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titled “New Enhanced GIRAFE Microfinance Rating Methodology” for thenale of this research project.

New Enhanced GIRAFE Microfinance Rating Methodology

I. Scope

Planet Rating established a Working Group in late 2006 under therdbgu of its Technical Director
Emmanuelle Javoy to conduct the review of our GIRAFE rating methodologyckiyjbiecame evident that
Planet Rating will not only make small incremental chanlgaswe will have to undertake bold changes in
order to anticipate and meet future microfinance rating risks and rupedie

Il. Key Revamped Areas

Based on internal and external consultations, rating experienceresmearch work, Planet Rating
concentrated its core revamp efforts on three key area&srmmance; capital structure and market/financial
risks; and profitability structure.

a. GovernancePlanet Rating has always put a lot of emphasis on ownenstiigavernance issues -
traditionally much more than mainstream rating agencieshigir tredit ratings. We have been
asking whether the MFI has appropriate, timely and effeajiwgernance and decision-making
structures to anticipate risks, adopt relevant stragegienitor their implementation and adequately
protect its assets. We further asked whether these Mé&ladequately prepared for and effectively
addressing current or future regulatory risks and challerigesend a clear message that good
governance matters, Planet Rating has decided to increasdattive rweighting of this domain to
24% from 20% pulling this domain to the “top” of the six rating doreairom a third place
previously. Please see Section IV below for more details!

b. Capital structure & Market/financial riskdJnder the now old GIRAFE methodology, the “F”
domain covering capital structure and market risk issues spessonly 7% of the overall grade.
This reflected the fact that in the late 1990s, the vagtrityaof MFIs are either NGOs or simple
cooperatives. Most of them had very simple and low risk caglitatture in addition of not being
exposed to material market risks. This is no longer the foagbe past few years for many MFIs
that borrow in hard currency. Consequently, Planet Rating decidéoutde the weighting of the
“F" domain to 14% to formally recognize this evolution and @onfalize our existing practices
during rating missions. Indeed, we have been asking whether ¢deM&i! knows and has strategies
to optimize its capital structure and diversify its fundsmurces. And we further asked, given
differences in local contexts and funding options, whether thd ME has effective strategies to
identify and mitigate market and financial risks that go beybrdnere compliance with prudential
norms, especially for deposit-taking MFIs. We seek to putlaevto a MFI's success in creating an
optimal capital structure and in obtaining lowest possible weighverage cost of capital; and thus
secure or maintain a competitive advantage over its competitors.
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c. Profitability structure Until now and when analyzing an MFI profitability, Planet iRgthas
concentrated on examining ROA and operating expense ratio inoadthtianalyzing portfolio
yields and yield gaps, productivity ratio and other expense ratigs Ipan loss provisioning and
financing expense ratios). In past Rating Committees, we afiewuater cases of highly profitable
MFIs hiding more complex pictures and notably elements that would rmimde their
competitiveness and thus profitability in the long run. We decidedthasecondary attention (until
now) to revenue quality and asset optimization needed to beezant full rating factors, and that
all efficiency indicators needed to be benchmarked to the Mé&ispi@ addition to global rating
scales. All this will allow us to better take into accoum¢ differences in revenues, cost and
efficiency characteristics of MFIs operating in different contextsmconducting a rating.

Ill. Rating Factor Changes
To adequately address the challenges ahead, Planet Rating approved thegfotanges:

Old GIRAFE

Rating Domains 19 Rating Factors

Governance Decision-making, Planning, ManagementMdélRagement

Information MIS Systems, Portfolio Data, Financiah&counting Data

Risk Management Procedures & Internal Controls rireteAudit

Activities Portfolio Management, PAR, Write-Off, Ri€overage

Funding & Liquidity Funding Strategy (including ALM).iquidity Management

Efficiency & Profitability ROA, Productivity, Operainal Expense Ratio, Financial Self-SufficiencyiRat

New GIRAFE

Rating Domains 17 Rating Factors

Governance Decision-making, Planning, ManagementMdélRagement

Information Information System Design & Data Qua(igvamped)

