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Key Messages

Well-targeted and efficient micro-finance services for
the poor can play important roles in alleviating pov-
erty in the region. For the past three decades, micro-
finance services in the region have developed greatly
both in size and quality. However, there are many
problems that should be resolved for its further devel-
opment.

There are two main conceptual approaches to measur-
ing the role of financial institutions in poverty reduction,
namely, impact and outreach.

Financial institutions must be financially sustain-
able if they are to reduce poverty on a sustainable
basis. Therefore, subsidies are an important factor
in evaluating the sustainability of micro-finance in-
stitutions.

In terms of creating an appropriate policy environment
for micro-finance to work, the focus must be on building
adequate financial infrastructure. In this connection, re-
ducing transaction costs is crucial.
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There are still many challenges for micro-finance in Asia,
despite the great strides micro-finance has made in the region.

The relationship between informal finance and poverty
reduction is complex, controversial and perhaps indeter-
minate. There are useful lessons microfinance institutions
can learn from informal finance.

There is an urgent need to better understand the nature of
poor households’ demand for financial services. In ad-
dition to credit for micro-enterprises, they also demand
savings services and credit for consumption-smoothing.

Innovations, whether in product, technology, strategy or
institution, can sometimes make meaningful contributions
in furthering outreach, impact and sustainability.

Micro-finance is not a panacea for poverty reduction
so it is important to recognize its limitations as well as
the importance of complementary investments and over-
all economic growth in reducing poverty.

While it is possible for micro-finance institutions (MFIs)
to provide non-financial services, there is a need to con-
sider their negative impact on financial sustainability. Fur-
thermore, government resources may be more productive
in other investments rather than subsidizing those services.

There is no unique optimal institutional form of mi-
cro-finance. Credit unions, NGOs, state banks, and other
forms of institutions have their own strengths and weak-
nesses .

Achieving operational efficiency is an effective means
of achieving sustainability since higher operational costs
are ultimately passed on to borrowers.

Micro-finance is not an effective means of helping the
hard-core poor, whose capacity to  use financial services
is limited.
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Introduction

1. The ADB Institute conducted a capacity-building semi-
nar on the Role of Financial Intermediaries for Poverty Re-
duction in Singapore from 4 to 8 March 2002. The workshop
was jointly conducted and sponsored by the Technical Coop-
eration Directorate (TCD), Ministry of Foreign Affairs (MFA),
Singapore, the Colombo Plan Secretariat and the ADB Insti-
tute. The participants were middle- to senior-level officials of
central banks and representatives from NGOs and the
academia from Bangladesh, Cambodia, the People’s Repub-
lic of China, India, Indonesia, Lao PDR, Malaysia, Pakistan,
Philippines, Sri Lanka, Thailand and Viet Nam.

2. Its primary objective was to provide a capacity-building
opportunity to participants by strengthening their conceptual
understanding of the evolving issues on the role of financial
intermediaries for poverty reduction and sharpening their skills
in this area. Presentations by prominent resource speakers
expanded the participants’ knowledge base on this highly topi-
cal development issue. The seminar also provided the partici-
pants a forum to exchange views on their own country specific
issues relating to poverty reduction. The knowledge and skills
the participants gained during the seminar is expected to help
them improve the effectiveness of their work in their own
countries, especially in the context of poverty alleviation.

3. The following are the areas covered in the workshop:
● conceptual issues on the role of financial Intermediaries

in poverty reduction
● operational issues on the role of financial intermediaries

in poverty reduction
● case studies on the role of financial intermediaries in pov-

erty reduction
● group work

4. During the opening ceremony, Mr. Tan Gim Kheng,
Deputy Director, TCD, welcomed the participants and re-
source persons to the workshop. Tan pointed out that the work-
shop aims to provide a comprehensive overview of conceptual
and operational issues related to the topic, along with coun-
try-specific case studies. This will provide the participants
with a clear conceptual understanding of the potential and
limitations of financial intermediaries in reducing poverty,
along with an enhanced operational capacity to plan and imple-
ment policies in this area. Singapore’s own development ex-
perience clearly shows the importance of effective financial
intermediation in poverty reduction and economic growth. In
light of the large numbers of poor people still living in the
Asia-Pacific region, finding innovative ways to provide fi-
nancial services to the poor so that they can improve their
productive capacity and quality of life remains an urgent task.
Tan thanked the resource persons for sharing their invaluable
expertise, and wished the participants a productive and pleas-
ant stay in Singapore.

5. Mr. S. B. Chua, Director, Capacity Building, ADB
Institute, speaking on behalf of Dr. Masaru Yoshitomi, Dean

of the ADB Institute, welcomed all the participants and re-
source persons to the seminar. On behalf of the ADB Insti-
tute, he thanked TCD and the Colombo Plan Secretariat for
jointly organizing and sponsoring the capacity-building semi-
nar. Chua expressed his special thanks to TCD for making
excellent arrangements for the conduct of the seminar. ADB
Institute has collaborated with TCD in organizing many ca-
pacity-building and training activities for the past three years.

6. Notwithstanding the diverse development plans and pro-
grams to alleviate poverty for decades in many developing
countries, the Asia and Pacific region is still home to a vast
majority of the world’s poor, About one billion people still
live in absolute poverty in the region. Most of the poor live in
the rural areas, and are engaged in agricultural activities or a
variety of micro-enterprises.

7. First, the poor are vulnerable to income fluctuations and
hence are exposed to risk. Second, they are unable to access
conventional credit and insurance markets to offset this. Most
formal financial institutions do not serve the poor because of
perceived high risks, high costs involved in small transactions,
perceived low profitability, and most importantly, inability to
provide the physical collateral generally required by such in-
stitutions. According to the ADB’s recent study, about 95 per-
cent of some 180 million poor households in the region still
have little access to institutional financial services. Most poor
and low-income households continue to rely on meager self-
finance or informal sources of finance.

8. Providing efficient micro-finance to the poor is impor-
tant for many reasons, First, efficient provision of savings,
credit and insurance facilities can enable the poor to smoothen
their consumption, manage risks better, gradually build as-
sets, develop micro-enterprises, enhance income earning ca-
pacity, and generally enjoy an improved quality of life. Second,
efficient micro-finance services can also contribute to improve-
ment of resource allocation, development of financial mar-
kets and system, and ultimately economic growth and
development. Third, with improved access to institutional
micro-finance, the poor can actively participate in and ben-
efit from development opportunities.

9. For the past three decades, micro-finance services in the
region have developed greatly both in terms of size and qual-
ity. They expanded their outreach from thousands in the 1970s
to over 10 million clients in the 1990s. Also, the character of
the industry changed from subsidy dependent to independently
viable businesses. Empirical studies show that efficient mi-
cro-finance services in the region have significantly contrib-
uted to poverty reduction in diverse ways. Most importantly,
micro-finance activities prove that poor households can and
do save rather than borrow, and it is possible to successfully
mobilize funds from poor households. Another important fact
is that contrary to expectations, the poor are creditworthy and
financial services can be provided to the poor on a profitable
basis at low transaction costs without having to rely on physi-
cal collateral. Finally, micro-finance services contribute to the
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development of rural financial markets and to strengthening
the social and human capital of the poor.

10. Notwithstanding all these remarkable achievements of
micro-finance, there are many problems that should be re-
solved for its further development. First, policy environments
in many developing countries are not favorable for the sus-
tainable growth of micro-finance. In particular, interest rate
ceilings and subsidized credit limit the ability of micro-fi-
nance institutions to provide services to the poor. Also, inap-
propriate and extensive intervention by governments in
micro-finance undermines its efficient operation. Inadequate
financial infrastructure is another major problem in the re-
gion. Financial infrastructure includes legal, information, and
regulatory and supervision systems. In addition, most micro-
finance institutions do not have adequate capacity to expand
the scope and outreach of services on a sustainable basis to
potential clients. Specifically, they lack the ability to lever-
age funds, provide services compatible with the potential cli-
ents’ characteristics, adequate network and delivery
mechanisms, and so forth.

11. Against this background, this seminar is organized for
participants to discuss evolving policy issues and approaches
relating to micro-finance, including conceptual and operational
issues and policy recommendations for its sustainable devel-
opment. Furthermore, some interesting and highly relevant
case studies on credit unions, NGOs and state-owned banks
providing micro-finance will be presented.

12. This seminar also provides the participants with a forum
to exchange views on their own country specific issues. The
knowledge and skills acquired in the seminar are expected to
help the participants improve their work performance, par-
ticularly in designing and implementing policies to develop
micro-finance institutions that will ultimately contribute to
poverty reduction in their respective countries.

13. Chua next read on behalf of Colombo Plan Secretariat
(CPS), a message from Dr. U. Sarat Chandran, its Secre-
tary-General. In his message, Chandran expressed the plea-
sure of CPS in partnering with the ADB Institute and TCD in
conducting the seminar. The provision of credit facilities to
economic agents, both in the urban and the rural sector, is an
important lever in triggering and sustaining economic growth.
The Colombo Plan region is rich in experience of countries in
building appropriate institutions for provision of timely credit
to rural communities for their economic activities. The semi-
nar would not only enable the participants to understand the
theoretical and institutional underpinnings required to estab-
lish viable financial credit network aimed at development and
poverty reduction, but also provide an opportunity for coun-
tries to share experiences of their own successful strategies in
this regard. Chandran expressed his hope that all the partici-
pants to the seminar would find it highly useful and produc-
tive and that they will be able to carry with them some policy
inputs to their own countries and organizations.

Conceptual Issues on the Role of
Financial Intermediaries in Poverty
Reduction

14. Dr. Robert Vogel, Executive Director, International
Management and Communications Corporation (IMCC),
U.S., opened the session with a comprehensive presentation
on Measuring the Role of Financial Intermediaries in Pov-
erty Reduction. Financial institutions clearly do have a role
to play in poverty reduction, but the real issue is how to un-
derstand better the ways in which financial institutions can
help to reduce poverty so that their effectiveness and efficiency
in poverty reduction can be enhanced. Knowing this, govern-
ments and donor agencies can likewise be more effective and
efficient in directing their resources to support financial insti-
tutions in ways that in turn support poverty reduction.

15. There are two main approaches to measuring the role of
financial institutions in poverty reduction: impact and out-
reach. Impact studies aim to measure the impact of the in-
creased use of financial services on various indicators of
poverty, where financial services are provided by the institu-
tion under investigation. In fact, donor agencies, especially
the United States Agency for International Development, have
devoted substantial resources to such impact studies. Vogel
argued that these resources could have been better spent else-
where. This is not to say that those supporting and carrying
out these impact studies did not do the best possible job, but
rather that this may have been not only a very difficult job but
also the wrong job. Moreover, it may have been that claiming
too much importance for finance in poverty reduction too
strongly has led us down this path.

16. More specifically, impact studies suffer from serious sta-
tistical problems, such as attribution and selectivity bias, which
may be insurmountable even at substantial cost. In addition,
impact studies largely ignore the fungibility of money and
credit and the crucial importance of transaction costs for fi-
nance in general and for micro-finance in particular. In these
respects, impact studies appear to be in the old tradition of
directed credit programs that likewise ignored fungibility and
transaction costs. Also serious are the costs that are likely to
be imposed on the participants in financial transactions by
the data requirements of measuring impact. In addition, im-
pact studies have largely ignored financial services other than
credit (e.g., deposits) that may be important for poverty re-
duction.

