PRI Workshop
January 19, 2006

International Sustainable Development

This workshop is an interactive discussion with and among practitioners that will provide hands-on guidance to funders considering PRIs outside the U.S. Attendees will hear from experienced international lenders regarding how they approach this work, where high-impact opportunities will be found in the future, what decisions funders must make in order to be successful, and lessons learned from real transactions. First, moderator Ed Diener (Skoll Foundation) and panelist Ricardo Castro (Open Society Institute) will offer the funder perspective. Then, Willy Foote (EcoLogic Finance) and Sean Holt (Indigenous Designs) will join the conversation, offering their perspectives as PRI recipients through in-depth discussion of deals in the sustainable food and fair trade clothing sectors. Audience Q & A will follow.
The Panelist Organizations and Their Use of PRIs
Open Society Institute

The Soros Economic Development Fund (SEDF) is a Delaware not-for-profit corporation, which is part of the network of the charitable foundations founded by investor and philanthropist George Soros.  SEDF was established in 1997 to complement the work of the Open Society Institute’s Economic and Business Development Program (EBD) and currently serves as the vehicle through which EBD engages in program-related investments (PRIs).  SEDF’s mission is to alleviate poverty and community deterioration by providing financial assistance to privately owned businesses and financial institutions which in turn service micro-, small and medium sized businesses that provide employment and revitalize local communities.  SEDF operates primarily in Central and Eastern Europe and in countries of the former Soviet Union that are economically depressed or unsophisticated largely because most commercial enterprises in such areas had in the past been controlled by the government.  SEDF receives in-kind contributions from the Open Society Institute, which consists of donated legal, accounting, program and administrative services, and related travel expenses.  Select OSI program and administrative staff spend from 25% to 50% of their time on SEDF matters in any given year.

Since its establishment in 1997, SEDF has purposefully followed a risk taking strategy, investing in ambitious, viable economic development projects for which little or no local financing is available.  SEDF conceives of itself as a “social venture” fund, filling resource gaps for innovative, socially responsible investments.  Although SEDF’s portfolio is diverse, its projects share common features that reflect SEDF’s mission:  they are locally organized and managed; they address fundamental needs in their respective countries; and they share long-term sustainability as a key goal.  Financial assistance may take the form of a variety of PRIs, including guarantees, loans, equity investments, or deposits, to or in business and financial institutions in the targeted countries to provide capital for their lending programs.  It is a testament to SEDF’s selection process that, despite operating in economically precarious environments, all 21 investments in SEDF’s $41 million portfolio are performing well.  Examples of SEDF’s PRIs include: (a) Loans to Grameen Telecom for a village phone program to provide telephone services in remote villages in Bangladesh; (b) Deposits in MiBanco, Panama’s first private microfinance bank to provide financial services to low income clients; (c) Equity investments in Euromarket Banka, currently Montenegro’s fifth largest bank, to strengthen financial services to small and medium sized businesses; and (d) Guarantees to local commercial banks for ACME, a microfinance program in Haiti. 

EcoLogic Finance

EcoLogic Finance is a non-profit development finance organization that offers affordable financial services to community-based businesses operating in environmentally sensitive areas of the developing world. Targeting the rural credit market, EcoLogic Finance provides loans and financial training to small and medium-sized rural enterprises whose business activities foster environmental stewardship and grassroots economic development. 

EcoLogic Finance manages a portfolio of $25,000 to $500,000 loans to commercially viable businesses that do not meet traditional requirements to access credit from local financial institutions. Target sectors include agroforestry (shade-grown and sustainable agriculture), wild-harvested products, sustainable fisheries, ecotourism, and handicrafts.  EcoLogic Finance limits its lending to rural producer organizations with established market linkages to values-driven buyers engaged in direct trade with their community-based suppliers. 

Earlier this year, EcoLogic Finance launched a financial education initiative to strengthen the financial management capacity and basic business skills of its borrower organizations and some 40,000 of their members in Costa Rica, El Salvador, Guatemala, Honduras, Mexico, and Nicaragua. 

Since launching in 2000, EcoLogic Finance has provided over 150 loans with a gross value of US$26 million in support of 100 rural enterprises across 11 Latin American countries and four African nations, with a 99% repayment rate. 

EcoLogic Finance’s investors fall into five categories – high-net-worth individuals, program-related investment divisions of foundations, religious institutions, socially-responsible investment firms, and coffee roasters – who charge interest rates from 0-3% with two to five year terms.  EcoLogic Finance currently has over 65 private investments, including a recent $1 million PRI from the Skoll Foundation. Starbucks Coffee Company is our largest investor with $5 million committed to a PRI from the Starbucks Foundation. 

Indigenous Designs Corporation
Indigenous Designs (IDC) is an investor-owned business selling quality fair trade clothing (mainly sweaters) produced in an ecologically sustainable way.  IDC protects the environment by replacing toxic, non-sustainable synthetics with organic natural fibers and dyes, while following fair trade principles and using artisan labor. 
By working directly with artisans and their knitting cooperatives, a strong partnership has evolved to support their visions in managing sustainable commerce. IDC assists the artisans with quality control measures, production and planning management, and research and design for the local and world markets.
Historically, IDC’s artisan producers did not have any access to financing for their production.  So, IDC advanced the micro-coops funds for raw materials and some of the labor, against IDC’s purchase orders for products. IDC would only recover this money upon payment from its customers for orders of finished products, which was often 180 days later. This endemic problem of financing production for fair trade products is what IDC calls the “fair trade penalty.” 

