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1 Introduction: The Role of Staff Incentives to Béance Social And Financial
Goals

At the 2005 conference of the MicroFinance Netw@kkFN), several members expressed
interest in further exploring how MFIs can balanie trade-offs between achieving social and
financial goals in order to address possible “nisdgdrift”. This paper discusses the role of staff
incentive schemes to achieve balance between soaldinancial goals.

The MFN and CGAP recently conducted a global suteapvestigate the utilization, design and
managers’ perceptions of staff incentive scheméS){SThe survey, done in conjunction with

qualitative reviews of the incentive schemes, auad 20 leading MFIs revealed that SIS can
have significant impact on financial performancel &man officer productivity. However, some

of the 147 responding institutions also indicatedlt tSIS contribute to a shift in focus towards
wealthier clients or customers in urban areas.

Most incentive schemes are designed to meet twa gaals: financial performance and breadth
of outreach (number of customers). Little has leb@me to build SIS to address depth of outreach
(targeting poorer segments of customers) or imfgmterty alleviation, empowerment).

This could be a reflection of the increasing conuiadization of the microfinance industry.
However, staff members at the levels that are bstaigeted by incentive schemes only have a
limited influence on the balance between social Andncial goals at the institutional level.
Product design, processes and procedures, andd¢héoh of branches are among the more
important factors that help achieve the desiredrxsd between social and financial goals.

While it is fairly easy to design incentives thatdis on productivity and on the achievement of
financial goals, it is difficult to provide staffith powerful incentives to achieve social goals. |

is difficult to measure the achievement of sociadlg in the short term, or to monitor this on a
regular basis. However, incentives can be desigaezhhance productivity without detracting

from social goals, and it is possible to desigrgiterm incentives that directly reward for social

achievements.

Based on four case studies among MFN member itistig) including BRAC (Bangladesh),
BancoSol (Bolivia), PRIZMA (Bosnia and Herzegovira)d Equity Bank (Kenya), this paper
attempts to identify best practices of how staffeintive schemes can be designed to balance
social and financial goals. To start, we concejaathe basic goals of MFIs and explore the
degree to which staff can exercise control overlthkance between social and financial goals
(Section 2). In Section 3 we examine how effecttadf incentive schemes can be designed and
calibrated to balance social and financial goalsastly, in Section 4 we describe the incentive
schemes of each of the four MFN members and exathieie role in balancing social and
financial goals.

! See McKim, Andrew / Hughart, Matthew (September 2005)f 8teéntive Schemes in Practice: Findings from a
Global Survey of Microfinance Institutions. The MicroFica Network (www.mfnetwork.org).

2 MicroSave has published a more comprehensive guideboetvestaff incentive schemes can be designed as part
of its toolkit series. See Holtmann, Martin / Gramm]ilgattias (August 2005): Designing and ImplementingfStaf
Incentive Schemes: A Toolkit. MicroSave (www.microsave.org).
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2 Balancing Social And Financial Goals

2.1 Social and financial goals of MFIs

The mission statements of MFIs usually include Hotancial and social goals. While financial
goals may include organizational sustainability gordfitability, the social goals of an MFI
usually include depth of outreach (targeting polents), impact (poverty alleviation and/or
socio-economic empowerment) and social developroetside of the MFI (e.g. social welfare
programs, customers’ capacity building — some & BFN member organizations call this
“environment”). Breadth of outreach (achieving ghhcustomer base) is important to achieving
both social and financial goals. While there aagléxoffs between achieving social and financial
goals, these goals are also interdependent. Extibiives an overview of these relationships.

Depth of outreachmeasures the Exhibit 2.1 Social and financial aoals of MF

degree to which an MFI reacheg
poorer segments of society| Social Goals

Because very poor customers takg
smaller loan sizes, they are less
profitable for financial Breadit g
institutions. This trend is further Environmen outreach

exacerbated since the very poor
are often inexperienced at
running microenterprises.
Furthermore the very poor| Depthof
usually use loans to start up outreach
businesses, a venture which i$
very risky for both the
enterpreneur and for the MFI thaf
lends the capital. Many MFIs do
not lend to start up businesses ds
these loans are perceived to be
too risky and, hence, can endanger the organizatsustainability and profitability. Some MFIs
have developed innovative perspectives and prognarosier to serve the very poor population.
PRIZMA, in Bosnia and Herzegovina (see Section ,4lBlieve they have a competitive
advantage serving the very poor as there is ttilapetition to lend to them. Other organizations,
such as BRAC in Bangladesh (see Section 4.3), gngpecial programs that target the “ultra
poor” and attempt to graduate them into a regul@rafinance program at a later stage. These
special programs do not only include microfinanoedpcts, but also offer training opportunities
and grants to start-up businesses. These prograed t®o be funded by external sources or
subsidized by profits from other microfinance proisu

Impact

However, targeting very poor customers is not at ienitself. MFIs aim to reduce or alleviate
poverty through the provision of financial servic8hus, the products and services offered
should have a positiienpacton the livelihood of the customers. Impact, in sease of poverty
alleviation, is strongly linked to depth of outrbabut far more difficult to measure.

Many MFIs enhance the socehvironment They do so through capacity building trainings f
microenterpreneurs, helping poor customers becomgeustomed to formal banking
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environments, donating portions of earned profitswelfare programs or sponsoring social
activities. Training and welfare programs can Herefd by a MFI (e.g. by using a “microfinance

plus approach”) or by an external organization tovgge health funds, education activities,

cultural or sports events. Frequently, MFIs considech subsidies or donations to be
contributions to the social environment of the dogrbut at the same time, they can be powerful
marketing tools. Thus, providing funds to such pangs does not only boost the net profit of the
MFI, but also has positive effects on the orgamires profitability and breadth of outreach.

The number of customers, breadth of outreachis important to both achieving social and
financial goals. MFIs that serve a large numbecugtomerscan contribute more to alleviate
poverty in the country and have a higher potentaleach poor customers. Organizations with
bigger profits can donate more to improve the $arigironment. From a financial perspective, a
large customer base does not only allow one toeseheconomies of scale, but also helps to
mitigate credit risks.

The key to achieving social goals in the long tésnorganizationabustainability Sustainable
organizations should be able to cover all theirtssomcluding operational costs (adjusted for
subsidies) and capital costs (adjusted for sulssidndation and exchange rate risks). In order to
attract shareholders, institutions might need toegate additional profits. However, MFIs with
strong social achievements may also attract sgciatiented shareholders and additional
subsidized funds.

Finding the right balance between social and firdmgoals is not easy, especially since many
MFIs hardly break even. Whether profits should jpens to increase breadth or depth of outreach
is just one of the difficult questions which theabd needs to address. Designers of staff incentive
schemes need to be very clear about the overdl gbéhe MFI in order to identify the incentive
scheme’s objectives. Ideally, SIS can operatiopalie goals and quantify the achievement of
social goals in monetary terms. In practice, thil mot be possible, but incentive scheme
designers should have at least an understandihgwmuch the MFI is willing to spend on staff
rewards for clearly defined achievements — botla$@and financial ones.

2.2 Operational perspectives on balancing sociahd financial goals

MFIs use various techniques to achieve their s@gidlfinancial goals. In this section we attempt
to identify the relative importance of staff incemets in achieving a balance between social and
financial goals. Staff incentives are usually deem around financial goals within a given
operational framework which largely predeterminies tdegree to which “front end” staff can
influence the balance between social and finarmbgdctives. Among the techniques which MFIs
use to balance their social and financial goal% are

1. Product designMFIs provide a host of loan products which fitfdient needs and are
designed for different clienteles. Depending ongheduct design, clients will self-select
themselves either in or out of an MFI. Rich custmneill perceive the interest rates of
microfinance products to be too high, and extrenpelgr customers may not be eligible
for most microfinance loan products, e.g. if thegrav not accepted by other group

® This section does not provide a comprehensive list of tgobsiused to balance social and financial goals. Rather,
we assess the topic through the lenses of front end stafidargofficers) for whom most staff incentive schemes
are designed.



Using Staff Incentive Schemes to Balance Social and FelgBogls 4

members (in solidarity group or village banking aygches) or if they did not have
experience as microenterpreneurs (individual legidin

In general, microfinance loans are designed to nieenheeds of the poorer segments of
society: loan sizes, collateral and guarantees tecithiques used to appraise repayment
capacities (assessments in the field with littlpgravork) fit their needs and environment.

Some MFlIs offer special loan products that target \poor microenterpreneurs, riskier
start up businesses, or cases of crisis or emeyg&espite their fairly high effective
interest rates, these MFIs may not be profitablé aray need to cross-subsidize with
other products that target wealthier clients. Tdyiplies especially to those MFIs who
follow the “microfinance plus” approach and offeora than just financial services (e.g.
business and capacity building trainings, healticatdon, etc.).

Virtually all MFIs employ more than one loan protite accommodate different types of
customers (e.g. very poor, poor, vulnerable norspoan-poor) who have different needs
(e.g. accessibility, low costs). Their participatio the programs offered can contribute in
different ways to achieve social and financial gdalg. depth of outreach, profitability).

Similar to loan product design, the accessibilityd eother terms and conditions of
products offered by MFIs (e.g. savings, money fi@mservices or microinsurances) are
largely designed to meet the demands of the tgmetp. Some of these products are also
attractive to wealthier customers (e.g. fixed tel@posits).

2. Branch location: The location of braches largely determines the tgp customers that
will be attracted to the MFI. While branches in ambslums or in remote areas will not
attract wealthier customers, branches located Ineal markets can attract large numbers
of microenterpreneurs. Farmers may want to bank waiganizations operating branches
close to their businesses, in rural areas. Somes M&¥e developed techniques that allow
the delivery of microfinance services in remoteaarat relatively low cost. Equity Bank,
for instance, reaches customers in rural areasighrds “mobile branches” consisting of
a fully-equipped jeep and rented office buildinghjch are open only a few days a week
(see Section 4.4).

3. Reputation in societyMFIs have built reputations in the communitieswhich they
work. The MFI's history, legal status, customervsms quality, products, branding,
branch setup, branch location, marketing and ppaiion in public events are among the
factors that influence an organization’s reputatl®eople self-select themselves either in
or out depending on their perception of the suiitgbof the products and services offered
by the MFI and the trustworthiness of the orgamira(or the branch which is in their
area). For instance, rich people may consider a td&lexpensive, while poorer people
might perceive the same MFI to be an organizatibat tprovides accessible and
affordable products and services.

4. Human resourcesFinally, the organization’s HR policies and indgeat systems can
contribute to balancing social and financial gosiihen recruiting new staff, MFls may
focus on selecting candidates who have a stroniglsommmitment to achieve its social
goals. Other MFIs have found that employing “soevarkers” as loan officers was not
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beneficial as they were too “soft” and unable toorer bad debts. Selected staff should
be willing and capable of working with poor custame MFIs that focus on social goals

need front-end staff that have local language skil good understanding of poor

customers’ needs, the willingness to respect themliants (as opposed to the treatment
as “begging beneficiaries”), and the ability to wanr the field.

Most operational staff work in more-or-less defiret/ironments that already largely determine
the balance between social and financial goals. sMéffer products, use processes and
procedures, and choose the branch location to ancaiate the needs of the clients they target —
microentrepreneurs and other poor segments ofdbietg. These structures limit the possible
impact of staff incentive schemes on the balandevd®n social and financial goals for most
functional levels of staff. To analyze the degreewhich staff incentives can contribute to
achieve the desired balance between social anddimagoals, it makes sense to distinguish
between (1) senior management, product designérsnarketing staff (2) lending staff, (3) front
office staff, and (4) back office and support staff

1. Senior management, product designers and markstaffy can influence the balance
between social and financial goals. Staff incerstigesigned for these functional levels of
staff can have an impact on the balance achievedebea social and financial goals.

2. Lending staff frequently specialize in certain prots or loan size ranges. Hence, the
ability of loan officers to balance social and fie&l goals is already largely determined
by the type of product they manage. SME loan officéor instance, will contribute to
financial goals almost by definition. However, $taicentives for loan officers can have
powerful effects on staff productivity. Thus, welesigned schemes can significantly
contribute to the achievement of the MFI's finahcgoals without reducing the
achievement of social goals.