Risk Management Procedures & Internal Controls riveAudit

Activities Financial Services Managemérgvamped), Credit Risk(revamped), Risk Coverage

Funding Market Risks/ALM Managemerftevamped), Liquidity Risk (new), Funding Strategy &
Capital Adequacyrevamped),

Efficiency & Profitability ROA, Revenue Qualitfnew), Operational Efficiencyrevamped), Asset Optimizatiorinew)

Note:

Some old factors such as “Financial Self-Suffici€nicave simply been eliminated, but most old fastfmot figured
separately as a full rating factor in the new GIEARave been folded into newly revamped ratingofiect

www.planetrating.com 2




ﬂ‘ & % .

IV. Rating Scale Changes

To stress the importance of the raised issues featuredciioi®d, Planet Rating approved the following

changes to the rating scales:

Rating Domains Old weightings New weightings
Governance 20% 24%
Information 12% 10%
Risk Management 12% 10%
Activities 25% 20%
Funding & Liquidity 7% 14%
Efficiency & Profitability 24% 22%

Under the new weightings, “Governance” and “Funding” areas wamenérs” which underscore Planet
Rating’s strong belief thato MFI can do well over the long term without excelling ingovernance and
funding areasin the context of growing commercialization of the microfinance sector.

Rating Factors

Overweight* Underweight* No change*

Decision-making

Planning

Management

HR Management

Information

Procedures & Internal Controls
Internal Audit

Market Position

Financial Services Management
Credit Risk

Risk Coverage

Market Risks/ALM Management

Liquidity Risk

X
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Funding Strategy & Capital X
Adequacy

ROA X
Revenue Quality X
Operational Efficiency X

Asset Optimization X

Note:

* Compared to the old GIRAFE weightings; actual weghtings are not disclosed

“Underweight” means less relative weight given ligs tfactor in the new GIRAFE, but it does not imjitty reduced
importance as the various “caps” to relevant ratagors have been introduced in order to compertbés.

V. New & Revamped Rating Factors

The Working Group adopted three (3) brand new ratings factors néiqadity risk, revenue quality and
asset optimization.

Liguidity risk (replacing liquidity management)¥/e have always been looking at various liquidity-
related issues (e.g. the structure and diversification bfFHis funding base, refinancing risk,
contingency plan to handle liquidity crisis). This new broadenearfaww includes additional
analysis elements of capital cushion levels, respect td poadential norms or Basel Il rules (i.e.
capital adequacy ratio, analysis of Tier | and Il capifafjpplicable. Specific guidelines and three
liquidity ratios have also been added to the analysis framework.

Revenue qualityThis new factor consolidates our analysis of product priaindjits attractiveness
and sustainability in addition to existing analysis of compaafiPR levels, market shares, key
competitive advantages, product range and diversificationpuevmix, fee-based income, product
development capability, branding and market leadership/power, profitabililgle etc.

Asset optimizationThis new factor groups our productive asset use andbgisportfolio to asset
ratio, productive use of assets; the existence, regulaffgctiseness and quality of cash flow
projections and management, investment plan for excess casly gfidihance department staff,
respect for to local prudential norms...etc). We look for ther@ptuse of available resources for a
given legal status.

The Working Group significantly revamped six ratings factamely Information System Design & Data
Quality; Financial Services Management (credit and non-greditedit Risk; Market/ALM Risks;
Capitalization and Funding Strategy; and Operational Efficieddy.these rating factors have been
broadened in their scope in order to incorporate additionaltaralelements. For the relevant factors,
Planet Rating formally adopts caps, upgrades and downgrades whilpreeiously used on only a case-
by-case basis. Specific details are not disclosed herein.