17. Outreach is the other conceptual approach to measuring
the relationship between financial services and poverty re-
duction, and it is based on one of the core principles of mod-
ern economics, namely consumer sovereignty. Consumer
sovereignty reminds us that the users of products and ser-
vices are presumed to be the best judge of the benefits of
these products and services relative to the costs of acquiring
them. In the outreach approach, the focus is on analyzing
whether those who were reached with financial services were
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indeed poor by some measure and, in addition, whether they
were satisfied with the services that they received. Satisfac-
tion, in the outreach approach, is measured in the case of loans
by whether the borrower repaid the loan and, further, whether
the borrower returned for more of the service such as through
another loan. It is important to emphasize that loan repay-
ment rates and borrower retention rates are key variables in
measuring the performance, and hence viability, of any fi-
nancial institution, so that collecting such information places
no additional burden on any of the participants in the loan
transaction.

18. A major advantage of outreach studies is that their focus
on information about loan size, loan repayment and borrower
retention imposes no additional transaction costs beyond what
any serious lender would normally require for borrower se-
lection and loan recovery. In fact, micro-finance institutions
that do not use such information continually, and hence can-
not provide it readily to those with a valid interest in evaluat-
ing performance, should be suspect in their dedication to
financial viability. Loan size must, of course, also be related
to poverty, but there are strong theoretical arguments for this,
which could be tested empirically from time to time by carry-
ing out special studies that should not impose major costs on
the participants in financial transactions. However, if loans
include subsidies for borrowers (e.g., below market interest
rates) or if requirements are imposed to keep loan sizes small,
taking and repaying loans will no longer indicate borrower
satisfaction, and loan size will no longer necessarily be re-
lated to poverty.  But, policies of interest rate subsidies and
loan size limitations would be out of keeping with the new
paradigm of liberalized financial markets.

19. Financial institutions must also be viable if they are to
reduce poverty on a sustainable basis. Financial performance
indicators must therefore be available to test whether this is
the case. The fact that most micro-finance institutions do not
take deposits, and thus are not normally subject to prudential
regulation, has made it difficult for donor agencies (or other
potential funding sources) to evaluate their financial perfor-
mance and hence their potential for sustainability.  Frustra-
tion with this has led donor agencies to press for prudential
regulation of micro-finance institutions, but regulatory authori-
ties in most countries have resisted, arguing that non-deposit-
taking institutions are outside the scope of their essential
responsibilities for safeguarding the stability of the financial
system. A way out of this stalemate has been found through
promoting transparency for these micro-finance institutions
by implementing standardized accounting and thereby mak-
ing possible consistent financial performance indicators for
evaluation.

20. Subsidies again become important in considering the vi-
ability of micro-finance institutions and in evaluating their pos-
sible contribution to poverty reduction. First, as emphasized
by Jacob Yaron’s widely adopted performance indicator, the
Subsidy Dependency Index (SDI), any subsidies being received

by a micro-finance institution must be factored out to have an
accurate assessment of financial viability. Second, if a subsidy
is permanent, and not just temporary so that a kind of “infant-
industry” analysis can be applied, then the basic criterion for
effective and efficient poverty reduction by a financial institu-
tion becomes quite different. With a sustainable financial insti-
tution, one that is viable without on-going subsidies, it is only
necessary to show that there is some contribution to poverty
reduction. When some permanent subsidy is involved, a de-
tailed cost-benefit analysis is necessary, comparing the amount
of the subsidy to the poverty reduction achieved, and then com-
paring this with other interventions that could produce a reduc-
tion in poverty. In short, in considering the role of financial
institutions in poverty reduction, it is necessary to include mea-
sures of the sustainability of outreach, which implies including
financial performance indicators as well as an analysis of any
subsidies that may be present.

21. Departing from his primary topic, Vogel also talked at
length to the participants about financial sector policy reform’s
impact on poverty reduction. Financial reform is more than
liberalizing interest rates, and financial services will not reach
the poor without other measures. In helping the poor obtain
access to financial services, the primary role of the
policymakers must be to build up the financial infrastructure.
Only then will financial institutions begin to see the poor as
potentially good clients.

22. In terms of building the financial infrastructure for lend-
ing, reducing transaction costs is crucial. In this connection,
there is a need to improve information and reduce risks through
mechanisms such as credit bureaus and laws and registries
for collateral. Seeing the poor as potentially good clients re-
quires access to financial infrastructure to increase informa-
tion and reduce risks. The poor must have productive activities
that support repayment. Financial institutions must also un-
derstand the specific characteristics of loan products demanded
by the poor—for example, low transactions are an essential
component. It would also be productive to study why the poor
use informal sources of finance such as moneylenders.

23. In the context of building the financial infrastructure for
deposits, prudential regulation is essential for deposit services.
However, prudential regulation must not unduly inhibit out-
reach to poor clientele. For example, whereas the poor often
need flexible arrangements, regulations often prevent branches
from providing flexible services. Furthermore, regulations
usually favor risk avoidance over risk management and the
costs of regulating many small institutions with many small
loans can be high. One potential solution is risk-based super-
vision. The poor must have confidence, safety through trans-
parency, and they highly value liquidity.

24. Seeing the poor as potentially good clients for deposits
requires overcoming the myth that the poor have no savings.
Financial institutions must also understand the specific char-
acteristics of the deposit services demanded by the poor. Low
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transaction costs are critical, and it is worthwhile to study the
use of informal finance such as rotating savings and credit
associations (ROSCAs).

25. The role of governments and donor agencies must be
focused on improving the financial infrastructure. They should
also promote competition to encourage efficiency and com-
petition. This involves creating a level playing field rather
than market niches. Also, subsidies must be justified care-
fully since it is difficult to pick winners. It is also important
to distinguish poverty grants from loans.

26. In the discussion following Vogel’s presentation, a par-
ticipant wondered whether low transaction costs are essen-
tial to the success of MFIs in light of the Latin American
experience. Vogel pointed out that in fact, transaction costs
are quite low in Latin America, especially from the borrow-
ers’ viewpoint. Low transaction costs are generally impor-
tant for borrowers, but especially so for short-maturity loans.
For such loans, transaction costs may matter more than in-
terest rates. Even from a lenders’ perspective, transaction
costs are low relative to banks and other formal financial
institutions. In response to a question about interest rates, a
resource speaker responded that interest rates could fall only
to the extent that the lender’s efficiency improves. Other-
wise, lower interest rate will simply damage the lender’s
financial viability. Vogel also pointed out that while laws
and registries for collateral will not automatically acceler-
ate micro-finance, they are still indispensable for improv-
ing information and reducing risks.

27. In response to an inquiry about why the fungibility of
money and credit are a problem, Vogel responded that it is a
problem for impact studies in the sense that a borrower may
use his loan for whatever purposes and not necessarily the
stated purpose. One participant wondered whether the num-
ber of borrowers is more important than the incidence of re-
peat borrowers given that the ultimate goal of micro-finance
is poverty reduction. Vogel replied that repeat borrowers cost
less than first-time borrowers and as such, they contribute more
to improving the lender’s financial viability. Vogel agreed with
another participant that first-time loans require more moni-
toring and in fact, those additional monitoring costs are one
reason why first-time loans are more costly and less profit-
able for lenders.

28. Vogel also stressed that the regulatory authority should
not over-burden MFIs with excessive data reporting require-
ments because these will lead to higher costs for clients. Credit
bureaus and other mechanisms for obtaining information about
borrowers will help the MFIs’ financial viability. On the other
hand, subsidies for MFIs, unless explicitly temporary, will
have a negative impact on the MFIs’ financial viability, which
is in the interest of the borrowers since viability enables con-
tinued access to financial services. Finally, market studies that
identify the specific characteristics of financial products de-
manded by the poor are valuable.

Operational Issues on the Role of
Financial Intermediaries in Poverty
Reduction

29. Professor Emeritus Richard L. Meyer, Senior Research
Specialist, Ohio State University, opened the session with a
presentation on the Track Record of Financial Institutions
in Assisting the Poor in Asia. MFIs have three over-riding
policy objectives—outreach to the poor, financial sustainability,
and welfare impact. It is necessary to measure all three objec-
tives to thoroughly understand MFI performance. The core in-
ternal determinants of MFI performance include MFI
innovations in technology, policies, organization, and manage-
ment that affect how well each of the performance criteria is
achieved. The external environment within which MFIs oper-
ate also affects their performance. This includes the human and
social capital possessed by the poor, the economic policies of
the country, and the financial infrastructure needed to support
financial transactions. Improvements in the environment make
it easier for MFIs to reach their objectives.

30. A general assessment of the track record of micro-fi-
nance in Asia is complicated by the variety of institutional
forms found in the region and the different objectives pur-
sued by MFIs. Nevertheless, the overall performance of Asian
MFIs so far point to some issues they must resolve if they are
to improve their performance in the future. The Asian micro-
finance industry has already achieved some major accomplish-
ments in its objective to reduce poverty. It has been particularly
successful in creating MFIs with large outreach. But it faces
significant challenges in expanding outreach in many coun-
tries where the industry is nascent, in making further inroads
in countries where it has already reached large scale, and in
reaching the very poor everywhere. It also needs to perform
better to become more financially self-sustainable and to im-
prove its impact on the poor.

31. In terms of expanding outreach, although outreach has
been impressive in some countries and some MFIs have grown
to serve millions of clients, there are many parts of the region
that are still outside the frontier of micro-finance. Even in
countries such as Bangladesh where coverage is intensive, it
is widely believed that there are major pockets in poorer re-
gions that are barely touched, and the very poor tend to be
bypassed in regions with intensive coverage. The major prob-
lem for expanding outreach in most countries is the lack of
efficient MFIs to deliver services. Generally, there are more
funds available from donors and governments than there are
efficient market-oriented institutions to absorb and efficiently
use them. Therefore, institution building is the first priority
in most countries. The major problem for increasing the depth
of outreach is the lack of appropriate financial products and
services, with related non-financial services and safety nets,
to attract the very poor. The overemphasis on lending com-
pared to the provision of insurance and savings services is a
major constraint on reaching the poor who are most vulner-
able and risk-averse.
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32. In terms of achieving financial self-sustainability, the record
for MFI financial self-sustainability is mixed in the region. On
the one hand, there is the example of the BRI Unit Desa system
that has been hugely profitable while serving millions of clients.
On the other hand, Grameen and many other MFIs in Bangladesh
and elsewhere rely on subsidies to help cover costs. Part of the
problem is that the ideology of some MFI leaders and national
decision-makers is that the poor cannot and/or should not pay
the full costs required to deliver financial services to them, so
they utilize subsidies as a matter of choice. For efficient institu-
tions, the issue is to find ways that are socially and politically
acceptable to raise interest rates and fees. For inefficient institu-
tions, the issue is to make the necessary changes in technology,
management, training and incentives so they can reach high lev-
els of efficiency already achieved by others in the marketplace.
MFIs in some locations face difficult challenges due to low popu-
lation density and poor transportation and communication infra-
structure so they have to accept high costs and high interest rates
until major breakthroughs reduce the cost of providing services.
Cost reductions can occur through MFI innovations or through
public investments in financial and other infrastructure and in
human capital.

