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Introduction

Investing in Microfinance as a sector still require S
application of unique strategies through all the va rious
stages of VC Fund cycle...

Fund Fund e Portfolio Exit
tructure Raising Mgmt.

i ST Valuation greement
: g /Pricing //IClosing




How do you structure a Fund that embraces social an d
commercial objectives?

Fund Fund
tructure Raising

Oou create a balance between

What objectives dictate fund structure and how do y
for-profit targets and social intent?

Tax efficiency vs. investment flexibility

Local vs. foreign capital

Who provides the non-financial services needed by M FIs?

Size and Agenda of the Fund
How much equity is really required and how does one work out the Fund
economics?

Apart from equity how do you develop approaches to support MFIs in such
areas as mergers, bank collaborations, liquidity su pport, technology ?

Ildentifying “appropriate” funding sources so that th e Return expectations of
various sources are meet without compromising Fund’ S main objectives?



Unique challenges of Investing in Indian Microfinan ce

Lack of transaction history, precedents, peer compa rables>,m,estmen>

Lot of Early stage businesses

Intangible aspect of valuing a social brand
Exits have never been realized in Indian Microfinanc e

Challenge of valuing portfolios that exist in an NG O, but are to be
transitioned over time to an NBFC (legally transfor ~ ming MFIs)

A wide range of player types exist, each requiring a different
Investment approach: startup, to early stage, toes  tablished, to
mature

Facing artificially high premiums being demanded by MFI
entrepreneurs, driven by increasing interest in the sector

Foreign funds must work around regulatory limitatio ns of FDI in
India



Screening

creenin Valuation Agreements
9/ IPricing /Closing
Beginning a relationship: It is critical to align philosophies with the socia | breed

of microfinance entrepreneurs, especially in terms of expectations around
deriving social vs. financial returns.

Educating the Investees: in a sector where not there is not much familiarity with
equity investment

Social assessment _: Balancing the Social criteria vs. Financial crite ria.

In-depth evaluation of the organization : Needs to be comprehensive and
detailed, in order to know where, and how much work needs to be done to
support the MFI become strongly sustainable and sca lable

Tackling the legal structure: _ If applicable, assist the MFI in helping to think
through its transformation from an NGO to a ‘for-pr ofit’ legal structure

Wide variety of “equity” available




Valuation & Pricing

Valuation Agreements

Selcening /Pricing / IClosing

Valuation/Pricing is in any case an art but in Micr  ofinance it becomes a fine art

Valuation Techniques:

Book Value multiples: Backward looking and valuatio n does not reflect
future growth - since microfinance is not a mature | ndustry in India, past
performance is not the ideal indicator

Earnings multiples: Could be used for MFIs with ope rating profits and a
reasonable operating history but valuations may not reflect accelerating
growth rates

DCF: Not suitable as microfinance is a high growth industry. Hence,
projections could deviate widely from actuals. Syst ematic risks are high
and unpredictable

Sweat: Is useful for start-ups MFIs

Qualitative factors: Potential to work with the team and the quality of their

existing relationships with Banks, TA agencies etc. Senior management quality,
size of customer base and loan portfolio quality, g rowth potential, speed of 5
iImprovement of current operations, political/regula tory risks.




Agreements & Closing

i Valuation reements
g /Pricing /Closing
Getting promoters that haven’t dealt with investors before to sign on a dotted line

require patience and a lot of education

Deal Structuring: transformation to investment frie ndly structures - NGO,
NBFC, SC

Appropriate representation — Board, Committees —to b e able to
influence/support without over-engaging

Minority rights: Very sensitive- Promoters must be w illing to accept the
governing inclusion of the investor

Exits options: Promoters must be educated and prepa red for various exit
options, which include share buy-back from the MFI, strategic sale to another
institution, purchase by another financial investor or IPO

Managing transaction costs in closing a $1-2m deal with complex legal
structuring and DD requirements



How and What Value add? Exit?

Portfolio .

Portfolio Management

Exit

Hands-on “partnership” approach vs. passive manageme nt- Requires
conventional strategic support as well as operation al support
Significant and ongoing TA is essential but how do you make available
adequate funding and pool of providers

An exit, not only needs to be financially viable bu t should involve the “right”
kind of investors as well

Diversity among MFIs demand flexible investment hor izon and yet fit with
the Fund structure

Typically, long term relationship (conventional lo ng-term, might not be long
enough)



Case Study

Each stage of the cycle must be tailor made foreac  h MFI...
Due Diligence Pricing/Structure Portfolio Exit
Management
Start-up Limited DD required. Sweat basis - strong senior Required specific 6-7 years
Promoter’s management team TA-MIS and IT
reputation was key Secondary
Sale
One of Used a large Valuation based on future Leadership 4-5 years
the international firm — earning. Convertible development,
largest KPMG. Detailed field structure. Complex legal efficiency projects, IPO
visits transformation dictated a strategic alliances
detailed Documentation
Early Used a local Valuation using multiple Growth strategy 5-6 years
stage accounting/legal techniques. Simple structure, and new product
firm. A lot of as MFI was established plus development Buy-back
referencing was a listed company so limited
required. Detailed option. Took 11 months to
field visits close 9
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