VI. Global Rating Scales

The Working Group also reflected on the somewhat narrow rangexdég for each level of the existing
GIRAFE global rating scale (e.g. A+, A and A- before droppindgto B, and B-...etc). After lengthy
reflection, Planet Rating has decided to add one additionalitetpea grade within each range. We inspire
on precedence established by the three mainstream rating ag&w®iexample, mainstream rating agencies
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have up to 7 levels within the A range (e.g. AAA, AA+, AA, AA-, A&, A- per example for FitchRatings
and Aaa, Aal, Aa2, Aa3, Al, A2, A3 for Moody’s). Effective immediatal new grade “++” is introduced
to each letter grade (e.g. B++ which did not exist previously.added this new level in order to give
ourselves the flexibility of recognizing, a MFI rated B+ in 20tas been making good progress, but in 2008
did not make enough progress to become an A-range rated MFI to giteiitain a B++ grade if the MFI
meets our stringent criteria. Planet Rating has consequawhmped its internal ranges and quartiles
(undisclosed) that would place a rated MFI between varioegades of, per example, “B++, B+, B or B-".
From now on, Planet Rating will use the following global scales:

Rating Rating summary

A++ Current institutional, operational and finarcgerformances are optimal. There is no
downside risk in the short-term. Medium and longrteplans are well-designed,
execution capacity is excellent and goals are \likgly to be achieved. Short and
medium term risks are minimal and/or well-managdeadng-term risks are adequately
monitored and anticipated. Changes in the econoputtical or social environment
should only minimally affect the institution’s finaial condition given its high resilience.

A+ Current institutional, operational and financial rfjpemances are excellent when
A compared to industry standards. Medium and longrtgrlans are well-designed,
A- execution capacity is very good, and goals are \iggly to be achieved. Short and

medium term risks are minimal and/or well manageghg-term risks are adequately
monitored and anticipated. Changes in the econopmtfical or social environment

should have a limited impact on the institutionisahcial condition given its ability to é
quickly adjust its strategies and/or take corrextetions. 4
B++ Current institutional, operational and financialrfpemances are satisfactory Wheng
B+ compared to industry standards. Medium and/or kengr plans are adequately designeds;

B execution capacity is good and goals are likelypaoachieved. Short and medium ter
risks are low and/or well managed. Areas for improents have been identified and ar
being addressed. Changes in the economic, poliicabcial environment might have an;
impact on the institution’s financial condition ttsnould however remain moderate. -

B- Current institutional, operational and financipérformances are close to industry
standards. Short and medium term risks are modetdtare not fully addressed. Most
areas for improvements have been identified, budinme and long term plans miss on
or several critical elements, execution capacitynieven and some goals are unlikely t%
be achieved. The institution is vulnerable to majoanges in the economic, political or'(j)

social environment. g
C++ Current institutional, operational and financialrfpemances are below comparableZ
C+ industry standards. Short and medium term risksnaoelerate-high but are not fullyg
C addressed. Most areas for improvements have beetifidd, but medium and long-termi=
C- plans miss one or several critical elements, eix@tutapacity is weak and many goalsﬁ

are unlikely to be achieved. Most management peesesnd systems are in place b@
need to be refined or updated. The institution utnerable to major changes in thdﬁ'f
economic, political or social environment n

D High risk: Important weaknesses in operational and finanai@as result in high
institutional vulnerability and potential risk ofefhult. Performance is very poor in
several important evaluation areas.

E Immediate risk of default: Existing operational and/or financial and/or st
weaknesses create an outstanding risk of defashfofPfnance is very poor in most
evaluation areas.
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VII. Conclusion

Planet Rating is pleased to publish this major overhaul oGIRAFE methodology as our contribution to
the development of the microfinance rating industry in generatcakelep Planet Rating at the leading edge
of the rating industry in particular. Anticipating further connomization of the sector, Planet Rating has
revamped and over-weighted the governance and funding areas of BiRA&RdIition to introducing caps,
upgrades, downgrades and broaden rating scales to provide fatingrscope and flexibility. MFls and
industry stakeholders can count on Planet Rating’s continued ¢catimprovements while keeping overall
methodology consistency and integrity. Effective immediatélig, new GIRAFE methodology replaces all
prior versions of the GIRAFE methodology.
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