33. In terms of improving impact, the record so far presents
an uncertain picture about the impact of the financial services
provided to clients. Undoubtedly, some borrowers who face
capital constraints and have good investment alternatives may
be able to make profitable use of loans and pay high interest
rates to cover MFI costs. There are likely to be other clients
who will receive benefits from smoothing family consumption
and avoiding asset sales and informal loans in times of distress,
but these impacts may be too subtle to be easily detected in
quantitative assessments. But there is also anecdotal evidence
explaining how some borrowers have been caught up in debt
spirals because of poor management and financial shocks. Since
these cases are not adequately captured in impact assessments,
it is likely that there is a systematic upward bias in most stud-
ies. Moreover, not enough attention has been paid to the im-
pact of savings mobilization, so it is impossible to determine if
savers in MFIs are realizing the expected benefits.

34. One observation made in the competitive micro-finance
markets in Bangladesh is that the typical MFI expects that
clients will follow a lockstep system of borrowing ever-larger
loans and always making weekly installments. The “one size
fits all” approach to lending is too inflexible to adequately
meet the demands of heterogeneous clients, and it results in
multiple memberships (overlap), switching MFIs, dropouts,
and loan delinquencies. MFIs need to develop more client-
friendly products to fit market demand. This would not only
increase outreach, but also increase impact on clients.

35. Increasing impact on the poorest is especially difficult.
There may be a segment of the poorest that can success-
fully manage financial services if they also receive busi-
ness management skills and other assistance. Others may
need programs to assure food security so that they dare risk

borrowing for investments. Still others are so poor, vulner-
able and lacking in basic skills that it would be a mistake to
entice them into borrowing. Rather they need safe access to
savings instruments to help them save for emergencies, to
avoid the unwanted claims of family members and friends,
and to resist unnecessary spending by their families. The
problem is that there has been relatively little experimenta-
tion with delivering small-scale savings and insurance to
the very poor so it is unclear how it can be done in a sus-
tainable fashion. The challenge in serving the poor is to
determine who can benefit from financial services alone,
who needs non-financial services along with finance, and
who needs non-financial services before they are ready to
participate in market-oriented finance.

36. In terms of financial components in non-financial projects,
it is worth noting that many types of agricultural, health and
other development projects have small micro-finance compo-
nents. Usually they channel loans to some persons targeted for
the project. The design is similar to many old style agricultural
credit projects in which credit was supposed to finance the adop-
tion of new technology. These components are usually oper-
ated through project offices, ministries, foundations, or some
organization other than a financial institution. These organiza-
tions are not designed to engage in careful client screening,
monitoring, and loan collection. Often they charge highly sub-
sidized rates. Such components should be avoided in projects
because they undermine efforts by MFIs to develop efficient
and competitive market-oriented finance. Grants rather than
loans may be a better solution in these situations.

37. In the open discussion following Meyer’s presentation, one
resource speaker expressed concern that micro-finance may be
oversold as a panacea. In fact, micro-finance is not a panacea
and public resources may be better spent on other areas such as
health and education. However, the one advantage of micro-
finance is that it can promote poverty reduction and develop-
ment without subsidies. It is best to think of finance as the
lubricant rather than engine of economic growth. Micro-finance
can best promote poverty reduction and development in con-
junction with education, infrastructure and other investments.

38. One participant wondered whether the high interest rates
charged by some MFIs, while beneficial for MFI viability, might
not have a serious negative impact on borrower welfare. Meyer
replied that there might not be a conflict between MFI viability
and borrower welfare once we recognize the primacy of con-
sumer sovereignty—that is, households will choose to borrow
from MFIs at high interest rates only if it is in their best interest
to do so. For example, households may need immediate liquid-
ity to cover the running costs of their micro-enterprises, or they
may borrow to cover health costs or satisfy minimum consump-
tion needs.

39. Meyer also stressed that it is important for MFIs to achieve
outreach and financial viability first before we worry about
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impact. That is, the priority for MFIs must be in reaching as
many clients as possible and achieving financial self-sustain-
ability. Only then do policymakers need to find about what
micro-finance is doing for its clients. In response to a question,
Meyer expressed serious doubts of micro-finance to generate
significant employment beyond the borrowing household. He
also noted that it is not possible to make generalizations about
whether training magnifies the benefits of micro-finance.

40. Dr. Nimal Sanderatne, Visiting Senior Fellow, Post
Graduate Institute of Agriculture, University of
Peradeniya, Sri Lanka, gave a presentation on Informal
Finance and Poverty Reduction. The relationship between
informal finance and poverty is complex, controversial and
perhaps indeterminate. The heterogeneity of informal sources,
the variation in financial market development and inadequate
data and information on impacts make the issue a controver-
sial one. The traditional paradigm was that informal lenders,
often synonymous with professional moneylenders, were ex-
ploitative and a fundamental cause of poverty. This paradigm
has changed with a better understanding of informal finance.
Informal moneylenders were performing a useful function and
that, the high interest rates in the informal money market re-
sulted from, high administration costs, opportunity costs of
the money loaned and above all a premium for risk. The high
interest rates in the informal money market can be explained
by the economic and social characteristics of the developing
countries, which make the demand for loanable funds pro-
portionately larger than the available supply. More evidence
has now become available from many developing countries,
appreciating the role of informal finance in financial interme-
diation. Such evidence shows that the structure of the infor-
mal money market is not monopolistic or oligopolistic as often
thought. It also demonstrates the functional nature of infor-
mal finance. The understanding of the complex nature of in-
formal finance and the development of new initiatives in
finance has resulted in a re-assessment of the role of informal
finance in poverty alleviation.  This does not imply that the
relationship between informal finance and poverty is clear
and straightforward. It is in fact the complexity of the rela-
tionship that makes this issue a most fascinating one.

41. It is important to recognise that the causes of poverty
are manifold and complex. Finance alone—whether infor-
mal or formal—cannot resolve the problem of poverty. A
host of other factors such as inadequate capital, low prices,
inadequate skills, limited market access and poor social and
economic infrastructure impoverish the “entitlements” of the
poor. Lack of institutional financial services compounds this
problem. Informal finance has proven to be the only avail-
able option until these economies and financial markets be-
come more developed. As such, informal finance can play
an important contributory role in facilitating economic pro-
duction, economic growth and development. The amount of
informal finance available, the convenience and flexibility
in access to credit, the conditions and cost of credit, the eco-
nomic opportunities available for the use of such credit, and

the efficiency of financial services in performing an inter-
mediary function between savers and users of funds all have
an important bearing on whether informal finance plays a
positive or negative role.

42. The key issue in any discussion of the impact of infor-
mal finance on poverty reduction is whether the provision of
informal financial services impoverishes the borrowers. When
we consider commercial moneylenders, there is little doubt
that the cost of borrowing from them is high. There is no need
to deny the fact that the high interest rates charged by money-
lenders are heavy costs on the borrowers’ income. As Hulme
and Mosley have pointed out “the right approach to the rural
moneylender, where he exists, is neither to seek to wipe him
out nor to romanticise him” (Hulme and Mosley 1996, p. 75).
In the particular context where commercial moneylenders
function, the borrower has no realistic lower cost alternatives.
Therefore, the moneylender performs a useful economic func-
tion at costs that leave the borrower with too little an income
to escape the ‘poverty trap’. However, commercial money-
lenders are only one informal source. Other sources include
trade credit, factor related credit arrangements, voluntary com-
munity-based savings and credit groups, and personal sources.
The interest rate they charge range from the very high to none
at all. Therefore, the different sources of informal finance have
different impacts on poverty.

43. The view that informal finance is highly exploitative and
a root cause of poverty is too simplistic, biased and inaccu-
rate. In underdeveloped financial markets, where institutional
finance provides insignificant amounts of credit and financial
services, informal sources perform an invaluable service.
Without such financial services, the poor would be starved of
consumption credit, their production would be at a lesser level
of efficiency and productivity and their savings lower.

44. An evaluation of the impact of informal finance on pov-
erty must recognise that people resort to the “exploitative”
sources of finance as these are the only available finance to
them.  However much they are exploitative they access such
lenders as they derive some benefits and advantages from such
credit. The credit arrangements linked to land, labor and mar-
keting provide other essential inputs, resources and access to
markets that may otherwise not be available. The flexibility,
informality and convenience together with the lack of alter-
nate opportunities to access institutional resources and mar-
kets are the reasons for these informal financial arrangements
being a common feature of rural financial markets.

45. There is an amelioration of poverty through informal sources
mobilising savings. The availability of informal finance at times
of difficulty is an important insurance for the poor. Informal
sources provide the essential credit requirements for social needs
and social development like education and health. Without these
services, the condition of the poor is likely to be worse off. There-
fore the issue boils down to one of not having to decide whether
informal finance is exploitative or not, but whether they would
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have been better or worse off without such exploitation. Direct
money lending trade credit, land and marketing linked credit si-
phon off surpluses and are costly. Therefore borrowers are ex-
ploited. The issue is not whether they are exploited or not, but
what would be the situation if they were not exploited at all?

46. The strategy to assist the poor must be one designed to
strengthen institutional services, improve community based
micro-finance operations and reform and strengthen the insti-
tutional factors bearing on the productivity of the poor. The
role of informal finance must be viewed as assisting the poor
rather than be against them in such a context. The success of
informal finance provides useful lessons that are being emu-
lated by the expanding micro-finance institutions (Hulme and
Mosley 1996, Robinson 2001).

47. In the open discussion pursuant to Sanderatne’s presenta-
tion, a resource speaker emphasized that total borrowing costs
comprise both transaction and interest costs, so it would be
inaccurate to focus solely on interest costs. While some infor-
mal sources of finance, especially moneylenders, entail high
interest rates, their transaction costs are often significantly lower
than formal sources of finance. Informal sources of finance may
contribute more to reducing the severity of poverty than con-
ventional definitions of poverty reduction such as the number
of poor.

48. According to Sanderatne, there are several possible
sources of linkages between formal and informal finance. One
source is the lending of the formal sector to semi-formal in-
stitutions such as NGOs. The semi-formal sector replicates
some of the benefits of the informal sector. The other is the
lending of the formal to the informal sector, which then on-
lends to its clients. This would increase the supply of credit to
the informal sector, and lead to more suppliers and hence
greater competition. This would lower borrowing costs and
benefit those who borrow from the informal financial sector.

49. In the context of lending of the formal to the informal
sector for the purpose of on-lending, Sanderatne stressed that
it is counter-productive to set interest rate ceilings on such
on-lending. In the first place, it is doubtful whether such in-
terest rate ceilings can be implemented since the informal
lender can impose hidden costs. Even if the ceiling can be
implemented, such a ceiling would prevent the informal lender
from adjusting his interest rates according to changes in risk.
The better option is to lend to the informal lender on strictly
commercial terms at market rates with collateral requirements,
but to allow him to set the interest rate. Again, it is important
to look at the informal lender’s total costs inclusive of trans-
action costs rather than just interest costs. In addition to lower
transaction costs, other benefits include convenience and flex-
ibility. Informal finance can also be used to mobilize savings.
Finally, it is impossible for financial institutions, even semi-
formal ones, to fully replicate the benefits of informal finance
due to greater accountability and the costs associated with
such greater accountability, such as documentation costs.