3. Like loan officers and marketing staff, front officstaff have an impact on customer
satisfaction and the reputation of the organizatibmus, front office staff may have a
certain degree of influence on the balance betvgeeral and financial goals — although
this link is very indirect.

4. Back office and support staff have a very limitatluence on the balance between social
and financial goals. Incentives for these functidesels of staff should focus on long-
term commitment, staff loyalty and, in some caggeductivity. Their impact on staff
performance is usually low since individual achieeats are difficult to measure.

These stylized facts support the notion expressethe introductory section: staff incentive
schemes will notisually be the primarlever through which the principals and leaderaroMFI

will want to direct their staff to focus on a sdtswmcial goals. Other factors, such as product
design and the location of branches will alwaysypdamore important role, and once these
parameters have been set, front office staff dohaste much freedom to move the balance
between purely financial and purely social goals.

However, the growing body of research commissiaaticonducted by the MFN and its partner
organizations clearly demonstrates that well-desigrstaff incentive schemes can greatly
enhance the motivation and effectiveness of MFs@amel in reaching the overall institutional
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goals. Without doubt, SIS can be generally supperntif social strategies, even if their primary
focus is usually on shorter-term (and easily medsa) operational targets. It is therefore
important to recapitulate some of the most impdrtkesign features of solid staff incentives.

In the next section, we attempt to provide somedgjuies on how to design staff incentive

schemes that support the desired balance betwegh and financial goals.

3 Designing Staff Incentive Schemes That Balance&al And Financial Goals

3.1 Principles for designing staff incentive schees

If staff incentives are to be effective, they mhbstaccepted by
staff and meet at least two requirements: fairnessl
transparency.

Requirements for designing
staff incentive schemes:

3.1.1 Fairness ¢+ Transparency
The fairness requirement stipulates that: ¢+ Faimess

1. Goals or benchmarks set out for staff must berattde. Otherwise, rather than enhancing
staff performance, the incentive system may haveetimental effect on employee
motivation and performance.

2. Staff members who increase their efforts and prechetter results should receive larger
rewards. Usually, rewards are monetary and thee should fairly reflect the additional
effort made by the employees.

3. Staff members who perform better than others shbal@ligible for higher rewards. In
practice, this requirement is not easy to meetumzataff members work under different
operational circumstances. For instance, it migkt fecessary to have different
benchmarks for urban and rural branches.

4. The compensation system should reflect the hiei@athevels within the institution:
Superiors should earn more than the staff theyrsigee

3.1.2 Transparency

Transparent incentive schemes ensure that staff beesmunderstand the mechanics of the
system. The incentive scheme should be kept aslesiagp possible and should be explained
carefully and in detail to all staff. It helps im@loyees have access to an “incentive manual” and
a spreadsheet which calculates rewards for paati@dhievement levels. In addition, SIS should
neither be changed too frequently nor arbitranlglsthat the relationship between performance
and rewards becomes unclear to employees. Theaadfrtewards should be based on objective
performance measurement indicators rather tharubjedive performance assessments. As we
will see, this target is sometimes difficult to aowlish, especially if the SIS focus on the
achievement of social goals which are not as diteugvard to monitor as financial
achievements.
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In practice, it is surprising that incentive scheraee frequently not understood by staff in detail.
SIS can only contribute to the desired behaviahtwdegree to which they are understood and
accepted by those who are affected by the scheme.

3.2 Defining the incentive scheme’s objectives

Before designing or re-designing incentive schenves, must be clear about the system’s
objectives. These will largely depend on the MHiission, vision and overall strategic goals as
well as the organizational culture. To start, mamagnt might want to critically position their

institution in the perceptual map in Exhibit 2.hdathen define the desired position. The MFI's

strategic goals should be formulated precisely -exarcise which is
usually completed in the business plan for proiitioand outreach
targets. However, if the incentive scheme is mearthalance social
and financial goals, the MFI also needs to defteesocial goals, and
operationalize as well as quantify these goalsrasigely as possible.
The SIS should allocate different weights to obyes to reflect the
relative importance of each goal.

Then, a careful review of the organizational c@twvhich includes
clientele, products, processes, techniques, tqmiicies, traditions,
history, experience, commonly shared values, forara informal
agreements, and existing staff incentives, shoeldltne to identify
those areas where (redesigned) staff incentivecaatmibute to better

Defining the incentive
scheme’s objectives:

Clarify the
organization’s social ang
financial goals

'

Review the organization|
culture

'

Determine the incentive
scheme’s objectives

achieve the social and financial goals of the MFE should bear in
mind that staff incentives are only one, and prbpabt even the most
important, tool to reach our goals. The best steténtive scheme will still not lead to the desired

results if e.g. processes are not sufficiently ddadized, or if products and procedures are not
accepted by the targeted clientele.

This is also the stage in which to appraise theredego which staff can increase their
performance to meet the incentive scheme’s objestand how much the organization is willing
to spend for a certain achievement level. It iphelto be as precise as possible, e.g. by defining
that the organization is capable to pay US$ 10@@ing the year if outreach increased by 10%
due to the incentive scheme, or if 25% of the newdwers earn less than a $1 day.

3.3 Identifying staff members to target

Once the incentive scheme’s objectives are definedneed to
identify those staff members who play a key role the

achievement of these goals and, thus, should get&t by the
SIS. For instance, if our main objective was toap outreach,
we may want to target field staff rather than hetiide staff.

Identify those groups of
staff who contribute most to
the achievement of the
scheme’s objectives:

They should be targeted
by the SIS

It may become necessar
to employ SIS for other
functional levels of staff
as well.

Often, the introduction of an incentive scheme ate o
occupational level creates a demand for a scheraeadher level
for both operational and motivational reasons:

1. The different tasks of the various levels of stafe
frequently linked to one another. For instance,

It
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management decided to employ a bonus scheme fdrdfiaff, the workload of support
staff (e.g. data typists) may also increase dubdaenhanced productivity of field staff. If
the remuneration system neglects these links, t8endght negatively influence the
performance of the targeted employees who depenleosupport of others.

2. Even when tasks are completely independent, it beyseful to consider introducing
some kind of incentive scheme for all organizatiggraups since employees will usually
compare their efforts, status and remuneration gt of their colleagues. If monetary
incentives are only implemented for targeted lewélstaff, other staff may feel neglected
and lose motivation. For instance, if a bonus se&hésnintroduced for loan officers, it
might be necessary to implement a reward systerth@r direct superiors to ensure that
the entire remuneration system is congruent wighdiganization’s hierarchy. Or, if the
incentive scheme’s overarching goal is to providank to the very poor, it might be
necessary to reward not only those loan officers wianage small loan sizes, but also
their peers from the SME department.

In practice, it is not necessary to design incensisthemes for all organizational units at the same
time. Rather, managers should concentrate on thusmional levels which contribute most to
the achievement of the scheme’s objectives. Atea Etage, incentive systems for the other units
and departments can be planned and employed. Teatinve schemes for staff who are not
targeted by the incentive system (e.g. supportf)stn usually be kept more simple or
fundamental.

3.4 Determining the incentive scheme’s main feates

3.4.1 Performance-based and non-performance bmeethtives

Non-performance based incentives include all b&ndhat staff

receive regardless of their performance. Virtually institutions _ While linking
achievements to pay can

employ some n_on-_performa_nce-bas_ed incentives, aacleave, a have extremely high
good and motivating working environment, allowancégalth positive effects on staff
insurance or a pension scheme. While non perforexhased performance, a

incentives enhance the intrinsic motivation, loyaltand motivating organization
commitment of staff, their impact on short-term fpemance is culture, supported by

non-monetary incentives
is crucial to live the
mission and vision.

indirect and usually rather weak in comparison vgérformance-
based incentives.

Performance-based incentives closely link the rdwato the

performance of individual employees, teams or thiéres institution. Among the most popular
performance-based incentive systems are shortdems systems for branch staff and annual
profit-sharing schemes. Depending on their desgah incentives can have very strong impacts
on staff performance, both positive and negative.

While this paper attempts to provide guidelines hmw to design performance-based staff
incentives to meet institutional goals, it is wontientioning that organizational culture is just as
important as monetary incentive schemes. Institstithat focus on the achievement of social
goals (which is naturally more difficult to measuhan financial results) must especially focus
on developing a motivating culture since they n&tedf who work for more than just money.
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3.4.2 Short term and long term incentives

Incentive scheme designers must decide on the drexyuof reward accruals and payouts. The
appropriate term depends on the kind of behavatrttie incentive scheme intends to encourage.

For instance, if the incentive scheme is to enhastaff The term should depend
productivity, breadth and depth of outreach, loartfplio quality on the incentive scheme’s
or high disbursements - short term (monthly or taréy) objectives and their
incentives may be the best solution as they ensurelose measurability
connection between staff efforts and the rewards.

Mobilizing savings is a medium- or long-term effa$ institutions need to foster the trust of
customers. Hence, quarterly or semi-annual incestimay be more appropriate for savings
mobilization staff.

Incentive schemes that focus on impact (e.g. pgvalteviation), staff loyalty, staff overall
commitment or organizational development, should designed over the long term (e.g.
annually). In these areas, achievements naturalywat be measured in the short term. Short-
term performance appraisals might even be coumdustive as they tend to narrow the
employees’ perspectives.

The advantage of short-term incentives is the d@athge of long-term ones; as the link between
performance and reward becomes more indirect, stdéss likely to spend efforts in order to

increase their bonuses. However, as we will seevhebrganizations that wish to focus their

incentive scheme on the achievement of long-termiabagyoals should also consider the

employment of long-term incentives. A mixture ofttb@hort-term and long-term incentives is

possible but staff will primarily tend to focus tre short term incentives.

3.4.3 Choosing between individual incentives, grmeentives, and tournaments

Among the most-discussed topics with respect terntice scheme design is the question of
whether team-based or individual incentives shaalgmployed. While the best solution largely
depends on the organizational culture, there amengber of general guidelines which one should
consider in deciding on the right level of rewacdraals.

Individual incentivesensure a direct relationship between the whether an MEI employs
individual's efforts and the remuneration. Henckeyt usually | individual or group based
translate best into improved performance. They goed for incentives, and/or
institutions in which individual output is measul@bteamwork is tOUJ”amed”tS 'a{ﬁe'y
not so important, individuals have a high degreexatonomy in epends on the

. I L Lo Y organization culture
their work and organizational culture is individigét.

To avoid pitfalls of individual incentive schemescluding a

narrow focus on maximizing individual payouts anelf-enterested behavior which may
negatively affect institutional goals and teamwa&me organizations prefer to emplgrsoup-
based incentive schemeSuch schemes reward teams or units (e.g. brantdmeding staff,
tellers) based on their common output. Group irigeatare also useful if individual performance
cannot be measured. One of the main drawbacksaai tacentives is the phenomenon called
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“free rider effect” in which individuals find thahey can shirk work without getting punished.
Other group members anticipate such behavior aseqjuently, the group’s outputs decline.

Tournamentsre contests between individuals or teams. Empkye units are ranked according

to their outputs and the best performers are itledtand rewarded. They are frequently used in
environments where monetary incentives cannot bd,usiuch as in public sector organizations,
or to identify and punish free riders in group-lshsehemes.

3.4.4 Forms of incentives

Cash incentivesire most frequently used by financial institutiombey typically include bonus
schemes, profit-sharing plans, gain-sharing plamseyit-pay systems.

4 Bonus schemeare the most common cash incentive
Bonuses are usually accrued using a more or |@SsA small typology of SIS:
complex bonus formula which links a small number @f , ,

P 1.Cash incentives
key performance indicators. Bonus schemes are lysudl
employed to foster staff productivitpot bonusesan - Bonus schemes
be used irregularly by senior management to rewgrd - Profit-sharing plans
outstanding achievements. - Gain-sharing plans

¢ Underprofit-sharing plansstaff receive a certain portion| - Meritpay plans
of the organization’s semi-annual or annual prdftis || 2-ESOPs _
portion is distributed among the employees accartin | 3-Delayed benefits
some form of allocation criteria. As long-term) 4 Symbolic reward
incentives, profit-sharing plans foster staff Iayaand
commitment.

