Rep is considered a community water supplier which creates demand-responsive products, and they envision a future with an expanded customer base with products linked to community infrastructure.  To reach these goals, K-Rep has to overcome several obstacles:

· Lack of traditional collateral which is currently being addressed through inventories on assets and sourcing loss sharing grantees – e.g. USAID has provided a 50% grant to address risk factors as a form of loan guarantee.

· The legal status of small scale water entrepreneurs in Kenya has constrained the activities of K-Rep and expansion of WSS in general.

· Limited capacity of clients to prepare high quality loan applications has constrained the scaling up of K-Rep activities. This is currently being addressed by K-Rep, which is trying to develop a private Business Development Service (BDS) unit, which will support project preparation and develop bankable projects. 
· Cost recovery is expected to be a slow process.  

Hypothesis: 
Although there was no specific hypothesis that addressed K-Rep specifically, the hypotheses at the end of this section could address some of the problems faced by K-Rep.
Homeless International/CLIFF   http://www.homeless-international.org/Home_1.aspx?id=0:907
Overview: 
The Community-Led Infrastructure Finance Facility (CLIFF) has been in operation for 5 years in India, and follows the third model of shared services (see Figure 3). The facility, which is run by Homeless International, focuses on community-led initiatives in cities, and was created to address:

· An institutional gap - many governments do not pay sufficient attention to slum areas; and 
· A solutions gap - the poor are efficient in developing solutions which are scalable but often not recognized as such by Governments.  

CLIFF implements projects that demonstrate to local and central government how the poor can provide their own solutions, while simultaneously studying how relationships change between communities and government and between communities and the private sector.  

Analysis:
CLIFF contributes to policy change discussions and aims to enhance the strength of community-led organizations, most prominently through The Society for the Promotion of Area Resource Centers (SPARC). There were some queries on whether urban upgrading has occurred under CLIFF, as their activities are mostly aimed at developing infrastructure like housing and community toilets. A few challenges that CLIFF is currently working to address include:

· Expanding the scope for partnerships with local organizations, while also needing to scale up successful projects to engage with new actors 
· Although CLIFF addresses land tenure and building standards by engaging with the government as a partner, these two issues were viewed as key constraints to urban upgrading.

·  It is difficult to isolate impact of CLIFF’s activities as influences on policy change are intangible.

Hypothesis: 
Although the discussions did not lead to any specific hypothesis for CLIFF, the hypotheses at the end of this section could address some of the issues outlined above.

Recommendations from case studies:
Several hypotheses on successful scaling of microfinance in WS&H are outlined below:

1. If there were good and clear governance and legal frameworks that allowed for an enabling environment, then there would be sufficient incentives for water and sanitation expansion. Stages in scaling up WS&H would include:

· Grouping of clients and segmenting markets and using (cross) subsidies.

· Leveraging appropriate finance schemes with the blending of ‘soft and hard’ finance and ‘long-term versus short-term.’

· Identifying target groups and channeling of money in appropriate ways.

· Understanding the inherent paradox that sufficient funding/money would not necessarily result in solutions to problems, while sufficient demand would not necessarily alleviate the need for external funding.

· Differentiating between water as a human right versus a market commodity and whether one should have to pay for water.

· Thinking through the sustainability of using market mechanisms (social and environmental impacts).

2. If commercial provision of services for WSS is created with concrete time-bound targets and attention to due process, then scaling up can be achieved. The process would include a review of the policy and regulatory environment in a given country and the establishment of a subsidy policy. Scaling up could be achieved in the following stages:
· Conducting market assessment and identifying potential deal flow.

· Identifying lead partners and local champions.

· Deal generation through PPF (public private financing).

· Establishing funding structure considering risk appetite of investors and affordability (from consumers’ perspective).

· Estimating and securing government budget.

· Engaging communities to secure demand.

· Diversifying risk (country, from pilot to roll-out sector) and establishing feed-back mechanism of experience while ensuring sharing of information (twinning).

· Commercial financing may be provided by FIs (including MFI) and capital markets.

3. If we understand the importance of a systemized facilitator’s role, and that subsidies and scalability are not mutually exclusive (many utility models have inherent subsidies), then we can achieve successful scaling up of microfinance in the water and sanitation sector. Other views that were expressed by the group included:

· Need for a regulatory construct and enforceable commercial laws.

· Microfinance is not a ‘silver bullet,’ and will not reach the ultra-poor and there will always be a role for grants and aid.

· Need to match tenor of debt with tenor of asset (e.g. cover maintenance reserve costs).

4. If subsidies are targeted and transparent, then scaling can occur. The group also highlighted the following:

· People’s contributions (in-kind) are instrumental, as are savings.

· Subsidies are still needed for product development, market research, marketing, transparent tax relief and risk mitigation.

· Marketing as a tool of demand creation rather than merely creating awareness. 

· Market segmentation and different sources of finance should be explored including MSMEs, commercial financing and MFIs.

5. If the following conditions are in place, then microfinance will work for the WS&H sector:

· Minimise risk so that commercial financiers will invest in WS&H sector.

· Subsidies are needed, especially for policy and regulation, business development, piloting, and support mechanisms.

· An entire network of different actors at different levels performing different functions is needed and each level will determine what type of funding is needed.