50. Mr. Stuart Rutherford, Institute of Development
Policy and Management, University of Manchester, and
Founder and Chairman of SafeSave, Bangladesh, made a
presentation on How Do Poor People Manage Their Money?
The presentation was based on what was learned during the
course of a ‘financial diaries’ research project carried out by
the Institute for Development Policy and Management (IDPM)
at the University of Manchester as part of the ‘Finance and
Development’ program. The project was assisted by the De-
partment for International Development (DFID) of the UK,
and is part of a larger scheme of research which includes work
carried out in India and (in collaboration with MicroSave-
Africa) in East Africa. The overall objectives are ‘to shed more
light on how poor households manage their finances and, in
particular, how and why they make use of financial services
and devices’. The intended audience was anyone involved in
or assisting with the development of improved financial ser-
vices for low-income groups in developing countries—mi-
cro-finance practitioners, their backers such as donors, and
policymakers and academics.

51. In October 1999, 42 low-income households in Bangladesh
agreed to co-operate with researchers to write year-long “fi-
nancial management diaries”. Twice a month for the full year,
the researcher and one or more of the adult members of each
household held a lengthy interview during which they re-
corded, as best they could, the household’s money manage-
ment transactions. This did not mean income and expenditure
flows. By ‘money management transactions’ it was the vari-
ous ways in which the household’s cash flow was manipu-
lated—how and where and in what amount and for how long
money was saved or otherwise stored, how and when loans
were obtained and repaid, and how debts were deferred or
advance payments received, along with details of all the in-
stitutions and people and devices involved, and accompanied
by a running commentary on exactly why the various mem-
bers of the household got involved in these transactions and
what they felt about them. The ambition was to paint a pic-
ture of the real-life financial preferences and behavior of poor
people that would be unrivalled in its detail and accuracy, and
unusually rich in its ability to relate that behavior to its eco-
nomic, social and psychological context.

52. There are three clear lessons that emerge from this re-
search project. The first lesson is the urgent need to better
understand the nature of poor households’ demand for finan-
cial services. Our conversations with poor households sug-
gest that their needs for financial services are not dissimilar
to those for other groups, and may in some respects be even
more intense. Like the rest of us, they need first to find safe
places where money can be stored, especially while it builds
up into a lump sum, or into a repayment on a borrowed lump
sum, and second, they need quick access to overdraft facili-
ties or other forms of small-scale household credit. Indeed,
they may need these basic banking services even more inten-
sively than other groups of people, since their small and ir-
regular incomes lead to a need for a place to build even very



ADBI Executive Summary Series No. S60/02 9

modest sums for everyday purchases other than the absolute
basics of food and fuel (and sometimes even for them). The
micro-finance industry is beginning to understand this demand
(that is, the industry acknowledges ever more frequently than
that micro-finance is not exclusively about loans for micro-
enterprises run by poor women), but much work needs to be
done by practitioners (on product and delivery design) and
regulators (on enabling and encouraging micro-finance op-
erators to offer current and savings accounts): donors and
academics may be able to help push forward both agendas.

53. The second main lesson is that there is a need for a better
understanding of potential demand. A striking finding is the
almost total lack of long-term asset and debt management ser-
vices. Formal banks offer these services in theory but are un-
able to attract poor clients. The semi-formal sector (the MFIs)
has largely ignored it. The informal sector is so ill-equipped to
offer it that when it occurs it does so by default—long-term
debt is usually the result of long-term failure to repay, and long-
term assets most often take the form of money that has got
stuck up in a bad loan or with an unreliable money guard.

54. Consequently, it was found there were almost no ex-
amples of major household financial assets nor liabilities: for
almost all households annual flows into and out of money
management instruments exceeded the end-of-year values of
their financial assets and liabilities by a big margin. Instead,
on one hand, the respondents quickly transferred cash into
other kinds of asset (livestock, machinery, precious metals,
real estate), and on the other managed their livelihoods so as
to make do without long-term debt. They may be wise to do
so—this is not the place to enter into that discussion—but it
must surely be the case that they would be better off if they at
least had the option to construct longer-term financial rela-
tionships with reliable institutions. Here again it demonstrated
that there is need for a lot of thoughtful product-design and
sensitive regulation.

55. The third main lesson is the overarching need to improve
reliability in the provision of financial services to the poor. Re-
liability is the quality that, above all others, is conspicuously
missing in the world of money management of the poor—and
the poor themselves know it. It is a fact of life that informal
services tend to be unreliable—they are for the most part in the
hands of individuals who lack the institutional means to con-
trol quality—and as one has learned, unfortunately, to expect
government-owned banks to perform unreliably. But the sad-
dest finding of the study is that too many MFIs (and their back-
ers) have yet to understand that this leaves them with a golden
opportunity to steal a march on the competition. With a few
honorable exceptions (ASA and Shakti stand out as such in
this study), MFIs turn out to be less reliable than their clients
deserve and the micro-finance community should demand. They
abuse their position of power over their poor clients by arbi-
trarily manipulating their rules—changing them without no-
tice, keeping them ambiguous, or ignoring them. Book-keeping
is often sloppy, so that clients often loose a proportion of their

savings when they close accounts. Above all, MFIs too often
fail to keep their word, promising loans to keep clients happy
and then making excuses.

56. Change will no doubt finally arrive as a by-product of
competition between MFIs. But one needs to be more pa-
tient. Doing something here and now requires a change of
heart from the MFIs: they need to drop the self-congratula-
tory aura that they bask in and become more self-critical.
Donors can help by shifting the focus of their evaluations to
issues of quality, and academics by conducting studies that
include assessments of performance using criteria that go
beyond measurements of outreach and sustainability.

57. In the open discussion following his presentation, Ruth-
erford reiterated that the poor use financial services for a wide
range of purposes and not just for directly economically pro-
ductive purposes. It is important to recognize that those other
uses are no less important than directly productive uses in
improving the poor’s quality of life. The priority for MFIs in
the 21st century must be to provide basic banking services for
the poor. In particular, they must shift their primary focus
toward making deposit-making more convenient and less
costly for the poor. A steady supply of savings is a pre-condi-
tion for all financial services.

58. In response to an inquiry, Rutherford responded that he
found no evidence that multiple membership in several dif-
ferent MFIs’ damaged borrowers’ welfare. The existence of
many MFIs in an area did not encourage the poor to borrow
beyond their repayment ability. If anything, some MFIs them-
selves face difficulties due to poor management and intense
competition. In response to another question, Rutherford re-
plied that in terms of impact, there was little evidence of MFI
loans making a high-impact contribution to the welfare of poor
borrowers. Although formal information mechanisms such as
credit bureaus are absent, MFIs in a particular locality do ex-
change information about borrowers with one another.

59. In response to a question about whether the low market
share of MFIs even in Bangladesh, a country widely cited as
an MFI success story, is a cause for pessimism regarding the
future of MFIs in other countries, Rutherford strongly dis-
agreed. In fact, the low market share signals large opportuni-
ties for future expansion. New product designs and better
delivery mechanisms will lead to a bigger market share and
make the whole MFI sector more reliable. MFIs should focus
on product variegation and greater reliability. MFIs can af-
ford to be more reliable than informal lenders, and this is in
fact a big advantage of MFIs over informal lenders.

60. Rutherford agreed with a participant that the provision
of basic banking services for the poor, while desirable in
theory, faced many obstacles in practice. However, transac-
tion costs are unlikely to be a major obstacle since the MFIs
have already achieved a high level of outreach among the poor.
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Rutherford also clarified that the poor prefer informal lend-
ers over MFIs even for directly income-generating activities.
Finally, the allegedly higher interest rate charged by money-
lenders partially reflects their greater tolerance of bad loans
relative to formal and semi-formal institutions.

61. Mr. David C. Richardson, Senior Manager of Tech-
nical Development, World Council of Credit Unions, U.S.,
made a presentation on Can Credit Unions Reach the Poor
on a Sustainable Basis? Credit unions operate in many dif-
ferent countries and environments around the world. They
cater to a broad range of people in different economic and
social strata, and exist solely to meet the financial needs of
their diverse membership. They offer a wide range of finan-
cial services and products, such as savings, loan and insur-
ance, and operate with the philosophy that by reaching out to
diverse groups of people, they can meet most of the groups’
financial needs through the principle of mutual self-help.

62. Generally, two types of credit unions operate in the world:
open-bond and closed-bond. The bond, or field of member-
ship, refers to the type of people who may join. An open-bond
credit union typically operates in a community-based setting
where any person of the community may join. A closed-bond
credit union, on the other hand, is typically one that is orga-
nized by a business employer and set up exclusively for the
employees of the business. In either setting, there should exist
some type of affinity among membership, even it is only for
satisfying financial needs. In the developing countries of the
world, the trend is toward the open-bond model, because of the
need for large numbers of people and large volume of resources
in order for the credit union to be competitive and viable.

63. The micro-finance industry of today often ignores the
potential of credit unions as financial service intermediaries
because they are seen as failed models, a legacy of the pro-
duction credit programs of the 1970s and 1980s, when inter-
national donors such as the US Agency for International
Development (USAID) used credit unions as channels for
credit to small farmers. Those programs left credit unions with
misguided operating policies and procedures, a belief that bor-
rowers were more important than savers, and a dependence
on external capital, which brought many to the verge of col-
lapse when the donor spigot was turned off.

64. The external support from donors severely weakened
the credit unions by creating an external dependency that
was unsustainable. Rather than building viable, community-
based financial service institutions, the donors and govern-
ment bureaucrats used them as single-purpose channels for
subsidized production credit programs. The potential for
savings was ignored because the poor were thought to be
unable to save, and lending policies were designed to trans-
fer as much credit as possible to small farmers, often ignor-
ing capacity-to-pay and/or guarantees to ensure good loan
recovery. When loan delinquency rates increased and donor
interest shifted, credit unions that relied on donor resources

to finance their lending were left illiquid, unprofitable, and
insolvent. This image has remained frozen in the minds of
many micro-finance professionals who have no apparent
desire to revisit the credit union paradigm and look for new
ways to make these 150-year-old institutions relevant for
poor people living at present.

65. However, a powerful, new operating methodology—com-
mercialization—has revolutionized credit unions. In the late
1980s, the World Council of Credit Unions (WOCCU) em-
barked on a new strategy to renovate and strengthen credit
unions using a commercially oriented operating methodol-
ogy. WOCCU had come to realize that donor-funded lines of
credit were not a panacea for poverty alleviation, and that
donor funding did not provide a good framework around which
to build sustainable institutions.