4 Gain-sharing plandollow the same pattern as profit-sharing scherbasthe bonus
pool is calculated as a portion of the organizasiagain (such as by decreasing a
certain cost category). Both profit and gain stischemes can be linked to social
performance as well. For instance, the percentédbeoprofit which is allocated to
staff could be determined as a function of soahievements.

4 Most institutions employnerit-pay plansunder which staff can receive annual salary
increments based on qualitative performance assegsnand/or tenure. Their main
objective is to retain committed staff.

Symbolic rewardssuch as commendation letters or branded giftsuatmlly awarded to the
“winners” of tournaments or in addition to otherrrfs of incentives. They formalize and
emphasize the acknowledgement of high performamaetheir impact on outcomes is less than
that of bonus schemes.

Employee Stock Ownership PlaiESOPS) involve the participation of employees the
institution’s share capital. Although their admiragion can be quite complex and their impact
on productivity is rather low, they have becometeuyopular. ESOPs focus on long-term
commitment of staff and are sometimes linked tayedl benefits.

As most public pension schemes do not provide aywate coverage after retirement, some
MFIs offer their employees an additional benefithet time they retire, or provide their staff with
an additional private pension scheme. Sul#ayed benefitfocus on longer term staff
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motivation and retention. Some employees are wiltm forego short-term monetary benefits in
order to receive a higher income after retirement.

When deciding on the right incentives, we shouldpken mind that the scheme needs to fit into
the organization’s culture. As the case of Protidiustrates, it is better to have no incentive
scheme at all than one which contradicts the orgdional values or one which is poorly
designed.

3.4.5 Weight of the variable portion in the tatamuneration _ _
4 Basic salaries should cover

An important question is how much weight the vagatomponent the employee’s basic needs
should have in total employee remuneration. Whikryviow _ _ , _
incentives will not lead towards the desired bebaniexcessively | * Z'ﬁ:ghogfrie;tsﬂf;i%;ﬁ%ef've
high incentives may attract “risk seekers”. Theibaslary should their total pay.

be high enough to cover at least the employee& basds so that
they do not depend on their bonus to make a living.

4 For other staff the variable
portion could be lower.

The optimal weight of the bonus in the total renmatien will
largely depend on the organisational culture, theumre of the staff members' tasks and the
incentive scheme's objectives. As a general gudelfield staff whose performance can be
measured easily should receive rather high incest{e.g. 30% - 50% of the total pay) because
their work effort is difficult to control by otheneans, and they have a high level of discretion in
deciding on their quantity of work. Other functibhevels of staff may receive somewhat lower

incentives (e.g. 15% - 30% of the total remunergtiolhe latter also applies to incentive

schemes which are designed over the long term @mgual schemes) and focus on staff
commitment and loyalty rather than on productivity.

3.5 Selecting the right performance measurement éicators

3.5.1 Requirements of good performance measuramdioators

Selecting the right performance measurement inglisats a
critical and important step in designing staff intbee schemes. Performance measurement

The performance measurement parameters used inaacfal indicators should ...
incentive scheme which provides S|gn|flcant rewatdsstaff | dequately reflect the
should meet at least four requirements: incentive scheme’s objectives|

- Be objectively measurable;
- Be comprehensive;
- Not be too many.

1. Adequacy The performance measurement system shol
adequately reflect the incentive scheme’s objestiWe
should not only select key indicators, but alsabare of
indicators that we do not select. For instancewd
decided to measure the performance of lending staffh function of the number of
disbursed loans, field staff might seek poorer@ustrs who are more likely to apply for
small loan sizes which are simpler and quicker igbutse. Thus, the fact that the
outstanding loan portfolio volume is not rewardeaynhelp to achieve the social goal of
lending to poorer people.

“ See Bazoberry, Eduardo: We Aren’t Selling Vacuum Clean®&©IFEM's Experiences With Staff Incentives. In:
MicroBanking Bulletin 6 (2001 www.microbanking-mbb.org
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2.

Measurability The indicators upon which we base the rewardd imeisneasurable in an
objective, simple, cheap and timely manner. Igeatichievements in each of the
performance measurement indicators should be vettidrom the MIS. Supervisor's
appraisals or 360 degree appraisals are frequanthaccepted by staff as the basis for
bonus calculations since employees suspect biashe performance assessments. It may
be impossible to utilize some indicators thougtytredflect goals because they cannot be
captured regularly or at reasonable costs. Thisiesfor many indicators of social goals,
such as impact or poverty outreach.

ComprehensivenessThe set of performance measurement indicators Idhba as
exhaustive as possible to reflect the multiple daskthe targeted employees or teams. For
example, imagine what might happen if we rewardsh |officers for the volume of
disbursed loans without considering the loan pbafguality.

Simplicity: While incentive schemes should be as compreheasiymssible, they should
also be simple enough for staff to understand.hdré are too many performance-
measurement indicators, staff may become confusespecially if the indicators involve
many trade-offs for staff. In addition, the sizetbé monetary rewards decreases (and
thus becomes less attractive) as the number obmeaihhce measurement indicators
increases. It is not necessary to select the saméer of performance indicators for each
of the incentive scheme’s main goals because tiporitance of each indicator can be
weighted (see Section 3.6.1).

Most of the performance indicators used in praateet these requirements. Box 3.5.1 includes
a selected list of indicators which are widely eoyeld by MFIs.

Box 3.5.1: Performance measurement indicators unsprhctice

¢

¢
¢

Lending: MFIs usually use the loan portfolio quality (PAR) araine of the following indicators: the
number and volume of loans disbursed (sometimes witbrdift weights for new and repeat customers),
the number and volume of outstanding loans, the numbactafe customers or groups, client retentipn,
loan application processing speed, period of time betweem#&aliment and new disbursement (in village
banking), write-off rates, loan loss provisions, padfitity, and the number of loans disbursed to poor
customers.

Savings mobilizationthe number of active savers (sometimes with different weigitdifferent products)
the net increase in the number of active savers, the savingsdyalalfers’ transaction speed, customer
service quality.

=R

Microinsurance:the number of policies sold (with different weights fdffedtent policies), the value o
policies sold, customer retention.

Branch-based incentiverofitability and/or the achievement of targets in the areasioned above.

Management:Parameters linked to profitability, growth, outreach, kaarsaturation, human resource
development.

Obviously, most of the performance measurementcaidis are selected around staff
productivity, profitability and breadth of outreacthere are only a few MFIs that consider social
goals explicitly (see the case study on PRIZMA iect®n 4.1). This begs the question if
“mission drift” towards financial goals is occumgiror if MFIs use other mechanisms ensure that
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they achieve their social goals as well. As disedss Section 2.2, front end staff, for whom
incentives work best, have little influence on tredance between social and financial goals in
comparison to the design of the products they manaiginch location, and the MFI's reputation.
Hence, the objectives of the incentive schemes a$tnmstitutions include productivity and
profitability — but within a framework which alrepdiargely balances social and financial goals.
However, this assessment may not apply to alltutgins, and certainly not to stakeholders who
decide which type of clientele to target, designdpicts and processes, pick branch location,
make business plans and participate in decisior®onto use profits.

So the question arises: How we can measure sogifdrpance explicitly, and in a way which
meets the requirements of performance-measuremeictiors for staff incentive schemes?

3.5.2 Tools to measure social performance foif giabntive schemes

It would be beyond the scope of this paper to disdhe advantages and drawbacks of all the
tools used to measure the social performance ofsMFbr our work, it is sufficient to divide
these tools into two categories: those that araldepf measuring social achievements regularly
and over the short term, and those that measuieal gmrformance only occasionally and over
the long term.

All MFIs measure regularly their breadth of outteaand this incicator is used in most staff
incentive schemes. A few institutions, such as RZand BancoSol, also measure their depth
of outreach on a regular basis:

* PRIZMA uses a “poverty scorecard” which appraisesgoverty level of their customers
as a function of 7 indicators, including (1) thestmmer’'s educational level, (2) the
number of household members, the ownership of &[B)player and (4) a vehicle, (5)
the location of the residence, the average numbémes the customer eats (6) sweets
and (7) meat per week. Respective data are gathgréue loan officers as a part of the
general loan analysis. PRIZMA not only tracks ttagpth of outreach but also includes
this indicator into a team-based annual incentofeme (see Section 4.1).

* BancoSol employs a “social scorecard” to categdhe& customers into 3 clusters based
on their household’s monthly per capita expenditRespective data are collected during
the analysis of the customers’ repayment capatitycontrast to PRIZMA, BancoSol
does not utilize its scorecard in its incentiveesok (see Section 4.2).

Both scorecards are relatively easy to manage t@saitla gathered in the loan officer’'s regular
assessments. However, such a technique limits sheofithese scorecards within SIS: if loan
officers received significant rewards based onrtdepth of outreach, they could easily “polish”
respective data on their customers in order toiveckigher bonuses. It would be difficult to
uncover this potential type of fraud as loan offickave some discretion in their assessments and
may also cooperate with customers if rewards wangel enough. Hence, it might not be wise to
incorporate such approaches into a short-term dolecentive scheme targeted at those staff
who gather the data upon which their rewards depéactoring such scorecards into medium- or
longer-term team-based incentives where data mkipa is not worthwhile might send the
right signals to staff. However, as discussed ia previous sections, the impact of such
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incentives on staff performance is rather weakgeegly if staff receive additional and more
powerful short term incentives which focus on bthaaaf outreach and profitability.

Standardized scorecards that measure depth ofacbhtreould be a valuable performance
measurement indicator in longer-term incentive segefor senior management.

The second set of tools that measure social pediocen are used occasionally, usually by
external researchers. Naturally, the results o tieisearch can neither be used in short-term
incentive schemes nor in annual incentive scheradbey are not conducted regularly. Impact
studies measure long-term changes in the customezadth and are thus not very useful for
incentive schemes that closely link rewards to egdments. However, special bonuses could be
paid to all staff based on such a social perforreaassessment. While it cannot be assumed that
staff members work hard to achieve good resul®ioh occasional studies, providing them with
some rewards if the MFI receives good assessmbatgdsindirectly enhance their motivation as
they realize that social achievements are alsayrézed and valued.

To summarize, if we utilize long-term, occasionatial performance measurement tools, we
cannot employ short-term and powerful incentivescWistrongly link staff performance and

reward. However, such tools could be used to blaiith-term team-incentives, or long-term

incentives for senior management. It might not etk starting to implement complex social

performance measurement indicators — rather, unistits should attempt to incorporate existing
tools into their incentive scheme.

If social performance measurement tools are notpaditme with short-term incentives, how can
we ensure that MFIs provide their field staff weffective short-term bonus schemes that are
designed around staff productivity but still addrescial goals?

1. The easiest way is not to reward for the achiewarumes” (e.g. the outstanding loan
portfolio volume, the volume of loans disbursed #avings balance, etc.), but only for
the achieved “numbers” (e.g. number of loans dsbdior outstanding). This will reward
breadth of outreach, and there is a good likelihthad it will support depth of outreach
since loan officers find it easier to disburse demdban sizes.

2. Organizations that perceive loan size to be a goditator of depth of outreach may
want to reward lower initial loan sizes more thaghler ones (e.g. by providing an
incentive of $2 for disbursing a loan of <$500 tmew customer, and by offering a
commission of $1 on each disbursed loan >$500

3. Finally, the operational framework (see Sectionaftady largely predetermines the
balance between social and financial goals. Heihebould not be necessary to measure
social achievements if staff are specialized ortagerproducts and have only little
discretion in selecting their customers. These rmimgdions may rather want to focus their
staff incentive scheme on staff productivity. Ifstemers can “graduate” to programs
which are designed for wealthier clients (e.g.raBRAC, see Section 4.3), loan officers

® It might be necessary to consider the loan term iftinigins offer loans with highly dispersed loan terihsnakes
a difference whether $500 are repaid in 1 or 5 years if @re o use the loan size as poverty indicator.



Using Staff Incentive Schemes to Balance Social and FelgBogls 15

could receive a reward for each customer gradutdethe “higher level program or

product”.
3.6 Conducting the technical design work
The selected performance measurement indicators toee|| Incentive formulas make use of:
be linked by a formula to calculate a “performaiscere”
or bonus. In addition to variables for the achiegats in | ¢ Weights that calibrate the
each of the performance indicators, such formulaslly incentive scheme’s objectives.
include weights, reference values and, sometimgsnmam | ¢ Reference values or targets thit
requirements. represent a solid or expected

level of performance.