IDC, which has been undercapitalized from the start, had insufficient working capital to provide this financing itself.  It needed gap financing for the production cycle. First, IDC used a financing company that charged the equivalent of 36%. Later, IDC was able to replace this financing with an $800,000 credit facility at 13% through a social venture investment firm. 
IDC learned over time that it is not well-equipped to administer this kind of program for the coops.  It was too hard to track the collateral and required systems that IDC did not have the capacity to create or run. 
This is where the Rudolf Steiner Foundation (RSF) came in, starting in 2002. RSF made a PRI guaranty in support of $400,000 of the $800,000 credit facility, agreed to take 8% of the 13% interest, and undertook to administer the program using the RSF accounting systems, processes and procedures. The goal was to track the financings more clearly, so IDC would become more bankable through traditional sources. This use of RSF helped IDC get a better handle on its financings and grow operations during the past few years.

IDC financed its production in this way until May 2005. At that point, EcoLogic Finance had reached the point in its organizational growth at which it could adapt its commodity financing model to fair trade clothing. EcoLogic financed IDC’s fall 2005 production by offering production credit directly to the micro-coops, thereby substantially reducing IDC’s need for the expensive credit facility. 

Now, with EcoLogic’s financing, the micro-coops are carrying the financing for 45 days past production shipping to IDC. This has been part of the transition for the micro-coops from NGO behavior (grant etc. recipients) to business (self-sustaining) behavior.  An education of the work groups in business basics has occurred. IDC’s margins have gone up, through reduced financing costs. This allows IDC to focus going forward on its own financing needs, increasing scalability and expanding the whole supply chain for fair trade clothing.

IDC believes that there has been a breakthrough here in the financing model itself. This is not typical financing by any means. IDC had no credit market to tap readily to finance either its own needs or its production. Being able to link the artisan micro-coops and the IDC customers in a direct chain through just IDC had never happened before with clothing. The result is now that IDC, through the intervention of RSF, was able to develop the opportunity to the stage at which EcoLogic could fill a niche financing need. This series of connections creates a matrix of opportunity now for fair trade clothing-- hand crafted and value added production by the formerly underpaid and under-banked rural poor in South America.

Case Studies of Sustainable Development PRIs
Open Society Institute
SEDF’s investment in Small Business Credit Bank (KMB) is an example of a project that due to its income generating nature required funding through a PRI rather than a traditional grant.  SEDF’s investment in KMB dates to 1999 when it was one of the few commercial lenders to small businesses in Russia and was struggling to remain viable after the Russian financial crisis.  In Eastern Europe, and especially in the former Soviet Union, the absence of reliable banks became a critical obstacle to economic development.  After the financial crisis of 1998, the Russian banking system virtually collapsed.  It became even more difficult for Russian companies than it had already been before the crisis to obtain basic financial services.  Since most Russian banks do not lend to small- and medium-sized businesses, the obstacles that these businesses face in obtaining capital are often insurmountable.  In addition, small- and medium-sized businesses have limited access to other basic banking services such as transferring funds and deposit-taking.  Furthermore, the handful of Russian banks that do provide services to small businesses are concentrated in Moscow and St. Petersburg.  For these reasons, well-managed small-business banks with branches throughout the country were necessary for the healthy development of Russia.  By matching a $4.5 million investment from the European Bank for Reconstruction and Development, SEDF helped KMB weather the effects of the crisis and thrive.  By providing banking services to this sector, KMB made it possible for small and medium enterprises to grow, thus fostering economic development through the creation of much-needed employment in economically distressed areas of Russia.  
In order to combat poverty and further deterioration of the economy in Russia, KMB provides the following services: (a) crediting of small- and medium-sized companies in different regions of Russia; (b) efficient funds transfer and payment transactions; and (c) safe deposit-taking.  KMB bases its activities on the principles of safety, liquidity and profitability, stemming from its capital adequacy, solvency, liquidity, diversification and spread of assets as well as cost control.  Today, KMB continues to be the leading Russian provider of financial services to small enterprises and enjoys a reputation as one of the most transparent and best-managed banks in the country, as evidenced by its sale to Banca Intesa for $120 million, four times KMB Bank’s book value.  The sale closed in September of 2005.

Skoll Foundation
The Skoll Foundation loaned $1,000,000 at 1% for five years to EcoLogic Finance, Inc. (see description above) for use in its revolving fund of lending capital.  EcoLogic also received a grant from the Skoll Foundation for organizational capacity building related to scaling up its activities. Along with the grant, the PRI provides additional lending capacity to accelerate EcoLogic’s growth.
The Foundation made the loan in order for EcoLogic to increase its loan volume and earnings, accelerating its drive toward self-sufficiency. The loan and its 1% interest rate were intended also to serve as a catalyst for EcoLogic to approach other potential foundation funders to make similar requests.

The Skoll Foundation PRI came to EcoLogic at a critical time for two reasons.  First, it filled a $1 million shortfall in loan capital needed to invest in creditworthy projects in Latin America and East Africa.  Placed as seasonal working capital within weeks after receipt, these funds led directly to greater stability of rural producer enterprises, increased economic opportunity, and enhanced environmental stewardship among community members.  Second, the imprimatur from the Skoll Foundation played an important role in the ability of EcoLogic to persuade Starbucks several months later to double its existing loan commitment from $2.5 million to $5 million.

The 1% interest rate also provided the desired leverage.  It not only aids in managing the overall cost of capital as EcoLogic grows through engagement with private industry and other individual and institutional investors.  It also effectively shifted the ground with respect to conversations with SRI investors and private industry (e.g., Starbucks), which EcoLogic believes priced their loans lower than they would have otherwise because of that 1% benchmark.