66. Through trial and error, a new methodology emerged with
10 linked components: (i) accounting and reporting transpar-
ency, (ii) financial discipline and prudential standards, (iii)
operating efficiency, (iv) financial restructuring, (v) physical
image enhancement, (vi) savings mobilization, (vii) product
diversification, (viii) aggressive market penetration and ex-
pansion of new market niches, (ix) PEARLS (Protection, Ef-
fective Financial Structure, Asset Quality, Rate of Return and
Cost, Liquidity, Signs of Growth) monitoring system, and (x)
stakeholder equilibrium between share savers, depositors,
employees and borrowers.

67. This methodology has transformed credit unions into
commercially vibrant, highly efficient MFIs that often reach
many low- and middle-income clients with a broader mix of
financial products and services at more favorable interest rates
than do many of the leading micro-finance NGOs around the
world. Even though reformed or commercialized credit unions
are still a small minority in emerging nations, there are enough
concrete examples of these reformed institutions in different
cultural and economic settings to suggest that they are wor-
thy of a second look, because many of these ideas and prin-
ciples are relevant not only for credit unions, but for NGOs as
well, as they embark on a strategy to operate on more market-
based, commercial principles. As credit unions and NGOs
become more commercial, there emerges a great convergence
between the two entities, as they both have very similar oper-
ating policies, financial products and services, and clientele.
Their collective goal is to maximize their outreach to the poor
and disenfranchised people of the world.

68. In the discussion pursuant to his presentation, Richardson
emphasized the importance of operating efficiency in achiev-
ing sustainability. In El Salvador, credit unions’ operating
expenses were significantly lower than that of a leading MFI,
and this led to a significantly lower interest rate on loans as
well as a somewhat higher rate of return on assets (ROA).
Richardson also pointed out that in many developing coun-
tries, credit unions had already achieved a high degree of out-
reach among the poor. Furthermore, there is every reason to
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believe credit unions will continue to play a meaningful and
growing role in providing financial services for the poor.

69. One participant wondered whether credit unions in de-
veloping countries were generally subject to minimum capi-
tal requirements. Richardson replied that such requirements
differed from country to country but they work against the
grassroots nature of credit unions, which is a small group of
people getting together, pooling their resources, and provid-
ing each other financial services from those resources. That
is, large minimum capital requirements are likely to dilute
the potential benefits of credit unions for the poor. Neverthe-
less, the general tendency among credit unions is smaller to-
tal number and larger average size.

70. WOCCU defines delinquency as starting from one month,
and non-performing as starting from one year. In response to
a question about whether WOCCU’s provision of 35 percent
for delinquent loans is too strict and excessive, Richardson
responded that the underlying idea was to build up a pool of
reserves against non-performing loans. This will help ensure
the safety and soundness of banks. While such high provi-
sioning against delinquent loans may not be suitable for all
types of financial institutions, they clearly helped credit unions
to provide against non-performing loans and thus achieve
greater safety. WOCCU had arrived at the figure of 35 per-
cent by studying the delinquency curve—i.e. average tenden-
cies over time. In response to another inquiry, Richardson
pointed out that accountants and other credit union personnel
are often high school graduates, and therefore it is possible to
attract them with market wages.

71. Dr. Geetha Nagarajan, Independent Consultant, Ru-
ral and Micro Finance, U.S., gave a presentation on New
Product Development to Deepen Poverty Reach of Finan-
cial Institutions. Financial markets become unviable, irrel-
evant and fail to fulfill the development role when financial
products fail to attract clients or cannot sustain relationships
between clients and the institutions.  Innovative products suc-
cessfully stimulate and facilitate transactions and help devel-
opment. The new development finance postulates that success
of micro-finance programs is judged by their ability to reach
the unbankable sustainably.  The success in outreach is ex-
amined for the breadth, depth, quality, length, cost and vari-
ety of products. The quantitative dimension of outreach can
be measured by the number of clients, average loan size, per-
centage of loans to clientele below the poverty line, percent-
age of female clients, length and costs of the services. Quality
of outreach can be assessed by the range of products offered
to the poor, the level of transaction costs levied on them, and
the extent of client satisfaction.

72. A few decades ago, a group of careful market research-
ers in Chittagong, Bangladesh, launched a new product called
micro-credit to serve the poorest.  Several types of loan prod-
ucts are now delivered through innovative methodologies such
as individual loans, solidarity groups and village banks. In

addition, with emphasis on micro-finance, the MFIs are ven-
turing into offering diverse types of products including, sav-
ings, insurance, leasing and remittances.  Each of these
products is further detailed thus presenting a broad menu of
options for the clientele.  Mature MFIs are on the forefront as
innovators of new products.  New MFIs are not falling be-
hind—they replicate or modify the new products developed
by mature MFIs; some even develop new products to effec-
tively compete with mature MFIs. It is now rare to find MFIs
with only a single product in their portfolio.

73. The availability of a wide array of products tends to in-
dicate that micro-finance is flexible to meet various demand
for financial services by the poor.  Nonetheless, studies now
show the shallow outreach of the MFIs, especially in terms of
outreach to the poorest and inconclusive evidence on long
lasting impact of micro-finance on their clientele. Client dis-
satisfaction resulting in drop-outs, delinquency, overlapping
and increased participation in informal markets are observed
especially in mature markets like Bangladesh and Bolivia.
An intriguing issue is whether new products can improve qual-
ity of outreach to satisfy clients and lead to sustainable insti-
tutions that can efficiently serve the poorest.

74. MFIs have been innovative to reduce costs to become sus-
tainable and improve outreach (Larivière and Martin, 1999).
These efforts are broadly classified as innovations in products,
technology, strategy and institutional forms.  Product innova-
tions refer to the financial services offered by MFIs to indi-
viduals or groups and may include new financial services to
meet specific demands and more flexible terms to promote wider
and deeper outreach. Technological innovations imply improved
technologies used in delivering the financial services to im-
prove efficiency and sustainability and comprise of collective
lending, screening tools, alternatives to traditional collateral,
selective access mechanisms, repayment incentive schemes,
mobile banking, monitoring and evaluation systems, and train-
ing programs. Strategic innovations may include strategic mar-
ket development planning, strategic financial planning toward
financial sustainability, and information sharing systems among
MFIs to increase wider outreach without sacrificing
sustainability. Institutional innovations may involve changing
the MFI legal status, creating new institutions or alliances, and
changing MFI governance rules to increase both short run out-
reach and long-term sustainability.

75. There are three main conclusions to be drawn about the
effect of new product development on the poverty outreach
of financial institutions. First, new product is not for every
MFI. New product development is a very costly and a time
consuming process. If new products are essential and devel-
oped to meet client specifications, appropriate costing of the
products is essential to adequately price the product along
with devising cost efficient mechanisms to deliver the prod-
uct. Many MFIs may not be able to deliver the new products
effectively. The MFI needs to train staff to service new prod-
ucts and clients, revise and strengthen internal controls to pre-
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vent fraud and maintain client confidence, develop more com-
plex procedures for liquidity management, and modify MIS
systems to provide monitoring information. This requires a
fundamental reengineering of the organizational and opera-
tional systems of a MFI to calibrate for the production and
delivery of new products. This may not be palatable to many
MFIs. Also, few MFIs can bear the cost of such required
changes. While age may not impede an MFI from developing
a new product, the capacity and ability to track the perfor-
mance for monitoring and ability to modify based on feed-
back considerably affect the ability of a MFI to develop and
deliver new products.

76. Second, new products are double-edged sword. While
new product development may be essential to cater to the di-
verse and growing demand for micro-finance services other
than just credit, it is not easy to develop new products. It has
been costly and requires scale for generating adequate returns.
Impatience in introduction of new products without adequate
market research may do more harm than good. With a careful
and systematic process, new products can be developed and
launched for achieving the desired effect. With a frenzied
approach, product proliferation may occur with no economies
of scale or scope to reduce costs to become efficient and prof-
itable. There may also be confusion among staff and the cli-
ents, complexity of delivery and tracking systems and, in
extreme cases, cannibalization of existing products leading
to collapse of MFIs image among the clientele.

77. Third, new products are not the only solution to deepen
outreach. Increasing the outreach and impacting the poorest
with micro-finance requires a demand driven approach by fo-
cusing on clients, listening to their demands and preferences,
and learning about their financial strategies. Understanding
client behavior requires an awareness of the economic goals
of poor households, of how poor people manage resources
and activities, and how they deal with risks (Sebstad and
Cohen, 2001). Their requirements can be met through several
ways of which new products may only be one of the options.
It is impossible to develop need specific products when the
poorest exhibit diverse needs that require financial and non-
financial support. The available products can be made more
flexible in their terms and conditions to meet complimentary
requirements.  Outreach can be achieved a lot easier through
product refinement by adjusting the maturity of the product
and payment structure, and by offering flexibility and ease of
access to reduce transaction costs.

78. In the discussion following her presentation, Nagarajan
pointed out that client requirements are diverse. Conventional
micro-finance products are not meeting all of client demands,
and there is clearly client demand for new products. How-
ever, there is no conclusive evidence with respect to the out-
reach, sustainability and impact of new products. Some
alternative options instead of new products are product re-
finement, improving the quality of services and delivery
mechanism, a financial product plus (non-financial services)

approach, and developing linkages and partnerships. Further-
more, you do not need new products for every client require-
ment. In some cases, it may be better to stick with a good
existing product instead of spending resources on new prod-
ucts with payoffs that are uncertain or limited at best.

79. A resource speaker emphatically agreed with the need
for a demand-driven innovation process based on client needs.
But developing new products may be a costly and time-con-
suming process so that alternative options such as product
refinement may be worth considering. However, even for the
alternative options, it is essentially that they be demand-driven.
In response to an inquiry about whether savings products might
be more important for MFI clients than loan products,
Nagarajan agreed but noted that this does not reduce the need
for new, more cost-effective loan products better tailored to
the clients’ needs.

80. In response to an inquiry, Nagarajan pointed out that
cannibalization by new products is harmful when a good, high-
demand existing product suffers loss of scale and sustainability
as a result. Although there have been some attempts to link
savings products with insurance products, the evidence is
mixed with respect to the effectiveness of such linkages. Gen-
erally, MFIs lack the skills and capacity to provide insurance
products. Furthermore, insurance may not be complementary
with other MFI products, and this raises overall costs and thus
damages sustainability.

81. Dr. Nimal Fernando, Principal Rural Finance Spe-
cialist, Agriculture, Natural Resources and Social Sectors
Division, ADB, made a presentation on the Micro-Finance
Development Strategy of the ADB. Micro-finance is de-
fined as the provision of a broad range of financial services
such as deposits, loans, payment services, money transfers,
and insurance to poor and low-income households and their
micro-enterprises. There are three types of sources of micro-
finance—formal, semi-formal and informal. There are sev-
eral reasons why the ADB needs a micro-finance strategy.
One is the changed landscape of micro-finance. Others are
the fact that the ADB has limited resources and its need for a
consistent framework to guide its operations in this area.

82. In terms of the current status of the micro-finance indus-
try in the region, there is a vast potential demand for the
industry’s products due to the presence of 900 million poor
people. The demand is not only vast but also diverse, in terms
of the variety of products and variety of purposes. On the
supply side, there is a wide array of suppliers, along with a
growing involvement of formal and semi-formal sources. Al-
though institutional private sector players have begun to en-
ter the industry, informal sources continue to dominate.