3.6.1 Weights 4 Minimum requirements which
Weights are allocated to each of the performande- are baselines for which no
measurement indicators. They should adequatelgatethe '”Cet’_”“vens are provided.
importance of the indicators for the institutiondamence, (optionally)

balance the different organizational goals whiah @defined

by the incentive scheme’s objectives. Weights efitidicators will usually add up to 100%. In
some cases, management may want to allocate spedmjhts to some performance
measurement indicators. These special weights iegetlgt linked to the performance in other
areas. For instance, BancoSol has set two speeiglhts to its entire bonus scheme for loan
officers: The calculated bonus is multiplied by glégs that are generated as a function of the
branch team performance and the

outstanding loan portfolio volume (seeTable 3.6.1.1: Defining the weights (example)

Section 4.2). Performance measurement indicator Weight
Number of outstanding loans 50%

"PAR 30%
employs a monthly bonus scheme for-— 100%

its credit officers. It might define 3 — No bonuses are eamed
performance measurement indicatorsSpecial weight for PAR if PAR was > 4% T

namely, the number of outstanding
loans, the outstanding loan portfolio volume and portfolio at risk rate. To meet its social

mission, it decided to put the highest weight oa ttumber of outstanding loans and a lower
weight on the outstanding portfolio volume. The gieifor the portfolio at risk is set in between,

but an additional special weight is allocated ts fharameter to ensure that loan officers who
manage a poor loan portfolio quality do not receimg bonus at all (see Table 3.6.1.1).

Large organizations may want to set different wisgfor different outlets or products if
management feels that the challenges for eachufreiently different.

Organizations that want to emphasize th@ance between different goals and that employ
ambitious staff could think about linking the wetigho achievements in key areas. For instance,
consider an MFI that intends to focus its incentsalieme on balancing social and financial
goals. Management could believe that small avel@aye sizes are a good indicator for achieving
its social goals, and that the outstanding loartfgla volume is an adequate reflection of
profitability. The incentive system would then a@aigze the loan officers based on the average
loan size in their portfolio, and allocate differemeights to the relevant performance
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measurement indicators, e.g. the number of outstgidans and the outstanding loan portfolio

volume as demonstrated in Table 3.6.1.2.

16

Under this Table 3.6.1.2: Example of setting weights as ationof achievements

scheme, loan Category | A (if the avg. B (if the avg. C (if the avg.

officers with a | Performance loan size was <| loan size was | loan size was >
measurement indicator $500) $500 - $1,000) $1,000)

ls?;ve averrgg/i Ioag Number of outstanding loans 20% 35% 50%

‘ ) Outstanding loan portfolio

stronger incentive | volume 50% 35% 20%

to disburse larger| PAR 30% 30% 30%

loans and, thus,| Total 100% 100% 100%

become more LSpecial weight for PAR: No bonuses are paid if PAR was >4%

profitable, while those who manage large portfotiaa increase their rewards by increasing their
outreach. Loan officers who balance social andnfire goals (in this example those who
maintain their average loan size between $500 dnd0®) are best off if they proportionally
increase both the number of customers and theamdlisig loan portfolio volume. Of course, this
technique can also be applied to other functioeakls of staff or different performance
measurement indicators. However, such schemesdlooly be employed if it can be ensured
that staff understand them and, thus, cope witimthe

3.6.2 Reference parameters and targets

Reference parameterare benchmarks that represent a solid level ofopaance that
management can reasonably expect from their s@#diey are set for each performance
measurement indicator. To ensure that referenagesalre set in a fair way, it may be necessary
to calibrate them differently for different regioons according to the tenure of staff. MFIs that
manage more than one product and employ produciaists (e.g. SME loan officers) usually
adjust the reference parameters to their particotaduct. Then, a “reference bonus” can be
defined as the reward which staff receive for adhgthe reference values.

For instance, management decides that a microavéfaier should manage 300 loans, maintains
a loan portfolio volume of $200,000, and ideallyegs his PAR at 1%. The MFI may offer loan
officers who meet these reference values $150. aMbltter achievements will lead to higher
bonuses, weaker performers receive lower rewardssary poor performance is not rewarded at
all.

If it is difficult to quantify reference parameter®r instance because institutions operate in
extremely heterogeneous environments or need tee ocsph a very high growth rate,
management could set regutargetsinstead of using reference values. However, targleduld
only be used in team based incentive schemes tal d@kat staff suspect biases in the target
setting process.

3.6.3 Minimum requirements

Some institutions use “minimum requirements” whagk benchmarks that staff need to meet in
order to become eligible for rewards. They shoudd det adequately low so that virtually

everyone can achieve them and, thus, participatesitncentive scheme. The main advantages of
minimum requirements are that there is a basetinevhich no bonuses are earned and that the
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incentive scheme becomes more sensitive to changesrformanc® However, such minimum
requirements increase the complexity of the schante hence, decrease the likelihood that staff
can cope with it. As we will see below, it is heipto set the minimum requirements as a
percentage of the reference values (e.g. 50%)dwml dkiat the scheme’s weights are reshuffled.

For example, if a MFI sets minimum requirementd 50 outstanding loans and an outstanding
loan portfolio volume of $ 100,000, then Table 3.6.summarizes the weights, reference values
and minimum requirements for that individual.

Table 3.6.3.1: Example of reference values, minimequirements and weights

Performance measurement indicator | Reference values| Minimum requirement Weight

Number of outstanding loans 300 150 50%

Loan portfolio volume $ 200,000 $ 100,000 20%

PAR 1% 4% (“special weight”) 30% + special weight
Reference bonus $ 150

3.6.4 Constructing incentive formulas

Once these parameters are set, they can be contbiellonus formula. Here, we introduce two
simple techniques which are frequently used intprelc For instance, an MFI could calculate a
“compliance ratio” or score for each performanceasugement indicator as indicated in Table
3.6.4. These scores are then added up. The tata¢ $& multiplied by the reference bonus.
Hence, staff members who achieve the referenceesdn exactly 100%, receive the defined
reference bonus. Higher or lower performance isarded proportionally more or less, while the
weights ensure that the incentive is higher foséhgoals which are considered more important to
the institution’s mission. Of course, the same wakon technique could be employed for
virtually all types of performance measurementaatbrs.

® For instance, if an MFI is willing to offer a bonus $f50 for a loan officer who manages 300 loans, each
outstanding loan would be “worth” $ 50/300 = 0.17alfminimum requirement of e.g. 150 loans was incorporated
into the scheme, the loan officer would receive $ 50/(300-£58)0.33 for each outstanding loan above thé"150

loan. Hence, the scheme reacts more sensitive to changeddmpaeice and, thus the incentive effect will be

higher.

" There a number of other techniques, and dependingwriheformula is designed, the weights might be slightly
reshuffled again, thus changing the balance between thetampe of the different performance measurement
indicators.
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Table 3.6.4: Example of a bonus scheme for loanerf
PEMITMETE Outstanding loan portfolio
measurement | Number of outstanding loans 9 P PAR
S volume
indicator
Calculation of ach — min. requiremen xweight ach — min. requiremen xweight min. requirement — ach. < weight

compliance ratio

ref.val. —min. requiremen

ref.val. —min. requiremen

min. requirement - ref. val.

Achievemen- 150><

Achievemein— $10Q000x

4% — Achievemﬁn><

50% 20% 30%
S 300-150 ’ US$200000- $100000 4%—1% ’
Achievement for one 0
sample loan officer 340 $ 190,000 1.5%
Compliance ratio for 340- l50x _ $190000- $100000 _ 4% - 1.5% _
! 50% =063 T T ) 20 = 018 x30 =025
sample loan officer 300-150 $200000-$10Q000 S%-1%

Total score of
sample loan officer

0.63+0.18+0.25=1.06

Reference bonus

$150 ($0 if PAR was > 4%)

Total bonus for
sample loan officer

Total score x reference bonus = 1,06 x $150 = $159

Obviously, this incentive scheme is quite complexgd whether loan officers are able to cope
with it will largely depend on the organizationallttre. Usually, MFIs employ more than just
three performance indicators, which increases tmpbexity of the scheme further. Hence, it
may be wise to think about ways to simplify thetegs For example, we could transform the
rewards offered for each unit above the baseline commissions (see the case study on
BancoSol in Section 4.2). Or, we could design agetl scheme” based on our bonus formula as

demonstrated in Exhibit 3.6.4.

Exhibit 3.6.4: Example of a staged incentive scheme

PAR
P”‘St""”d'”g <1% 1.0%-1.9% | 2%-2.9% | >3% - 3.9%
oan portfolio
volume (in US$)
100,001 — 150,000 $ 60 $ 45 $ 30 $15
150,001 — 200,000 $75 $60 $ 45 $ 30
200,001 — 250,000 $ 90 $75 $ 60 $ 45
> 250,000 105 $ 90 $75 $ 60

* Bonus amount in $: calculated by: {[(((150,000060,001) / 2 + 100,001) - 100,000) / (200,000 -,@00) X 20%] + [(4% -

(1% - 0%) / 2 + 0%) / (4% - 1%) X 30%][}X $150 66

Outstanding number of clients Bonus (in $)
151 — 200 13**
201 - 250 38
251 - 300 63
301 — 350 88
> 350 113

** Calculated by ((200-151) + 151) X 50% X US$15@43

The total bonus is calculated by adding up the
respective bonuses of the 2 tables.

Loan officers who do not maintain a PAR
rate below 4% are not eligible for any bonuses.

While such staged schemes are easy to understasidfhythey have a number of drawbacks. If
there are only a few stages, staff will not see scgpe to graduate to the next stage within the
period in which the incentive is calculated, ardist will not respond to the incentive scheme.
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The same applies to a “cap” on the bonus: Somedme has already achieved the highest
possible bonus will not be rewarded for higher acbiments. Conversely, an employee who is
still far from reaching the minimum requirementsghti consider the requirement unattainable
and not perceive an incentive to work better odbarThese risks can be mitigated by a careful
calibration of the scheme and by including morgesa

Incentive schemes that are to set to referenceesamd/or minimum requirements, should be
calibrated to ensure that the vast majority offsafn bonuses and that everyone has an incentive
to increase his efforts — regardless of whethemeat bonus formula or a staged incentive
scheme is employed. It is helpful to apply the sfarmula to the previous performance of staff
to identify the “winners and losers” of the scheasewell as “structural outliers”, such as rural
branches, new branches, senior employees, or pgrahecialists. It might be necessary to
calibrate the incentive scheme differently for themsmployees to ensure that the fairness
requirement of incentive schemes is met. Many timstins also have a special incentive policy
for staff who are transferred between branches.

Although the examples provided above reflect skemin bonus schemes for loan officers, the
same techniques can be applied to most other lohdiscentive schemes. The case studies in
Section 4 demonstrate, for instance, that EquitpkB& Kenya and PRIZMA in Bosnia and
Herzegovina have used similar approaches to daemm-based and long-term incentives that
balance social and financial goals.

3.7 Analyzing benefits and costs

Before (re-designed) incentive schemes are impléaderwe should conduct a cost benefit
analysis to ensure that their benefits outweighr tbests. While it is already fairly difficult to
appraise the financial benefits and costs of ineenschemes, it is even more complex to
estimate their social ones. Furthermore, we shaidd consider the indirect financial benefits
and costs that are related to the achievementaidlsgoals, such as easier access to “soft loans”
or donor grants.

The structure of a cost benefit analysis is fagtsaigthforward: We conduct two performance
scenarios, one “normal scenario” and one “incerd@nario”. In the normal scenario we assume
that business develops as usual. In the “incersitbemario” we assume that an incentive scheme
is implemented and, consequently, staff react #md improve their performance according to
the incentives offeréd The benefit of the incentive scheme is then ptedi by a simple
formula:

(Benefits — costs under the incentive scenario)
— (Benefits — costs under the normal scenario)

The different scenarios should be based on thoderpgnce indicators used in the incentive
scheme as well as on relevant key indicators thatnat included in the calculation of the
rewards. For instance, if an MFI decided not tdude the outstanding loan portfolio volume into
its set of performance measurement indicators stefdoreadth and depth of outreach, the cost-

® It is advisable to conduct more than just one incentieaaio as it will be difficult to appraise the effects of the
incentive scheme — especially for MFIs that have not yet gathexperience with staff incentives. For instance,
incentive scheme designers might want to conduct a conservativexpected, and an optimistic scenario.
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benefit analysis should also consider that theamefoan size and, thus, the interest income may
decrease due to the incentive scheme’s impactsadihperformance. Interviews with the staff
affected by the scheme and their direct superidisheip in designing respective scenarios. The
results of a pilot test (see Section 3.8) would die valuable in predicting the scenarios as
accurately as possbile.