· The minimum requirement for microfinance to work in the WS&H sector is a relationship between microfinance institutions and facilitators at the national level.

· Ratio of what is funded through grants and what is funded through commercial finance should reduce over time and grants should be institutionalized in the sector.

· Maximize support from the international level but also maximise support from local authorities – drive should come locally with learning and best practices from international experiences.

Discussion highlights 
Several issues were raised that were not resolved, but which offered insights on factors that need to be considered when working to scale up microfinance in the WS&H sector.

Scale means different things to different people, and from different perspectives.

Definitions of scale reflected the diversity of expertise present at the convening. Some of the ideas around scale included:

· How to balance scaling of financial products to achieve coverage, with the perception by many that water is a human right? 
· Scale from an MFI/NGO point of view often refers to increased outreach i.e. reaching a larger share of unserved people.  However, scale from a financier’s point of view often refers to an increase in the size of a program/portfolio i.e. increase in resources.  

· The need to understand local context, in that local policy will influence the enabling environment for scaling as well as sustainability for WS&H as well as microfinance.

· The role of the market was stressed and though for water and sanitation, government role is important a string role for the market also needs to be promoted.
· Identification of incentives to motivate different partners to collaborate is important, particularly in the early stages of developing the market.

· Financial, operational, environmental, and institutional sustainability are integral to scaling up efforts. 
· Standardizing business models for scaling could be useful; likewise creating common standards/language, possibly through franchising, could help to lower costs for microfinance institutions as well as borrowers, helping to facilitate scale. 
There is a need for careful use of subsidies.
Over the course of the two days, there was considerable debate around the nature and size of grants to support loans, and some participants even questioned whether subsidies are needed. Specifically, there was discussion around whether phasing out of subsidies are an indicator or precondition for sustainability. Some of the core issues emerging from this discussion were:

· Subsidy design – to ensure that they’re not introduced where they might not be needed. 

· Incorporation of income-generating activities, and how these ‘fit’ into a discussion of subsidies or need for subsidies. In particular, as sanitation loans were identified as a potentially huge market for microfinance, there was concern about how sanitation loans would be paid back without sources of income.  

· A useful observation by one of the participants was to “look at households as households and then look at various transactions that they take (especially demand size) instead of trying to categorise it round the way we work.”  A lot of discussion revolved around leveraging the spread between an MFI's loans and income to find a margin which makes it work i.e. sustainable, pairing of water, sanitation and hygiene, (WS&H),  with other products (like housing) since households are the "whole package" and thus can incorporate interventions which are holistic

· Several participants agreed that there is a need for a clear and harmonized subsidy policy at different levels to ensure crowding in of market finance.
· Each model presented required some level of external support, and there were concerns on whether scaling up could be achieved without subsidies. Others felt that discussions around subsidies should focus on the structure and targeting of subsidies, as opposed to their wholesale elimination. 

[image: image9.jpg]Catey
How do ue mest o <.

Sholhil S

Dbk &t
bl ensirmment |

Mung cveease
e “icain





There is a range of ‘facilitation’ and enabling support required to bridge demand and supply for using microfinance in water and sanitation. 
Most of the cases and examples provided during the workshop articulated an ‘enabling’ and facilitation role, typically played by a local NGO but sometimes the MFI itself. The functions of this role included:


· Business development including professional support for financial services (such as accounting), technical services (such as maintenance), strategic planning, community mobilization and support for regulation and monitoring.

· Project identification and preparation after a thorough industry assessment had been conducted.

· Individual loans for sanitation require understanding and promotion of safe hygiene behavior, in order to maximize the health impacts of the investment

· Technical assistance throughout the lifecycle of a loan, in order to ‘match’ the loan tenor was seen as particularly important.

· In practice, no one organization has the skills to perform all of these functions well, suggesting the need for a more networked approach, which could draw from existing resources in the sector. 

While aiming for sustainable scaling up of microfinance within the WS&H sector, adequate attention is needed on targeting the poor and low income groups as well as ensuring that original MFI objectives are not lost.
There was general consensus that MFIs know the poor better than other financial institutions commercial banks, and thus have a unique value proposition in scaling up.  Several MFIs expressed concerns that scaling up without a focus on targeting would result in the loss of the original mission of microfinance of serving the poor.  Some suggested that scaling up might lead to a move away from reaching vulnerable populations to a move towards increasing returns.  As one representative from an MFI stated, “the profit margin in microfinance is not very high.”  However, commercial finance and growth in a savings base are critical for scale and sustainability, while the social factors that drive microfinance are important to maintain the original objectives. This would require combining appropriate subsidies with loans to ensure affordability and local capacities.

Sector coordination is needed to achieve scale through the choice of local partners, entry points in the value chain and sharing of best practices as well as failures.
Coordination within the sector was viewed as critical in achieving scale, and several suggestions were made to enhance this:
· Several local NGOs and MFIs questioned the tendency of donors to provide funding to one local partner, which excluded the provision of support to other equally capable local partners, and created a path dependence which inhibited local capacity and learning.

· All parts of the value chain for providing water and sanitation could be entry points for financiers; for example contractors and manufacturers could be used as entry points for achieving scale.

· Stronger collaboration and sharing, to develop common standards and learning from what works and doesn’t in practice is instrumental to facilitate scale across different networks and contexts.  
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