83. Unfortunately, the micro-finance industry in Asia is cur-
rently suffering from a number of serious structural problems.
The policy environment is not conducive, the financial infra-
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structure is inadequate and the retail institutional capacity is
limited. In addition, investments in agriculture and rural de-
velopment remain inadequate, as do investments in social de-
velopment.

84. The point of departure for ADB’s micro-finance devel-
opment strategy is a recognition that vast amount of resources
are needed for micro-finance development. Therefore, the
ADB alone cannot meet this demand and instead, it has to
play an essentially catalytic role. So the key issue is how the
ADB can serve as a catalyst. In this context, the ADB can
leverage its assistance to bring about policy reforms, support
financial infrastructure, and support the development of vi-
able MFIs. The ADB can also support the development of
financial technology and innovative programs as well as sup-
port social development.

85. In terms of selectivity in operations, the ADB will need
to select the developing member countries (DMCs) for assis-
tance, type of assistance, and institutions for assistance. It is
also likely to focus on the rural sector. In terms of its strategic
focus, the key considerations are the policy environment, fi-
nancial infrastructure, institutional development, pro-poor
innovations, and social intermediation. In terms of implement-
ing its micro-finance development strategy, the ADB aims to
mainstream its operations as well as achieve a more effective
and efficient use of its existing modalities of assistance. Fur-
thermore, the ADB seeks to enhance its private sector opera-
tions in micro-finance, build up its institutional capacity, and
improve donor coordination.

86. In the discussion pursuant to his presentation, Fernando
stressed that in some developing countries with rudimentary
financial systems, there is a role for central banks in micro-
finance. But that role must be a promotional one rather than
direct provision of micro-finance. Examples of promotion
include training, dissemination of best practice, and research.
In terms of improving the policy environment, the focus must
be on broadening the scope of financial reform to encompass
micro-finance. In addition, non-financial policy reform that
impinges on the effectiveness of micro-finance must also be
encouraged. Pro-poor innovations entail positive entails that
the innovator may not be able to capture so ADB provides
some support for innovative activities. Fernando also ex-
pressed his support for a greater role of institutional private
sector in micro-finance.

87. In response to a resource speaker’s inquiry about whether
a contraction of donor funds was pushing ADB toward a
greater reliance on commercial sources of funds and saving
mobilization, Fernando responded that ADB’s micro-finance
portfolio will continue to grow. However, ADB will exercise
greater selectivity to ensure higher overall project quality. One
way in which the ADB is pursuing this objective is through
peer review of its micro-finance projects.

88. In response to another question, Fernando pointed out
that ADB’s micro-finance focus was still on loans rather than

savings mobilization. One reason was that ADB’s resources
in micro-finance was largely channelled through NGOs, and
the poor do not have strong confidence about the safety of
making deposits in NGOs. However, to the extent that loans
strengthen the income generating capacity of borrowers and
hence their capacity to save, there is ultimately no conflict
between the savings and loan components of micro-finance.
On the other hand, the availability of borrowing channels can
potentially discourage saving but the ADB is paying closer
attention to such effects. Finally, in response to a comment,
Fernando agreed that although it may be possible to foster
MFIs that specialize in taking deposits and others that spe-
cialize in lending, there are likely to be efficiency gains from
performing both.

Case Studies on the Role of Financial
Intermediaries in Poverty Reduction

89. Miss Lois Kitsch, Project Director, World Council of
Credit Unions (WOCCU), opened the session with a pre-
sentation on Financial Services for the Poor through a
Credit Union—Case Study from the Philippines. CUES
Philippines, a WOCCU development project, seeks to trans-
fer micro-finance technology through two channels—model
credit union building (MCUB) and savings and credit with
education (SCWE). MCUB involves credit union institutional
strengthening, saving mobilization and marketing focus, credit
administration, safety and soundness, training, and short-term
technical assistance. SCWE involves integrated financial and
education delivery system, access to financial services tar-
geting very poor rural women, non-formal education in high-
impact topics, and formation of savings and credit associations.

90. Discussing SCWE in greater detail, Kitsch said that
SCWE was a tightly integrated financial and education ser-
vice designed for low income, economically active women
capable of engaging successfully in micro-enterprises. SCWE
has a savings component consisting of both mandatory and
voluntary savings, a lending component, and an education
component. SCWE begins with finding the right cooperative,
the right community, and the right women. A SCWE coop-
erative must have sufficient liquidity and quality management,
as well as be willing to change policies. A SCWE community
must be in an economically depressed area, yet have poten-
tial for economic activities and growth. SCWE members must
have no access to formal financial services, have low family
income, and be capable of successful micro-enterprise. In
addition, they must be willing to belong to a group, be will-
ing to guarantee other women’s loans, and be willing to learn
and adopt new practices.

91. In terms of forming a savings and credit association
(SCA), the first requirement is at least five women forming a
solidarity group based on mutual trust and respect. At least
five such groups jointly form an association. Members who
express interest can become associate members. The next steps
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are SCA orientation training about basic rules and expecta-
tions, and the election of the management committee. The
management committee consists of a president, treasurer, sec-
retary, education animator, and auditor.

92. SCA weekly meetings, which are run by the manage-
ment committee, entail five main activities. Savings for re-
payment of loans and personal use are collected. Money is
counted, recorded and books are balanced. Learning sessions
are conducted. SCA management issues are resolved. Rela-
tionships are built. Members can continue to receive services
if they pay all loans in full and on time, meet required sav-
ings, and fulfil certain other conditions. SCA members have
the option of graduating to coop if they have a good track and
the SCA can no longer serve their needs. SCWE is profitable
and has the potential for long-term sustainability. As such, it
improves the cooperative’s financial position by increasing
the volume of savings and loan portfolio, enhancing the qual-
ity of the loan portfolio, enhances cooperative image and out-
reach, and promotes rapid growth of financially responsible
members. Therefore, SCWE effectively complements MCUB.

93. Another program that significantly improves the effi-
ciency and viability of trade unions in the Philippines is CUTE
(Credit Union Trainers for Empowerment). This is a training
program aimed at institutionalizing and solidifying fundamen-
tal changes in the union leadership’s philosophy. This will
help to insure a steady stream of union leaders committed to
financial discipline.

94. In the open discussion following her presentation, Kitsch
explained the rapid recent growth of credit unions in the Phil-
ippines. Encouraging greater financial discipline among mem-
bers, along with the members’ growing recognition that credit
unions are a financial rather than a social organization, has
resulted in a sharp reduction in delinquency. This has led to a
strong growth in net institutional capital and assets, and more
generally, safer and sounder institutions. In fact, safety and
soundness is the new core guiding principle of the credit
unions.

95. Financial discipline has also contributed toward saving
mobilization. Savings have increased to such an extent that
savings now exceed loans, and the credit unions’ dependence
on external source of funds has dropped sharply. The reduc-
tion of dependence on external sources has, in turn, contrib-
uted toward greater financial viability of the credit unions.
The unions’ marketing campaigns, some of which are aimed
at the young, are aimed at encouraging savings and financial
discipline. The most efficient credit unions are awarded the
FOCUSS brand on a highly selective basis.

96. In response to an inquiry about regulation, supervision
and monitoring, Kitsch responded that the credit unions es-
sentially audit themselves through WOCCU’s PEARLS moni-
toring system. The results of the monitoring are reported to
the CUES headquarters for further evaluation. Kitsch fully

agreed that regulation and supervision are absolutely essen-
tial for the safety and soundness of the cooperatives, and CUES
is planning to work on certification boards and other mecha-
nisms that will further enhance self-regulation.

97. Another participant asked whether SCWE extended loans
for purposes other than income-generating activities. Kitsch
replied that this was not the case, but the vast majority of
women do appear to be capable of at least some types of mi-
cro-enterprises. Furthermore, SCWE helps women identify
potential income-generating activities in its education com-
ponent. In response to another question, Kitsch answered that
loans to coop members are not linked to their share capital.
Instead, they depend primarily on ability to repay, with col-
lateral as a last resort.

98. A participant noted that in some countries coop board
members are politically motivated, with negative conse-
quences for the coop’s efficiency. Kitsch agreed and pointed
out the importance of educating board members about the
segregation of duties and responsibilities. The board’s busi-
ness is to approve policy, not loans. In addition, effective in-
ternal controls will help to prevent misconduct by board
members and this is in fact the case in the Philippines. Again,
strong regulation and supervision is essential.

99. Mr. Shafiqual H. Choudhury, Managing Director, As-
sociation for Social Advancement (ASA), Bangladesh, made
a presentation on Financial Services for the Poor through a
NGO-MFI: the Case of ASA in Bangladesh. ASA seeks to
promote social and economic development of Bangladesh, and
make s significant improvement in the well-being of the poor.
ASA’s institutional mission is to support and strengthen the
low-income sector of the economy by facilitating, dispersing
and expanding savings and credit to those who lack access.
ASA’s objectives are three-fold: First, to alleviate poverty and
improve the quality of the life of the poor by offering micro-
finance services. Second, to serve a large number of the poor.
Third, to maintain institutional self-sufficiency.

100. ASA focuses and specializes in only micro-finance. De-
mand for credit was high, the root cause of social injustice
was poverty, and thus financial issues became more impor-
tant for the poor than any other issue. Furthermore, the focus
and concentration on micro-finance allow ASA to maximize
efficiency and not dilute its human and financial resources in
other non-financial programs. By focusing on standardized
financial services, ASA enables its entire organization to func-
tion uniformly without competing agendas.

101. ASA’s motivation to maximize operational efficiency
emanates from a desire to achieve donor-free sustainable
growth, increase outreach and serve more poor clients, im-
prove transparency in operations, and gain the capacity to
pursue long-term and sustainable operations. ASA’s top man-
agement believes in participatory and decentralized manage-
ment processes that enable field level management to make
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independent and timely decisions. Simultaneously, ASA con-
tinuously innovates to achieve lower costs—e.g. more sim-
plification introduced in record keeping and loan tracking.

102. In order to maximize operational efficiency, ASA closely
analyses market characteristics. Target areas are strategically
chosen in high population density areas and clients, who are
mostly poor women with less than 0.5 acres of land, are care-
fully identified through community consultation and cross-
checking from local residents. Its loan products are small loans
($105-$351) and small business loans ($263-$877), whose
key success factors are need-based flexible products and mini-
mum administrative work. ASA’s main savings product is
weekly savings whose key success factors include withdrawal
facilities and transparent accounting. As a result of problems
in recovering outstanding loans from the family of the de-
ceased, ASA also introduced loan linkage life insurance.

103. There are three main elements in ASA’s corporate cul-
ture. First, while ASA enforces strict discipline, it also pro-
tects staff rights by encouraging professional and courteous
behaviour. Second, top management practices and efficiency
measures are introduced that are automatically followed by
lower management. Third, rewards for compliance and penal-
ties for disobeying instructions are enforced. The key drivers
of its efficiency have been standardization, decentralization,
innovation, and cost reduction strategies. The strongest evi-
dence of ASA’s efficiency is a high level of client satisfaction,
reflected in an explosive growth in the number of borrowers
from about 85,000 in 1992 to around 1,400,000 in 2001. There
is also substantial evidence that its financial services have
had a positive impact on client welfare. ASA’s experience
shows the critical importance of operational efficiency in MFI
success.