In practice, it will not only be difficult to predi an employee’s behavior and performance under
the two scenarios, but it will also be almost ingpbke to assess the social benefits and costs in
monetary terms. Hence, we suggest running a fiahooist benefit analysis as suggested in the
formula above while adjusting the respective manyetasult by an appraisal of the social
benefits and costs which might be caused by theninee scheme.

Financial benefitausually include all kinds of income from customénerest and fees for loans,
fees and transfer prices from savings mobilisatiwrgommissions earned on selling insurances.

Financial costanclude costs of funds, loan losses and adminigg&r@osts (including staff costs
and incentives).

Among the social benefits (or costsinduced by the incentive scheme are increased (or
decreased) depth of outreach, breadth of outreachimpact (e.g. poverty alleviation).
Institutions that expect easier access to granssilosidized loans due to higher social impact may
also want to estimate and add the value of thedii@ual income sources. Although it will not
be possible to quantify these benefits and costsanetary terms, predicting the various types of
effects and analyzing whether they are positiveegative for the MFI's mission and vision is
crucial.

3.8 Implementing and monitoring incentive schemes

Before implementing incentive schemes or makingluamental adjustments to existing schemes,
they should be pilot tested in a small number dfetsi for a few periods. Especially when they
significantly influence the remuneration of staffianges to or withdrawals of incentive schemes
can be extremely difficult to communicate to thepdagees as changes usually include additional
hardships and / or a lower remuneration. Hends wiise to pilot test the scheme on a small scale
to ensure that nothing was overlooked, that thexena negative side-effects, and that the scheme
meets the transparency and fairness requirements.

. . . Implementing and monitoring SIS:
Of course, not all incentive schemes can be péisted. For P g J

instance, it will not be possible to apply an annuefit ¢ Pilot test (redesigned) SIS,
sharing scheme for head office staff to some engaeyor
some periods (years). In these cases, it helpsetoepy | ¢ Make sure that staff understand
careful in the design process, and to roll it outhwthe and can cope with the SIS.

notice that it is subject to be changed or withdrafter the || ¢ Monitor the scheme regularly ang
initial periods. make adjustments occasione

Carefully communicating the incentive scheme iiaiu Many institutions put a lot of effort in
selecting the right performance-measurement indisadind in designing and calibrating the
formula that calculates the rewards. Many of theBerts simply fall flat since staff do not
understand the calculation techniques. Some MFHsutilize complex incentive schemes have
overcome this by providing staff with spreadshabtt calculate the rewards for their (future)
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achievements. However, it is not only essential #maployees can calculate their bonuses, but
that they understand the message underlying thenseh It is up to staff to transform all the
formulas into real incentives, apply the incentit@gheir daily tasks and know how to increase
their incentives and, thus, organizational benefitailable. For institutions that focus on impact
or breadth of outreach, longer-term team- or in8tih-wide incentives should be employed to
ensure that staff understand the underlying mesghge everyone works towards meeting the
institution’s vision and mission and that incensivere not only monetary rewards to enhance
short term productivity, but symbolic acknowledgensefor their efforts throughout the year.

Monitoring the incentive scheme’s performance ragyl and adjusting it occasionally will
ensure that it meets its objectives even as orgaaiml goals, operational challenges, processes,
products, tools, and overall economic conditionsngfe. It is possible to carefully monitor short-
term or individual incentive schemes at reasonablgs if the achievements of staff and the
bonus calculation is included in the MIS or if tedata are available in a database. When
adjustments are deemed essential, it is often exe#ssary to change the entire incentive formula.
In most cases it is sufficient to re-calibrate tteference values, weights and minimum
requirements. Adjustments should not be conduatsgLiently nor arbitrarily to avoid that staff
feel “tricked out”. On an average, MFIs adjust thacentive scheme once in one to two years.
Employees usually need some time to adjust thewawer to changed incentives, and such
changes frequently create additional hardshipsoanidiver bonuses. Hence, remember that
changes and their reasons should be well commedic¢atstaff so that they are accepted.

4 Case Studies
4.1 PRIZMA, Bosnia and Herzegovina

4.1.1 Institutional Overview

PRIZMA is a registered not-for-profit microcreditstitution which operates throughout Bosnia
and Herzegovina. It was founded after the war9@71

The organization’s mission is 1OT5pje 4.1.1: PRIZMA at a glance (as at April 2006)
“improve the well being of large numbersyumboer of branches 6
of poor women and their families byNumber of total outlets 36
providing long-term access to qualifyNumber of total staff 83
financial services”. Number of loan officers 41
umber of borrowers 18,604
PRIZMA .focu.ses on poverty outreac Hl\)lutstanding loan portfolio volume (in US$* 13,286303
and social impact. Almost all of
PRIZMA’s customers are women, anthyg. joan size (in US$*) 93(
through its 36 outlets, it reaches remoi€ase load per loan officer 454
rural areas of the country. The
organization  perceives its  sociafdjusted RoA Dec. 2004 8.3%0
objectives to be a strategic advantageiusted RoE Dec. 2004 13.3%6
since other MFIs in the country comp teExchange rate: 0.65 USS/BAM

for a different clientele, namely wealthi€tsg,rce- PRIZMA. own calculations

customers.
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PRIZMA's strong social commitment is reflected by product design and simple, customer-
friendly lending technology. Loan sizes, fees, nes¢ rates and the location of some braches
make PRIZMA less attractive to wealthier custom@dise organization regularly monitors its
depth of outreach using a “poverty scorecard” whagpraises and tracks the poverty level of
new and existing clients. The scorecard is comgrife/ variables that were identified as good
indicators to measure wealth in the local contéxtaddition, the scorecard creates a way for
external institutions such as AIMS or Imp-Act tondoct impact and poverty outreach studies
with PRIZMA. As we will see in the next section, ZRIA has implemented an incentive
scheme which not only focuses on productivity, bigo supports the organization’s social
objectives in a more direct way than most incensisleemes.

4.1.2 Overview of Staff Incentive Schemes

PRIZMA uses two types of performance-based stafemiive schemes, namely an annual
branch-based SIS for all staff and a monthly irdiinal bonus scheme for loan officers.

To foster team work and motivate staff, PRIZMA iatk ateam-based incentive schenide
branches as well as headquarter staff are condidsréeams. Under that scheme, team members
can earn bonuses if the following requirementsnaee

PRIZMA generates an annual profit of at least KNO,DOO;

The PAR.150 daysiS below 5%;

Bonuses are approved by the board of directors;

The individual team member achieved satisfactogults in all of the 3 qualitative
performance appraisals which are conducted duhiagyéar (those who achieved only 2
satisfactory appraisals qualify for 50% of theinhe share).

N .

The branch bonus pool is calculated as a functfdhebranches’ achievements in 6 core areas
as demonstrated in Table 4.1.2.1. Weights (in peaces) are allocated to each of the 6

performance measurement indicators according t@tbirences that management defines for
each branch. Depending on their achievement oftbearks, teams can earn scores of 0, 1/3,
2/3 or 1 in each of the 6 evaluated areas. Thesesare then multiplied by the respective

weight. The final branch score is calculated byirgithe 6 weighted scores.
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Table 4.1.2.1: PRIZMA's branch based incentive sohe

Performance : L : Calculation of the
. Operationalization Weight
measurement indicator branch score
# new poot clients during the year 0
Depth of outreach Total new clients during the year 16.67% Branches can earn suby
(# active clients at end of year) scores of 0, 1/3, 2/3 or 1
Breadth of outreach — (# active clients at end of last year) 16.67% according to their

# active clients at end of last year .
achievement on

# clients who could have taken a repeat loan witl2i

days of paying off their previous loan 0 benchmarks which are set
Customer dropouts # clients who could have taken a repeat loan wilZo 16.67% for each of the 6
(iayst_of pal_yin? of{ ;Eeir p:jevifotlrj‘s loan performance
P active clients at the end of the year 0 L
Productivity % paid employees at the end of the year 16.67% measurement indicators.

These scores are then

.. . .. Administrative expenses 0 R
Administrative efficiency Avg. outstanding gross portfolio during the year 16.67% multiplied by the
. Loan amounts written off during the year 0 respective weight.
Write off Avg. outstanding gross portfolio during the year 16.67% P g
Sum of the weighted
Total 100% g

sub-scores

Headquarter staff receive the average score wlhiehbtanches have earned. The total bonus
pool, which is the greater of either 10% of the wainprofit or one monthly payroll, is then
distributed among the employees as a function@f team’s score and the number of days they
worked during the year. All staff receive around&06f their team bonus share in December, and
the remaining 40% at the beginning of the conseeuwtear, after audited results are available.

The additionalmonthly bonus for loan officelis calculated as a function of four performance
measurement indicators to which different weighésallocated as indicated in Table 4.1.2.2:

Table 4.1.2.2: SIS for loan officers at PRIZMA

o Weight in % of the
Performance measurement indicator ;
maximum bonus offered

1. Portfolio at risk 31-180 days 50%*
2. Number of loans disbursed

with 3 different benchmarks for solidarity groupaics, 2204

individual loans with loan sizes < KM 1,000 andiindual

loans with loan sizes => KM 1,000, respectively
3. Number of active clients 199%**

with different benchmarks for the 3 types of loésee above).
4. Dropout rate 9%

* |n addition, loan officers must maintain a PARbelow 1.5% to become eligible for any incentives
** |n order to participate in the incentive schertagn officers must manage at least 25 individual
loans with loan sizes > KM 1,000, or 300 individiegdns with loan sizes < KM 1,000, or 200
solidarity group loans.

PRIZMA's incentive scheme for loan officers followsstaged pattern, which means there are a
number of “trigger points” for each of the performsa measurement indicators which lead to a
certain bonus. With this simple, but powerful intve& scheme loan officers can earn up to 50%
of their basic salaries.

° A “poor client* is defined by the use of PRIZMA's povertyosecard. With this scorecard, PRIZMA assesses the
poverty level of its clients as a function of 7 indicataramely (1) the education level, (2) number of household
members, (3) ownership of a CD player and (4) a vehiblelo€ation of residence, average number of times the
customer (6) eats sweats and (7) eats meat per week.
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4.1.3 The Effects of SIS on Balancing Social andr€ial Goals

Both PRIZMA’s non-financial incentives and financiacentives support the organization’s
mission. Staff understand PRIZMA'’s social orierdati and the good working environment
motivates them to achieve both the organizationsas and financial goals. While the annual
team-based incentive scheme supports this intrimgittivation, the monthly bonus scheme for
loan officers focuses on productivity and portfoliality without significantly reshuffling
PRIZMA'’s balance of social and financial goals.

The six performance measurement parameters usacctae the team-based bonus represent a
reasonable mixture of social and financial indicsitéddministrative efficiency, productivity and
portfolio quality reflect profitability and sustaibility; breadth of outreach and customer
retention support both social and financial goalsg incorporating a parameter that measures
depth of outreach is remarkable since it is onthefrare attempts to reward staff explicitly for
achievements in poverty outreach.

Individual staff members do not believe they cdiuance the team reward significantly because
they are part of a larger team. This bonus is quieredictable as most staff do not understand
the adjustment techniques used in the audited tepdot very surprisingly, staff reported that
they did not work hard in order to increase themwal bonus, but nevertheless indicated that this
incentive supports their intrinsic motivation, teaspirit, commitment, loyalty, and sense of
identification with PRIZMA as they feel that theiontributions are recognized. These values are
very important for organizations to achieve theissions — especially when missions include
different and maybe contradicting objectives susfirrancial and social goals.