104. In the open discussion pursuant to his presentation,
Choudhury pointed out that if the overriding objective of mi-
cro-finance is to provide financial services to as many poor
people as possible in the shortest possible time horizon, a
minimalist approach focusing only in finance might be most
effective. The alternative credit plus approach that combines
financial services with education, health, training and other
non-financial activities entails the risk of diluting scarce re-
sources, with adverse impact on specialization and efficiency.
Furthermore, even though ASA has not had much success in
savings mobilization, its provision of loans and credit prod-
ucts still have had a positive impact on the quality of life for
the poor.

105. A resource speaker pointed out that ASA was one of few
MFIs that have managed to achieve significant efficiency gains
by consciously reducing its operational costs. Choudhury
noted that ASA started out as an NGO, and will remain an
NGO in the foreseeable future. In response to a question about
funding from external sources, Choudhury responded that
ASA initially obtained funds from grants but on more com-
mercial terms since 1994. Because ASA depends primarily

on external funding rather than savings mobilization, there is
no regulatory role for central banks.

106. Responding to a question about ASA’s ineffectiveness in
mobilizing savings, Choudhury pointed out that is often diffi-
cult for the rural poor to save throughout the year. Instead, they
will typically be able to save only during some parts of the
year, only to withdraw their savings during other parts of the
year. In light of the availability of financing from PKSF, the
main wholesale micro-finance institution in Bangladesh, and
the substantial costs involved in mobilizing savings, it is more
economical for ASA to rely on PKSF. Furthermore, there are
not enough lending opportunities to invest savings, even if ASA
can successfully mobilize savings. Although PKSF funding has
undoubtedly contributed to its growth, it is likely that ASA will
survive and grow even in the absence of such funding. This is
because ASA has achieved creditworthiness through its high
efficiency, and some foreign private institutional investors have
already begun to express interest. Although its group members
are not liable for each other’s loans, the group still serves to
lower transaction costs. Loan linkage life insurance is feasible
in ASA because of its large membership.

107. Mr. Don Johnston, Jr., Chief of Party, Harvard/BRI
Banking Project, Harvard Institute for International
Development, gave a presentation on Financial Services
for the Poor through a State-Owned Bank—the Case of
the Unit System of Bank Rakyat Indonesia (BRI). By
far the best-known Indonesian micro-finance institution is the
Unit System of Bank Rakyat Indonesia.  This system is one
of the great success stories in micro-finance. Though it has
also been an active corporate lender, a leading lender for small
and medium enterprises (with over 36,000 SME loans out-
standing from 323 branches), and the main channel for sev-
eral government credit programs, Bank Rakyat Indonesia is
best known internationally for the success of the BRI Units.

108. The BRI Units offer basic non-subsidized credit and sav-
ings services to their customers, mainly low income house-
holds and micro enterprises in rural areas and small towns.  A
Unit is a small bank office with four to eleven staff recruited
from the local area and trained at one of the bank’s six re-
gional training centers. Originally founded as a system for
channeling subsidized agricultural credit, the BRI Unit sys-
tem was converted to a fully commercial basis in 1984. Each
Unit is expected to cover its costs and return a profit.

109. At present, more than 95 percent of the Units are profit-
able, and few Units show losses two years in a row. Without
exclusively targeting the poor, the BRI Units have assisted
hundreds of thousands of households in lifting themselves
out of absolute poverty over the past decade. Through the Unit
system, BRI achieves by far the widest outreach of any Indo-
nesian financial institution, and a recent impact study has con-
firmed both that the Units lend to households with a wide
range of incomes, including significant numbers of poor
households.
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110. How does one account for the sustained success of BRI
in building its micro-finance business? Some of the most im-
portant factors in the success of the institution include the
following: the existence of a market, favorable initial condi-
tions, profit-focused operations, active supervision, organi-
zational support, and conducive external factors.

111. What are the lessons of the BRI experience for the po-
tential role of state banks in micro-finance. For Indonesia,
the BRI Units represent a unique resource: it is the only rural
financial infrastructure in most areas. Similarly, state banks
represent a scarce and potentially invaluable financial infra-
structure in many developing countries with poor private sec-
tor coverage. Furthermore, BRI’s experience shows that with
the right policy support, state banks can serve as a platform
for successful commercial micro-finance and rural financial
intermediation.

112. If the commercial micro-finance effort succeeds within
a state bank, internal culture clash is inevitable—not so much
along the formal/informal divide, but between the truly com-
mercial approach within micro-finance and a more conven-
tional (unfortunately) approach focusing merely on growth,
portfolio maintenance, allocation to favored industries, or
other intermediate goals. The key to overcoming this cul-
ture clash is to carry out true commercialization of small,
medium, and corporate loans, too. Only then is it possible
to “re-integrate” the bank and provide growing customers
with the services they need without putting the commercial
success of the micro-finance business at risk. Though inter-
nal culture clash is a serious risk, there are also potentially
powerful reasons for keeping the micro-finance activity in-
side the bank: to provide political cover and facilitate cus-
tomer graduation, to name two of the most important factors
for BRI.

113. As a state bank’s micro-finance operations achieve suc-
cess and scale, basic governance issues play an ever-greater
role in sustainability: Does the Government support and re-
quire honest professionalism at the top level? Is the Govern-
ment insisting on transparency and consistent performance
standards among the bank’s principal portfolios and activi-
ties as well as across state banks?  Is the Government acting
rationally and in the long-term interests of the institution in
its dividend and investment policies?

114. In the open discussion pursuant to his presentation,
Johnston argued that most of the poor do not require a credit
plus approach. Instead, a minimalist approach providing only
financial services is more appropriate because many poor
people are already capable of effectively utilizing financial
services. This means that although micro-finance is not a pana-
cea for poverty reduction, it can make a big difference in pov-
erty reduction to the extent that credit is the only major missing
factor or ingredient in the poor’s self-empowerment process.

115. In response to a question about why BRI has relied on
individual lending rather than group lending, Johnston replied
that BRI had a history of relatively successful individual lend-
ing even before it became commercially oriented. Therefore,
BRI units saw no reason to switch to group lending just be-
cause it switched from providing credit on a subsidized basis
to doing so on a commercial basis. After commercialization,
BRI Units took 18 months to break even. There were no ma-
jor system changes or need for re-training staff as a result of
commercialization—the only significant difference was that
the interest rate on loans rose for 12 percent to 32 percent.
However, demand for BRI credit remained strong even after
the sharp increase in interest rates. Only after the demand for
loans was thus convincingly confirmed, BRI then began to
offer savings products.

116. Answering a question about how the BRI Units’ default
remained low, Johnston emphatically denied that it was the
legal system per se that was a major deterrent. However, the
threat of legal entanglement did have some deterrent effect.
Nominal collateral requirements also had some psychologi-
cal impact on borrowers. But much more importantly, clients
appear to highly value their credit relationship with the Units
because they are the most attractive credit option. In terms of
monopoly power, about half of all Units face substantial com-
petition for at least the larger savings. However, the Units
face significantly weaker competition on the lending side
largely because other financial institutions have only limited
interest in the micro-finance sector. Johnston concluded his
presentation by arguing that there is a role for large banks in
micro-finance because they can achieve greater operational
economies of scale.

117. Dr. Nimal Sanderatne and Prof. Richard Meyer
summed up the lessons from the three case studies by asking
What Do These Case Studies Tell Us? Sanderatne pointed
out that, above all, the three case studies show that there is no
single optimal model of financial service delivery for the poor.
That is, one size does not fit all. This refers not just to the
type—e.g. credit union, NGO, state bank, or others—but also
objectives, perspectives, strategies, and mechanisms. For ex-
ample, credit unions’ primary objective is savings mobiliza-
tion, while an NGO like ASA specializes in providing credit.
Despite their differences, all three case studies point to the
critical importance of reliability and sustainability in finan-
cial services for the poor.

118. Achieving reliability and sustainability depends on ef-
fective loan recovery, which in turn depends on financial dis-
cipline. The three cases also tell us that different institutions
encourage financial discipline differently. For example, credit
unions focus on promoting and mobilizing savings, while
NGOs such as ASA focus on cutting costs and cost recovery.
Serving the poor requires operational efficiency because high
administrative costs are ultimately passed on to the poor.
Group lending serves purposes other than lending, such as
reduction of transaction and information costs. Innovative and
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creative strategies for recovering loans, gathering informa-
tion about borrowers, disbursing loans, and other activities
requires understanding the local society and culture. What
may work in one culture may not work in another. There is
thus a need to serve the poor through a multiplicity of organi-
zations. A heterogeneous approach is better than a homoge-
neous approach, and in some cases, replication is preferable
to expansion.

119. Meyer also echoed Sanderatne’s belief that there is no
unique optimal institutional form of financial services for the
poor. However, it is important to recognize that the case stud-
ies are exceptional rather than representative. That is, they
represent the most successful examples of credit unions, NGOs
and state banks, respectively. As such, they show us the po-
tential contribution of each institutional form for poverty re-
duction. They also highlight the fact that while there is no
model institutional form, there are good practices and under-
lying principles that transcend institutional form. Furthermore,
we must accept that each institutional form has its own
strengths and weaknesses.

120. Turning to the topic of lending technology, Mayer
strongly felt that the poor share the wider general public’s
preference for individual financial transactions over group
financial transactions. It is also doubtful whether peer pres-
sure associated with group lending is in fact an effective means
of loan recovery. However, group lending can significantly
reduce transaction costs and there is a role for group lending
as beginning points for the poorest borrowers. However, it is
better to start with individual loans even for the very poorest.
Furthermore, individual lending provides more information
about individual borrower information, which is essential for
loan size growth.

121. Mayer also noted that there were many issues on the cli-
ent side in connection with savings mobilization—e.g. How
important is security? How important is liquidity? Greater
competition is always effective in improving the quality of
financial services and products, and the importance of trans-
parency at all levels in finance, including micro-finance, can-
not be over-emphasized. Proper accounting and auditing is
an area in which many NGOs have room for improvement.
Lack of transparency inevitably damages the sustainability
of financial institutions.

122. In the open discussion following Sanderatne and
Mayer’s remarks, a participant asked about the appropriate
regulation of MFIs. Mayer responded that the main regula-
tory framework (i.e. by central bank) is weak even for the
formal financial sector in many developing countries, so it
is unrealistic to burden the central bank with having to regu-
late MFIs. One option in theory is self-regulation, but in
practice self-regulation tends to be soft and ineffective. Regu-
lation by third parties such as PKSF in Bangladesh, while
theoretically plausible, entails possible conflict of interest

between developmental and regulatory objectives. Although
premature regulation of MFIs is harmful, prudential regula-
tion should protect savings in cases where savings products
are offered.