In contrast, the individual incentive scheme hamae direct impact on staff performance for
essentially three reasons: Firstly, staff are imlliglly accountable for their own achievements
and, thus, free riders cannot reduce the rewandshto efforts spent. Secondly, the monthly
bonus payouts ensure a close link between perfarenand reward. And thirdly, the bonuses
offered are significantly higher than the awardshefteam-based incentive scheme.

PRIZMA'’s individual incentive scheme has a stromgus on portfolio quality (50% of the
maximum bonus) and breadth of outreach (41% ofmtgimum bonus). Service quality and,
maybe, impact are indirectly incentivised througtstomer retention, but with a lower weight
(9% of the maximum bonus). In practice, the schalse enhances depth of outreach (or at least,
ensures that loan officers do not seek the wealthistomers), and the weights outlined in Table
4.1.2.2 are slightly shuffled from a loan officepsint of view:

1. A high loan portfolio quality is clearly vital tanstitutional sustainability and, thus, is
crucial to meeting financial objectives. The langeight on this parameter not only
ensures that loan officers attempt to recover loarsrears, but also that care is taken in
loan analysis so that customers are less likelyettbome overindebted. It was also found
that incentivising PAR can have indirect effectsdapth of outreach: on one hand, some
staff indicated that poorer customers are morealvldi in their repayments, and on the
other hand, some staff members who did not achieyeligibility requirement related to
PAR reported that they preferred to seek wealttistomers to disburse larger amounts
in order to reduce their PAR.
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2. The parameter which counts the number of loansudigll contributes to a high level of
loan officer productivity, which is directly relateto financial objectives as well as
breadth of outreach. At the same time, the volumans disbursed is not considered.
Loan officers reported that it is easier to disbussnaller loan sizes and, thus, their
strategy is not to actively seek wealthier custamé&ome prefer to acquire poorer
customers, and others are indifferent as theyotprémote whomever they can reach.

3. The facts that the number of active clients is medd and the outstanding loan portfolio
volume is not considered in the scheme have the saupacts - productivity and breadth
of outreach is enhanced while there is a slighe¢mtize for loan officers to seek poorer
customers. In addition, loan officers can achievarger customer base if they disburse
longer-term loans.

4. Including the dropout rate in the scheme providesaentive for good customer service,
and low dropout rates can significantly reduce astriative costs. Some may also argue
that entrepreneur retention is an indicator foiaddmpact because customers grow their
business from loan cycle to loan cycle.

4.2 BancoSol, Bolivia

4.2.1 Institutional Overview

BancoSol, founded in 1992, was the first privatenaeercial bank to provide microfinance
services. In the initial stages, BancoSol workessely with Prodem, a local NGO, inheriting
some of the NGO’s branches, staff and customerg fliist staff consisted primarily of
sociologists and social workers with an NGO backgth Currently, many staff members
(including the top-management) come from a comraéhzinking background.

BancoSol managed to overcome the recent finanoed¢<in Bolivia, and is now serving over
65,000 loan clients with an outstanding loan pdidfof almost 140 million US$.

To achieve long-term sustainability and to increps#itability, BancoSol focuses on solvency
and growth. It strives for large loan portfolio uole. Using and developing automated
technologies such as ATMs, handhelds as well asststal credit scoring, the bank is steadily
increasing its efficiency.

The innovative products and services of BancoStp Iteto increase its market share in an
extremely competitive environment. The wide ran§emducts and services includes 7 loan
products (both individual and solidarity group legnsavings accounts, fixed term deposits, and
also affordable microinsurance policies (life, d@ecit and health insurances), cheap money
transfer services, debit cards (VISA Electron),kbgnarantees and tax and bill payment services.
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BancoSol's mission (“We are the bankKable 4.2.1: BancoSol at a glance (as at April 2006

that gives the opportunity for a bettéumber of outlets 43
future to the lowest income sectors, Number of staff 792
giving them h'gh quality and integraumber of credit officers 244
financial services”) clearly shows the

bank's focus on serving the loWEK,mber of borrowers 65,264
'ncome - sectors. Ins_t'tut'pnabutstanding loan portfolio volume (in US$) 138,34%,26
sustainability, and, hence, profitability i&folio at risk (PAR) > 1 day 3.dv
crucial to achieving this goal. The ban e off ratio 2005 1.4%
has a strong social commitment and|it

Can, afford t_o serve poorer and Ie%ﬁ/g. outstanding loan size (in US$) 2,120
profitable clients. BancoSol donat€s, . oad ver credit officer 65
portions of its income to welfaré~ .. oaq per total staff 52

programs such as a health fund, sponsors
a number of socio-cultural even
(sports, arts) and contributes

educational activities. It offers small loa]
sizes which hardly break even ar

_ﬁlumber of savings accounts 91,660
gavings balance (in US$) 23,802,618
Avg. savings balance (in US$) 260

] larly tracks it t tr umber of fixed term deposits 4,925

ueS?rl{l a ); ?'écocsiall sz(?r\éia¥ d”ouwfliaé ixed term deposit balance (in US$) 77,910,946
g. . , ','Avg. fixed term deposit balance (in US$) 15,819

classifies the bank’s customers asfa

functlon_ of their households monthl)Return on avg. Assets 2005 2 l8%

per capita expenditures. At present, t.et Equity 2005 2 o

bank is designs a new loan prod ggturn on avg. Equity =gt

which offers loans of less than US$ 500°U"ce: BancoSol

to very poor microenterpreneurs.

4.2.2 Overview of Staff Incentive Schemes

BancoSol employs performance based staff incestbhemes for virtually all branch staff. Since
the scheme for loan officers is the bank’s mostartemt and powerful one, this case study
focuses on the reward system for loan officers.

All loan officers receive monthly individual boniséhat are calculated as a function of their
performance in three key areas: Disbursementstamdaliig loan portfolio, and loan portfolio
quality. BancoSol employs 5 different types of laafficers who manage different initial loan
sizes (see Table 4.2.2.1.). While the structur¢hefincentive scheme is the same for all loan
officers, the scheme’s calibration considers thiéednt targets and institutional goals for the
different types of loan officers. The bonus caltiolais rather complex. It is calculated by:

(DP - A) x G x V, where:

DP (Portfolio) is a bonus for achievements in disements and the outstanding
loan portfolio

A (Arrears) is a deduction for arrears

G (Group) is a factor which is calculated as a fiomc of the branch
achievements in selected areas

19 Excluding normalization and recuperation agents, crefiérsisors and data typists.
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V (Volume) is a factor which is calculated as adtion of the outstanding loan
portfolio volume

1. DP (Disbursements and Portfolio)is operationalized by 4 performance measurement
parameters: the number of loans disbursed, thenelof loans disbursed, the number of
outstanding loans, and the outstanding loan paotfeblume. For each of the 4
performance measurement parameters the bonusidated by a simple formula:

Bonus = achievement / target x weight x referdomeus,
where the reference bonus refers to the achievemwietite targets which
represent a solid level of performance as definechanagement.
The weights are outlined in Table 4.2.2.1., arii@édcemanagement’s preferences.

Table 4.2.2.1.: Weights for disbursements and antbhg loan portfolio by type of credit officer

Loan sizes Weights for Weights for
Type _of loan _managed by disbursements outstanding portfolio Total weights
RHICEY Gl (7612 @1 LT # loans Vol # loans Vol
officer (in US$) ' '

Micro A Up to 3,000 6096 20% 16% 4% 100%
Micro B 3,001 - 6,000 48% 32% 13% 7% 100%
Micro C 6,001 — 15,000 40% 40% 10% 10% 100%
Small enterprise 15,001 — 25,000 28% 52% 6% 14% 100%
Medium enterprisg > 25,000 20% 60% 5% 15% 100%

For all types of loan officers, BancoSol offers taegest incentives for disbursements
(80% of the reference bonus). With increasing leees managed by the loan officers,
the weights for the volumes increase and, conselyuehe weights for the number of
loans decrease.

2. A (Arrears): The amount A by which the bonus earned for théulsements and the
outstanding loan portfolio (DP) is reduced, is a&ted by a function of three indicators:
the average PAR during the month, a staged PARtr@pohe end of the month and the
loan loss provisions. The staged PAR report consideth the number of customers in
arrears and the outstanding portfolio volume ofrdglent loans. Again, different weights
which reflect management’'s preferences are alldc&teeach of these parameters as
indicated in Table 4.2.2.2:

Table 4.2.2.2: Weights for different parameteratesl to loan portfolio quality

Staged PAR report
Type of loan 130days | 31-60days | 61-90 days >o0days | Sub- | VO Loanloss | .
Sl No. Vol. No. Vol. No. Vol. No. | Vol. total LA provisions
Micro A 20% | 5% % | 2% 5% 1% a%| 1% | 45% 20% 35% 100%
Micro B 16% | 9% 6% | 3% | 4% 2% 3| 2% | 45% 20% 35% 100%
Micro C 12% | 12% | 5% | 5% 35%| 35%| 2%| 2%| 45% 20% 35% 100%
Small enterprise | 9% | 21% | 3% | 8% | 2% 6% 2%| 4% | 55% 15% 30% 100%
Medium enterprise| 8% | 23% | 3% | 8% | 2% 6% 1%| 4% | 55% 15% 30% 100%

1 For type A microcredit officers, the number of loarsbdirsed to new customers has a lower sub-weight (40%) in
relation to the number of loans disbursed to repeat cl{gs). This differentiation does not apply to othenloa
officers.
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The amount A is then calculated by a simple formula
A = (reference bonus x 50% )X (weight x achievement / reference value),
where the reference bonus is the same as in tloelatbn of PD, the
weights are indicated in Table 4.2.2.2 and theresiee values were set at
the average achievement levels when the schemeakibgted.

3. G (Group factor): This factor represents the branches’ achievemamtiargets and is
meant to foster team work. The scheme consideget@m 3 areas, namely the number of
outstanding loans, the outstanding loan portfolialify and the portfolio at risk. Targets
are provided by the head office and broken downbtanch level by regional
management.

4. V (loan portfolio volume): To avoid that senior loan officers, who managgédaloan
portfolios with a somewhat poorer loan portfolioatity than junior loan officers, are
disadvantaged, BancoSol has factored in an additperameter which is calculated as a
function of the loan portfolio volume. This factiakes values between 0% and 100%.

At a first glance, the incentive scheme for craadficers looks fairly complex. However, the
description presented here is the designer’s mdintew. BancoSol made a big effort to create a
presentation that is easily understood by stafftrdnsformed the bonus calculation of the
parameters DP and A into a commission-based foroean officers are told that they receive a
certain commission in Bolivianos on each disbur@ed outstanding loan as well as on each US$
1,000 of the outstanding loan portfolio volume anel volume disbursed. Likewise, they receive
a “negative commission” in Bolivianos on each laamrrears, on each US$ 1,000 in arrears and
on each US$ 1,000 which are provisioned. The exaktes of the commissions differ for the
different types of loan officers and the differgrarameters. All loan officers have access to an
Excel spreadsheet which calculates their bonuthtolevel of achievements they insert.

BancoSol also utilizes short term incentive schefoether branch staff, including bad debt
recovery officers, loan supervisors, branch marsggdéranch operation managers, sales
representatives, and data typists. All these scharedesigned around staff productivity. Senior
management receives an annual bonus, and alrstafive a Christmas bonus and one additional
basic salary at the end of the year (the “Prim&’,required by law). In addition, the bank
employs a host of non-monetary incentives such ramia recreation activities, nice office
buildings and fair promotion opportunities.

4.2.3 Effects of SIS on the balance between sagdfinancial goals

BancoSol has designed a fairly complex incentiveeste for its loan officers which carefully
balances institutional objectives and, at the séime, is fair to all loan officers. The incentive
scheme is an important part of the bank’s orgaiwmat culture. Staff work very hard in order to
achieve their bonuses which are usually large emdagnake a significant difference in their
income — many loan officers double their basicreadawith their bonuses. There is no doubt that
the scheme clearly focuses on staff productivity, dhus, on contributing to the achievement of
financial objectives. Indirectly, the scheme alselps to meet social goals since BancoSol
redistributes portions of its profits to social igidies and funds, and because institutional
sustainability is the key to subsidize the smdtlans for poor customers.
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While the structure of the scheme is the samelfay@es of loan officers, BancoSol calibrated it
differently for the various types of loan offices ensure that everyone has the same likelihood
of earning a certain bonus. Most loan officers nggnamaller initial loan sizes: Around 60% of
the credit officers need to seek new customersapmdy for loans up to US$ 3,000. 25% acquire
customers who take loans between US$ 3,000 and6 8%, and the remaining 15% disburse
loans above US$ 6,000. Hence, the balance betweesntaller loan sizes and the larger ones is
predetermined by BancoSol's categorization of lofficers. While 40% of the loan officers
manage the wealthier third of the bank’s custoni@tose expenditures exceed US$ 2 a day per
persoEg, 60% disburse initial loans to those wheetan expenditure of less than US$ 2 a day per
person-.

The bonus scheme adequately reflects the balameede targeting richer and poorer customers.
For microcredit officers who manage small initiakh sizes, the weights are higher for the
“numbers” (the number of loans disbursed, the nurobeutstanding loans, the number of loans
in arrears) in relation to the weights for the ‘(uoles”. The incentives for the volumes gradually
increase as the credit officers take care of langéal loan sizes. Hence, BancoSol's incentive
scheme also attempits:

1. to increase breadth of outreach, especially amioagadorer customers,

2. toincrease depth of outreach,

3. to increase profitability by disbursing larger Isafthe bank also donates portions of its

profit to social activities).

While the exact balance between these goals islyvitktermined by operational policies, the
staff incentive scheme also contributes to balansworcial and financial goals:

1. Within the loan sizes which the credit officers rage, they have some discretion as to
whether they seek wealthier or poorer customersléMtost credit officers indicated that
they take any available customer, those who mattaemaller loans also reported that
they preferred to seek poorer clients as smalkendaare easier and quicker to disburse,
and because the loan volumes have a fairly low ktéigthe bonus formutd

2. Although customer retention is only directly reweddor those microcredit officers who
manage the smallest initial loan sizes, the schiewhieectly rewards low dropout rates,
since loan officers know that disbursing loans é&peat customers is simpler than
appraising new customers. Hence, they attempttéinras many of their good customers
as possible in order to achieve high rewards —ishi®t only beneficial to themselves but
also benefits both BancoSol’s profitability and thients (due to good customer service).

3. The loan portfolio quality is weighted heavily ihet incentive scheme. Hence, loan
officers are careful in their analysis and in thedit committee and spend a significant
portion of their time recovering loans in arrearhis is not only vital for institutional
sustainability, but also avoids that customers becmver-indebted due to “relaxed”
repayment capacity assessments. Credit officerd tedind the right balance between
disbursements and portfolio quality.

12 Rough estimations based on BancoSol’s poverty scorecarti@ndmber of loan officers by type.
3 However, loan officers of some branches reported thatrttibgr seek wealthier customers to meet their monthly
disbursement targets.



Using Staff Incentive Schemes to Balance Social and FelgBogls 30

The non-performance based incentives enhancelgyafity and commitment, which is vital for
institutions to achieve their goals since staff wdre not only motivated by money are more
likely to work towards achieving the organizatiomgssion.

4.3 BRAC, Bangladesh
4.3.1 Institutional Overview

Established as a relief organization in _
1972 just after Bgangladesh’Jable 4.3.1: BRAC at a glance (as at April 2006)

independence war, BRAC follows aflumber of outlets 1,807
integrated village development approag#imber of total staff 91,143
which includes an economi Number of Iending staff (2005) 13,000
development program as well as health,
education, social deve|0pment’ humapmber of active borrowers 4,279,294
rights and legal services program@&utstanding loan portfolio volume (in US$) 297,740/00
BRAC founded a number of relateffortfolio at risk (PAR) > 1 day 4.3%
institutions such as a university, BRAC
Bank and Aarong, and has recentrg. loan size (in US$) 152
expanded to Afghanistan and Sri LankdCase load per lending staff (2005) 330
Serving almost 5 million customergumber of depositors (members) 4,863/651
throughout Bangladesh, BRAC'sSavings balance (in US$) 146,000,000
microfinance program is among th@vg. savings balance (in US$) 30
largest in the world.

Return on performing assets 2005 24.6%

With its microfinance program, BRACSource: BRAC

targets “moderate poor” and “vulnerable non-poastiseholds. The “extreme poor” are served
through two non-profitable economic developmentgpams, namely the “Challenging the

Frontiers of Poverty Reduction — Targeting the &l#oor” (CFPR-TUP) and the “Income

Generation for Vulnerable Group Development” (IGVGiograms. While CFPR-TUP provides

asset transfers and subsistence allowances, th&D3yogram offers small loans (starting from
as little as US$ 20) so that customers may gradoatee regular microfinance program. Both of
these programs include social and economic traiopgprtunities.

BRAC offers 2 microfinance product®abi andUnnati, to the moderate poor. Both programs
use a group lending technology and require compylsavings. The obligatory membership for
borrowers includes life insurance as well as a malty savings product. Vulnerable non-poor
can access larger loan sizes through BRAC's indaditban product calledProgotr’.

Virtually all borrowers are womemabi is BRAC’s most important microfinance program @s i
comprises 91% of BRAC's borrowers and 68% of thistamding loan portfolio volume.

4.3.2 Overview of Staff Incentive Schemes

BRAC implemented a monthly monetary performancestiasaff incentive scheme for its loan
officers (“Programme Organizers”, “POs”) from sctatin March 2006. Three months before

* Including 56,458 part time employees such as teachers.
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implementation, in January 2006, the scheme wakievga to all staff. BRAC took great care in
presenting the scheme to ensure that all staffivedethe same message and understand the
scheme well. For example, the Microfinance Managewell as the Deputy Executive Director
traveled around the whole country to explain tHeeste to all managers.

Based on their performance in key areas, POs aarnadaonus of up to around 60% of their basic
salary. The scheme is designed to be very simpld, essentially uses only 2 performance
measurement parameters, namely the number of ndistaloans and the currénpbutstanding
loan portfolio volume.

While the structure of the scheme is the samelfd?@s, the benchmarks are set differently for

Dabi, Unnati andProgoti POs as well as for different categories of brancB&AC has defined

3 categories of branches to reflect local operaticmcumstances. Categories were set according
to the branch’s previous performance in the nunalper the volume of outstanding loans per PO

as well as the branch’s loan portfolio quality (‘BP°). New branches and those that operate
under extremely difficult circumstances were natstéred. In these branches, the incentive
scheme’s benchmarks are set by a committee whicbngprised of the regional manager, the

branch manager and the respective PO.

The incentive scheme includes 2 parts: a “microfoga allowance”, and a bonus. The
microfinance allowance is paid to all POs who managcertain number of customers. As all
benchmarks in BRAC'’s incentive scheme, this targetet according to the type of loan officer
(Dabi, Unnati, Progoti) and the category of the branch. The size of tlevance is set as a
function of the employee’s salary scale and amotmésound 10% of the PO’s basic pay.

POs are also eligible for a bonus if they exceettiedtarget of the microfinance allowance by
more than 50 outstanding clienf8abi and Unnati officers receive 1% of their basic salary as
incentive for each additional 10 outstanding cherndProgoti officers receive 1% for each 5
additional customers. This bonus is capped at 2b8tedbase salary.

Similarly, PO’s whose current loan portfolio exceedcertain benchmark receive a bonus of 1%
of their basic salary for each additional Tk. 5@ @abi officers), Tk. 100,0004nnati officers),
and Tk. 300,000Rrogoti officers). ForDabi andUnnati officers, this bonus is capped at 25% of
their basic salaries, amtogoti officers can receive a maximum of 35% of theiribaalary.

To become eligible for these bonuses, POs needet m number of further requirements,
including:

- Savings withdrawals do not exceed the “voluntamgpasits within the month

- Less than 2% (0.25% fdtrogoti officers) of the outstanding loan portfolio isrisherred to

the “late portfolio™®;

!> Principal amounts at risk are not considered.

' APO means "Aged Portfolio Outstanding” and is calculatel-BAR>1day.

7 Since a vast number of POs have not met this requiremeACB®Il lower this requirement. Under the planned
scheme, POs will be eligible for bonuses if the withdrawalsot exceed the voluntary deposits by more than 10%.
The deposited amount is reduced by the withdrawn caopusavings.

'8 One year after disbursement, loans in arrears are autonyatiealsferred to the “late portfolio”. One year later,
respective loans are transferred to the “non interest beadangbortfolio” (NIBL).
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- Less than 50% (10% fdProgoti officers) of the late portfolio is transferred tihe “non
interest bearing loan portfolio”;

- The current loan portfolio (“O past due”) needsréonain stable or increase during the
month;

- Staff have achieved a tenure of 6 months (for tierafinance allowance) and a tenure of
12 months (for the incentive), respectively.

While bonuses are paid at the™éf each month, staff receive their basic salagiethe end of
the month.

4.3.3 Effects of BRAC's SIS on the balance betweenl and financial goals

BRAC'’s economic development prograntiudes 5 sub-programs, namely CFPR-TUP, IGVGD,
Dabi, Unnati andProgoti. Each program has its own staff, and while thenmoi incentive scheme
for employees in the CFPR-TUP and IGVGD progrates,ibhcentive schemes f@rabi, Unnati
andProgoti POs have the same structure, but are calibratidetitly.

Dabi, Unnati andProgoti POs are specialized by the products they mandgedé&sign of these
products already excludes the extreme poor (whiehargeted by the CFPR-TUP and IGVGD
programs) and the wealthier segments of societyctware reached by commercial banks, such
as BRAC Bank). Likewise, th®abi, Unnati and Progoti programs target different clients.
Hence, the depth of outreach (targeting the pa®lieady widely determined by the type of
product which the POs manage — and is therefotéygmayond the POs’ discretion.

Dabi andUnnati POs are not heavily engaged in marketing actsuitiehey attempt to deliver a
high customer service quality to retain customard & strengthen BRAC's reputation for
admitting new customers in the community which édygdepends on word of mouth promotion
and acceptance by existing group members.

As discussed earlier in this report, staff incesdivshould be fair and transparent. For BRAC,
these 2 requirements include two important impioet regarding to the role in balancing social
and financial goals:

1. Since POs work in different operational circumsem®&RAC had to cluster the branches
and calibrate the incentive scheme differently adiog to operational circumstances.
Hence, the same achievements are rewarded diffgierdifferent clusters of branches as
achievements are only partly under the control@$ PThis implies that POs who work in
more difficult operational circumstances (e.g. wiigher competition, weaker economic
circumstances or in areas which are more frequerfiicted by natural disasters) receive
higher rewards for delivering certain results tR&s who work in a good area.

2. Dabi and Unnati POs usually enjoy the same status within BRAC. lgVBiabi POs
naturally have a lower profitability (due to lowaverage loan sizes) and a higher impact
on poverty outreach thadnnati POs, their bonus schemes are calibrated diffgreatl
ensure that they have the same likelihood to eaertain bonus (in percent of their basic
salary). For instance, the baselines for which oouses are earned are set at 350
customers and an outstanding loan portfolio volwh&aka 1.5 million forDabi POs,
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and 300 clients and Taka 2.5 million outstandingJanati POs, respectively. Progoti
POs need to manage fewer borrowers but a higherdogfolio volume thatnnati POs
in order to receive the same incentive amount. @isly, BRAC is willing to pay the
same bonuses for different levels and types ofexements.

In conclusion, the operational circumstances ardsgecialization of the POs in certain products
already imply a certain calibration of the incertischeme for motivational reasons. In some
cases, the incentive scheme focuses on povertgamhtr(e.g. foDabi POs who work in poor
areas), and in other cases the profit generateth&yPOs is rewarded (e.grogoti POs in
wealthier areas). This is clearly in line with BRACpolicy of subsidizing non-profitable
branches over the medium- and even long-term irerotd achieve its social mission.
Furthermore, this operational framework definesliimits of the incentive scheme in balancing
social and financial goals — POs manage a certaithugt in a certain environment which largely
determines the impact on poverty alleviation ardfifability: The PO’s and, hence, the incentive
scheme’s ability to balance social and financiallgaes limited.