123. One participant argued that all of the 3 case studies
show that micro-finance, regardless of institutional form,
fails to reach the hard-core poor and in this sense, fails in
their broad mission. Sanderatne replied that micro-finance
was never meant to address the needs of the hard-core poor,
who would in any case be better served by alternative in-
vestments (e.g. education and health) that enable them to
better utilize financial services. There is also a danger that
serving the hard-core will have a negative impact on
sustainability. According to Sanderatne, all three case stud-
ies highlight the importance of profit-driven and client-
driven financial services. Another resource person agreed
with Sanderatne’s assessment that micro-finance is not suit-
able for the hard-core poor, but this does not mean that we
should stop trying to reach them. After all, the Grameen
Bank’s first clients were viewed as “hard-core poor” at that
time.

Group Work

124. Participants from 12 developing countries worked in
3 groups to explore the various opportunities and challenges
facing micro-finance in their respective countries. Some
of the opportunities and challenges are country-specific,
while others are more general. The first group comprised
participants from Bangladesh, India, Pakistan and Sri
Lanka, the second from Indonesia, Malaysia, Thailand and
Viet Nam and the third group from Cambodia, the People’s
Republic of China, Laos and the Philippines. Resource
persons facilitated and stimulated group discussions, in
addition to providing guidance as necessary. Each group
presented its main findings on the final day of the work-
shop.

125. The first group presented a comprehensive overview of
micro-finance in Bangladesh, India, Pakistan and Sri Lanka.
In South Asia, government sponsored micro-credit programs
with a strong subsidy element have been in existence for a
long time but unfortunately, their performance has generally
not been encouraging. As a result, MFIs and NGOs focusing
on women and vulnerable groups have filled the gap. Most
MFIs have access to subsidized funds or grants that help them
to cover costs. The micro-finance portfolios of many institu-
tions involved in micro-finance are not segregated, and this
complicates assessment of their sustainability. The primary
challenges for micro-finance in this region are to increase
depth and width of outreach, strengthen the regulatory and
legal framework, institutional capacity building with a focus
on HR and governance, provision of an improved socio-eco-
nomic infrastructure by the governments, and promoting self-
sustainability of MFIs.
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126. The second group gave a presentation of the role of
financial intermediaries in reducing poverty in Indonesia,
Malaysia, Thailand and Viet Nam. Micro-finance institu-
tions in this region include banks, member-owned institu-
tions such as credit cooperatives, and local and foreign
NGOs. Most institutions provide both credit and savings
services. In terms of financial sustainability, most institu-
tions can cover their costs and some even make significant
profits. Some charge market interest rates, while others sub-
sidized rates. The loan recovery rate exceeds 95 percent in
all four countries. Nevertheless, some big challenges must
be met and these include creating a more conducive policy
environment through measures such as liberalizing interest
rates, establishing a stronger legal framework and infrastruc-
ture such as communications and IT, and enhancing insti-
tutional capacity, especially in governance, transparency
and HR.

127. The third group discussed the reality and prospects of
micro-finance in Cambodia, PRC, Laos and the Philippines.
In all four countries, a variety of different institutions—
state-owned rural development banks, credit cooperatives
and unions, and NGOs—are involved in micro-finance. In
all four countries, those institutions generally provide both
credit and savings services. In terms of lending technol-
ogy, there is both group and individual lending. Micro-fi-
nance institutions have not yet achieved financial
sustainability in some countries. For example, in PRC both
the rural bank and credit cooperatives are incurring losses
due to low recovery rates. Some of the major challenges
that the four countries face are:  high risk in agricultural
lending and high operation costs in Cambodia, low loan
recovery rates in Laos, improve financial sustainability and
integrate micro-finance more effectively into overall pov-
erty reduction strategy in PRC, and create credit bureaus
or other mechanisms for sharing information about borrow-
ers in the Philippines.

128. In the open discussion following the three presentations
by the participants, Mayer emphasized that what is important
is the ultimate losses incurred by the MFIs rather than loan
recovery rates. Mayer pointed out that typically loan recov-
ery rates of at least 95 percent were required for financial
sustainability. Otherwise, interest rates for repaying borrow-
ers will reach burdensome levels. In response to a participant’s
observation that loans of large amounts may not fall within
the scope of micro-finance, Mayer responded that loan size
growth within MFIs should be viewed positively. Larger loans
contribute toward greater sustainability and they also reflect
the existence of profitable economic opportunities for the poor.
It is precisely the objective of micro-finance to help the poor
graduate from the ranks of the poor. In this connection, one
advantage of a larger MFI is that this allows borrowers to
move up to higher loans within the same institution. Setting
restrictive limits on loan amounts would disrupt such a seam-
less process of borrowers growing up within an institution.

129. Many participants expressed interest in discussing the
issue of sustainability. Mayer pointed out that there were dif-
ferent levels of sustainability, but at all levels, sustainability
implies independence from government or donor subsidies.
MFIs that have achieved the highest level of sustainability
even have full access to commercial funding sources. It is
important to achieve sustainability first since this enables an
MFI to deepen and widen its outreach. In response to a
participant’s question about whether the narrow focus on fi-
nancial sustainability is too narrow, Sanderatne noted that it
is important to distinguish between sustainability and overall
success, which encompasses sustainability as well as impact,
ownership and other variables. It remains necessary to evalu-
ate and monitor financial sustainability although sustainability
does not guarantee overall success.

130. Mayer expressed a strong preference for a minimalist
financial services-only approach as opposed to a credit plus
(non-financial services) approach. For one thing, sustainability
and outreach are complementary, especially over a longer time
horizon. More fundamentally, the costs of non-financial ser-
vices such as education, training and entrepreneurship courses
are difficult to recover, and therefore inevitably compromise
MFI sustainability. A better policy approach is to reduce gov-
ernment subsidies for micro-finance, and use those freed up
resources instead of on other poverty-reducing investments
such as health and education that have higher productivity as
well as leading to a more conducive overall environment for
micro-finance.

131. In the context of regulation and supervision, Mayer and
some participants agreed on the need for a relatively lenient
regulatory environment that encourages growth and innova-
tion, and to escape from a control mentality that discourages
growth and innovation. In addition to providing the economic
and regulatory space for MFIs, a relatively lenient regulatory
environment also reduces the risk of premature regulation, a
highly relevant consideration once one allows for the fact that
micro-finance is a relatively new industry. However, there is
clearly a need for prudential regulation for savings, which in
turn are a key to MFI sustainability. There is therefore some
trade-offs between the growth-strangling effects of regula-
tion and the need to protect savings in MFIs.

Closing Session

132. Meyer and Sanderatne made some final observations
before the seminar’s conclusion. Both Meyer and Sanderatne
expressed their appreciation at the deep commitment and in-
terest of all participants and resource persons toward micro-
finance, as well as the consistently high quality of
presentations and discussions throughout the seminar.
Sanderatne made three points in summing up his thoughts.
First, there is a growing tendency among those involved with
micro-finance to favor a minimalist finance-only approach
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over a finance plus approach that encompasses non-financial
services as well. Such a tendency was also evident at the semi-
nar. However, it is important to realize that credit alone does
not lead to higher income, which in turn contributes to MFI
sustainability. Education, training, entrepreneurship courses
and other services will facilitate identification and exploita-
tion of viable income-generating opportunities for the poor.
Furthermore, the poor also require access to markets, reliable
infrastructure, and other pre-requisites if they are to achieve
tangibly higher incomes.

133. Sanderatne’s second point was related to the first. Cost
recovery for the non-financial services of the finance plus
approach is difficult due to the limited ability of the poor to
pay for them as well as a large element of positive externali-
ties inherent in them. As such, there is a positive role for sub-
sidies, namely selective subsidies targeted at the plus
component of the finance plus approach. However, Sanderatne
forcefully emphasized that subsidies should not provide arti-
ficially cheap funds for borrowers. Those subsidies will com-
promise sustainability and thus ultimately hurt borrowers
themselves.

134. Turning to his third observation, Sanderatne asked the
question of whether micro-finance could make a serious dent
in poverty. Unfortunately, the answer is that micro-finance,
for all its achievements and potential, cannot make a serious
contribution in this area. What it can do is make poverty less
painful and more tolerable for the poor. The only thing that
can significantly lift large numbers of people above poverty
is overall economic growth and this is most forcefully evi-
denced by the East Asian experience.

135. Mayer made five observations in summing up his
thoughts about the seminar. His first observation was a con-
firmation of Sanderatne’s last observation, namely the criti-
cal role of overall economic growth and the limitations of
micro-finance per se in reducing poverty. As East Asia’s rapid
growth in recent decades showed, economic growth can lift
millions of people out of poverty through its employment and
wage effects, increased demand for the products and services
of micro-enterprises, and other mechanisms. More generally,
the role of micro-finance as a lubricant becomes more effec-
tive when an economy is expanding rapidly. On the other hand,
under economic stagnation, micro-finance becomes a tool for
survival rather than growth.

136. Mayer’s second point related to the role of financial in-
termediation in economic growth. The general consensus is
that financial intermediation is associated with economic
growth. More relevantly, empirical evidence unequivocally
indicates that financial repression is a failure. However, cre-
ating efficient financial intermediaries that can effectively

mobilize savings and allocate resources to their most produc-
tive uses is costly. In this context, the role of the government
is to provide a sound financial architecture (e.g. credit bu-
reau) rather than interfering directly with financial interme-
diation.

137. Referring to the issue of key constraints to the further
growth of micro-finance, Mayer pointed out that the demand
for micro-finance significantly exceeded the supply of strong
and viable suppliers. That is, the demand for micro-finance
products is well above supply-side absorptive capacity. The
best evidence of such imbalance is the large number of weak
and unsustainable MFIs. Therefore, a key challenge facing
micro-finance is to strengthen and expand institutional ca-
pacity on the supply side.

138. Turning to the limitations of what donors can do for mi-
cro-finance, Mayer pointed out that it was inherently more
difficult for donors to fund small projects but many micro-
finance projects are inherently small. In addition, the ability
of donors to fund projects is constrained by various MFI limi-
tations, such as inability to handle foreign exchange risk. Large
donor projects also often have the undesirable side effect of
damaging innovative activity. For example, the availability of
funds from such projects sometimes discourages MFIs from
mobilizing savings.

139. Mayer’s fifth and final observation concerned the ability
of micro-finance to reach the hard-core poor and more gener-
ally, the relevance of micro-finance for the hard-core poor.
He pointed out that the hard-core poor are often the most vul-
nerable members of society who may have only limited in-
come-generating capabilities. As such, micro-finance in the
sense of finance for micro-enterprises is less relevant for them.
It is more optimal for the government to provide non-finan-
cial services directly to the hard-core poor rather than for MFIs
to provide them as the plus component of the finance plus
approach. If the latter is pursued, then the financial compo-
nent should be strictly separated from the non-financial com-
ponent in order to assess sustainability. Finally, better savings
products from MFIs will help to reduce the vulnerability of
the hard-core poor.

140. The participants expressed their appreciation to the ADB
Institute, TCD and CPS for organizing the seminar. Mr. Lionel
Tay, Assistant Director, TCD, then awarded certificates of
completion to all the participants. Dr. Jae-Ha Park extended
his congratulations to all the participants for completing the
intensive seminar, and also thanked them for their active par-
ticipation. He also encouraged the participants to keep in touch
with the resource persons as well as one another. Tay closed
the workshop by thanking all the participants and resource
persons for their valuable contributions.
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