A closer look at the incentive scheme’s design aksv¢hat BRAC offers the same maximum
rewards for breadth of outreach and the outstanthag portfolio volume (which is a good
indicator for achieving financial goaldprogoti POs can earn higher incentives for managing a
large loan portfolio volume (up to 35% of their lzapay) than for outreach (capped at 25% of
their basic salary). Hence, the incentive schehoeates the same weights to social and financial
goals forDabi andUnnati POs, and slightly focuses on financial goals aRlogoti program.

The fact that the scheme basically does not conpioi¢folio quality emphasizes BRAC's social
goals. The institution has been operating branettesh are not very likely to generate any net
income in the near future due to their often exalgrweak repayment rates. Nevertheless, to
ensure that the poor in these regions haweaccess to working capital such branches continue
lending although it is extremely difficult to reavmost of the borrowed amounts.

Since the incentive scheme is rather new, onlyad#ects on the balance between social and
financial goals have been observed so far. Thentarst important are:

1. Staff have increased their productivity and efiigy, which contributes to both BRAC'’s
financial and social goals.

2. Staff report that POs encourage customers to dpplthe largest possible loan size in
order to achieve higher rewards. Hence, if we asstirat clients know best what loan
size they need at a particular point of time, theentive scheme may encourage staff to
boost financial outcomes as the expense of clietitlveing or other social goals. In the
future, this may be exacerbated by the fact thatiaan portfolio quality is virtually not
considered in the incentive scheme. To earn higlentives, POs may disburse large
amounts which would lead to over-indebted customesgch a practice would ultimately
have detrimental impacts on both financial andaagals.

% These figures represent the benchmarks for the higheltdyctuster of branches.
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4.4 Equity Bank, Kenya

4.4.1 Institutional Overview

Equity Bank (EBL) has experienced strong growtitsmetwork and operations in the last years.
Since the year 2000, EBL has increased its numbsawers more than tenfold from 60,000 to
650,000; And whereas EBL managed 20,000 outstarldengs Six years ago, its loan portfolio
now includes around 110,000 loans. During the

same period, the staff has multiplied by 1b@ble 4.4.1: Equity Bank at a glance (Dec. 05)
times to nearly 1,150 individuals, with furthefumber of branches 9l
, : . Number of total staff 1,000
growth likely given the rapid pace of network
expansion. At present, EBL serves [Jigimber of outstanding loans 110,000
customers through 31 branches, and the bahistanding loan portfolio volume 78,919,429
plans to open 12 more branches before the |end
of this year. Meanwhile, 22% of Kenya’s bankumber of depositors 650,000
accounts are managed by Equity Bank. |Fvings balance 129,253,786
December 2004, the institution transform HoA Sec 2005 39
from a building society into a bank, and as & =5oc 2005 51.6%

first formal MFI, Equity Bank has recentlfsoyrce: EBL, exchange rate 70 KShs./USD
listed in the stock market.

Equity’s mission is to “mobilize resources and offeedit to maximize value and economically
empower the micro-finance clients and other stakksne by offering customer-focused quality
financial services”. The bank’s wide range of sgsirproducts is accessible, affordable and
attractive for all Kenyans. Loan products are desigfor microenterpreneurs, poorer employees,
SMEs and larger corporations. However, the banjetarpoorer employees and, more recently,
also microenterpreneurs. Equity operates througtiutountry. It reaches remote areas through
its “mobile branches”, consisting of small rentdfices where a “mobile unit” (staff with laptop
computers and a pick up with V-Sat internet conpegtattends to clients on certain days of the
week. Branches are also located in areas where dlweyeasily be reached by poorer clients.
Equity regularly sponsors social events and programpart of its powerful marketing strategy
as well as to further the bank’s social goals.

At present, the bank is focusing on coping withstt®ng growth as well as increasing its savings
balance and loan portfolio volume.

4.4.2 Objectives and design of planned staff itticerschemes

Until recently, EBL provided its staff with an aralubonus and competitive basic salaries.
However, the bank’s strong growth necessitatespgrade in the staff incentive scheme, and
Equity plans to implement a performance-based itmerscheme for all staff to focus on

portfolio quality, productivity, profitability andervice quality. In particular, the scheme aims to:

- Align the interests of the staff members with thokéhe organization (management);

- Maintain EBL’s strong focus on savings mobilizatiaile incorporating an additional
emphasis on portfolio quality in lending operations

- Be simple and not overly complex.

- Be adaptable to future (and perhaps more complesjis

- Support the existing spirit of teamwork where iBisecessary or beneficial.
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EBL has decided to implement three different typésncentive scheme for its employees,
including a branch-based quarterly bonus schemebfanch staff, an annual profit-sharing
scheme for head-office staff as well as an Emplogtek Ownership Plan (“ESOP”) for all
staff. Together, these incentive schemes shouldt riesr objectives. The quarterly bonus
scheme is designed to foster team work and prodiycin relevant areas. The annual profit
sharing scheme supports and enhances the tearnamrioverall long-term commitment and
motivation of head office staff. Table 4.4.2.1 pd®s on overview of these 3 planned incentive
schemes including their objectives and the estithatsts.

Table 4.4.2.1: Overview of the three incentive schg

Participating Budget in % Estimated
SIS Section staff Main objectives of EBL’s variable
members profit pay/total pay
Increase savings balance
Branch- 4 Branch staff Incrgase loan portfolio 4% 18%
based SIS quality
- Foster productivity
- Enhance overall staff
Profit Head office motivation and loyalty o o
sharing 6 staff - Foster staff retention 2% 12%
- Enhance overall staff
ESOP 7 All staff | motivation 4% 11%
- Enhance staff
loyalty/retention

The quarterly branch-based bonus scheme is flexibteigh to cope with EBL’s rapid growth.
The branch team’s total bonus pool is calculated asction of the branch’s achievements in 5
to 6 areas which are selected branch-wise fromst @fi10 indicators, including:

1. Net increase in the number of active savings acsodiine net increase in the number of
active accounts is calculated by the number ofvadiccounts at the end of the quarter
minus the number of active accounts at the beginointhe quarter. This performance
measurement parameter should not only encourafjeést@pen new accounts but also to
maintain them in the long run. Different weightsdze allocated to the different types of
savings accounts to reflect management’s prefesence

2. Outstanding volume of deposiBy factoring in the outstanding volume of depqditere
is a clear incentive not just to attract new ckebtit also to keep existing clients happy
(which will be reflected in stable or growing deppioslumes). Together with the loan
portfolio quality (see below), this performance sw@w&ment indicator is perhaps the most
important one for EBL at present.

3. Loan disbursementThe disbursement of loans can be captured by timebar of
disbursed loans and/or by the principal amountistbulsed loans. Different weights are
allocated to the two types of loans to accounttier difference in workload related to
their disbursement (one type requires field viaitd the other does not).

4. Outstanding loan portfolioThe outstanding loan portfolio volume reflects theome
from interest, and the number of outstanding loafiscts the breadth of outreach.

5. Portfolio at risk: At present, recovering loans in arrears is amdrggrhost important
challenges that EBL faces. Thus, this factor isvigaveighted in the performance
measurement of the branches.
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6. Compliance with processes and procedures and cest@ervice qualityare areas in
which staff performance is difficult and costly teeasure. Since these are nevertheless
important for the bank, EBL rewards performancthigse 2 areas semi-annually.

a. Compliance with processes and procedurks:a recent internal review, EBL
recognised the importance of compliance with preegsand procedures. The
internal audit department developed and implemematesbmprehensive tool to
monitor branch compliance with processes and proesdon a regular basis.
Branches receive “compliance scores” (in percentoaling to the degree to
which they meet relevant standards.

b. Quality of customer servic€ustomer service quality is one of the key facfors
EBL’s success. Hence, increasing staff productiwshould not come at the
expense of high quality customer service. At pres&BL conducts regular
mystery shopping exercises, customer feedback gsiramd supervisors appraise
the customer service quality in their branches.odding to the results of these
evaluation tools, branches receive “customer sersgores” which range from 1
(“poor performance”) to 5 (“outstanding performai)ce

7. Profit to reward branch staff for keeping costs low, adl we to put an additional
emphasis on the bank’s financial goals.

8. Number of cash transactionét present, transaction speed is the most impbftastor
for good customer service at EBL. Since the transacspeed depends on the teller’s
ability to process transactions, and also on tlieieficy of back office staff, EBL is
thinking about including this factor into the sdt lwanch performance measurement
indicators.

In order to determine the branch bonus pool, mamage sets quarterly branch targets for each
of these performance measurement parameters amatal different weights to each of these. A
total maximum bonus is calculated as a functiothefnumber of staff in the branch. To compute
the maximum bonus for each performance measuremeicttor, the total maximum bonus is
multiplied by the weights of the performance meament parameters. If targets are not achieved
fully but achievements are still high, staff reaeia certain portion of the maximum bonuses.
Targets are set considering external operationatuistances for which staff are not
accountable, the maturity of the branch, and thebmar of staff in the branch.

80% of the bonus pool achieved by the branch is ftiistributed equally among all staff

members. The remaining 20% is distributed amondotést performing loan officers and tellers
who are identified through tournaments. This dittion technique was chosen to avoid free
rider behaviour, but it also somewhat reduces rtiy@act of the incentive scheme on loan officer
and teller performance.

As far as the balance between social and finargoals is concerned, this bonus scheme is
extremely flexible as EBL’'s management can adjustweights quarterly and for each branch in
a different way. The set of performance measurenmahtators allows a strong focus on the

achievement of financial goals as well as a foecubreadth and depth of outreach.

The annual profit-sharing scheme for head-officdfst straightforward: 2% of EBL’s profit
before taxes is allocated to head-office staff.sTwnus pool is distributed as a function of the
employees’ basic salaries. EBL is thinking abouizirig a more complex distribution technique
at a later stage which would consider an individual department’s performance. Obviously,
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this scheme focuses on the achievement of finagoias: the higher EBL’s profit, the higher the
bonuses paid out to staff. However, the incentoleme’s impact on performance is rather low
due to the extremely indirect link between perfonceaand reward. Rather, employees will be
indirectly motivated to achieve the organizatiogéals which also include social goals.

Under the planned ESOP, all staff will receive 4% EBL’s profit in “units” that can be
converted into shares. EBL envisages that stalff lvél able to convert a certain percentage of
their accumulated units as a function of their tendror instance, staff who have worked with
EBL for only 5 years will not be able to encashthiir accumulated units. Hence, the scheme
not only provides incentives for staff commitmehtt also fosters staff retention. From an
employee’s point of view, the ESOP also serves ‘@ekyed benefit” because there is a strong
incentive to accumulate the units or shares owetahg term.

In conclusion, EBL has designed a very flexibleeintive scheme that can be easily adjusted to
balance between social and financial goals. Thiereéit weights of the scheme provide direct
incentives for high staff performance through thanch-based incentive scheme, which can be
changed as needed for each particular branch. lmough the annual profit-sharing scheme and
ESOP will provide higher rewards as EBL’s profitsrease, these schemes focus on staff loyalty
and commitment to the organization’s mission arstbvi. Hence, the effects of these schemes are
rather indirect and will probably not disturb thestted balance between social and financial
goals. Management and board believe that the bammk@ucts and branch locations ensure that
Equity is more attractive to poorer customers dethce, staff incentives are not considered as an
essential tool targeted at balancing social arehftral goals.

5 Conclusion

Well-designed staff incentive schemes help imprbeeproductivity and efficiency of
microfinance institutions. They can indirectly soppthe overall organizational (i.e. usually
social) mission. While we generally find that fastgsuch as product mix and branch network
policy are more important tools for ensuring gdtiament in terms of social impact, some of
the examples presented in this paper clearly detraiashat SIS can play a supporting role.

We also want to stress that it may well be feadibi@clude the attainment of certain social goals
(which are usually longer-term trends) into inceasi that are designed for senior management.
This may well be achieved by utilizing the balansedrecard approach.

Finally, one should not underestimate the “powemefsurement”. As outlined in the 2007
edition of the World Bank’s “Doing Business Repofiithat gets measured, gets done”. In other
words, to the extent that MFIs can agree on a smatiber of social impact indicators that can
get measured at reasonable cost and with a rededimab lag, their inclusion into the overall
“corporate performance scorecard” (notwithstandivegquestion at which organizational level)
will have an impact all by itself.
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