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Terms of reference and background 
to the study 

This study arises from growing recognition by the Australian Agency for International 
Development (AusAID) of the potential value of microfinance for poverty reduction. 
To the extent that microfinance can be incorporated within the domestic financial 
systems of those countries where the incidence of poverty is high, there is scope for 
the involvement of private financial institutions in supporting the extension of financial 
services to the poor. AusAID has noted the involvement of banks in the commercialisation 
of microfinance activities in a number of regions of the world, most notably in Latin 
America. Believing that there is scope for commercial banks to become similarly involved 
in the Asia-Pacific region, and considering the very limited exposure of Australian 
commercial banks to microfinance, AusAID took the initiative to commission this study. 

Purpose and objectives of the study 
As noted in the Terms of Reference, the purpose of this study was 'to examine the 
scope for encouraging commercial banks in Australia and in our partner countries to 
become more engaged in the area of microfinance'. The study required as its outcome 
a report which will serve as a resource for commercial banks, microfinance institutions, 
the NGO movement, AusAID itself and other interested parties capable of supporting 
sustainable microfinance activities in the Asia-Pacific region. 

Terms of Reference 
The Terms of Reference drafted by AusAID list the research tasks as under: 

Objective 1 
a. draw on existing data and on the experience of existing MFOs (Microfinance 

Organisations) to compile information covering: 

i. ways in which the poor provide collateral in existing microfinance 
enterprises; 

ii. repayment rates on loans made to the poor; 

iii. the record of profitability of extending financial services to the poor in the 
Asia-Pacific region; and 

iv. how MFOs recoup transaction costs. 

Objective 2 

a. provide information on the extent to which commercial banks in the Asia-Pacific 
region are engaged in microfinance activities and the extent of support provided 
to MFOs. Include comparison of Latin America and other regions where 
commercial banks are involved with MFOs, citing actual examples where such 
involvement is underway. 

Objective 3 
a. examine the perceptions commercial banks have of microfinance and the extent 

to which these are based on demonstrably measurable data and determine what 
commercial banks expect from relationships with MFOs; 

b. with respect to commercial banks not active in microfinance, identify and 
comment on the obstacles to supporting microfinance lending, including the 
extent to which these reflect perceptions at odds with the picture indicated by 
the database at Objective 1. 
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Objective 4 
a. examine the policy and institutional frameworks which would best enable 

commercial banks to support microfinance or, if already active, expand their 
involvement in microfinance, for example, support for a wider range of MFOs; 
and 

b. provide practical recommendations as to how MFOs could improve their 
strategies and/or performances so as to gain access to commercial bank loans. 

Objective 5 
a. examine and make recommendations as to the role AusAID could play in 

assisting commercial banks and MFOs to form practical and self-sustaining 
partnerships. 

The Terms of Reference require recommendations (under 4(b) above) to microfinance 
organisations and also to AusAID itself (under 5(a) above). This report takes some 
liberties with the ordering of material (see Contents) in that chapter 4 of the report is 
confined to a discussion of the policy and institutional framework issues for microfinance, 
while all recommendations are dealt with in chapter 5. 

In addition to recommendations to MFOs and AusAID (as called for in the Terms of 
Reference) we have added a set of recommendations for commercial banks. This seemed 
necessary since they are identified as an important audience for the report and we 
thought it important to spell out the implications of the report for them. 

Geographic scope 
The study draws on data from the nine Asian countries of the BWTP (Banking with the 
Poor) Network. This network comprises more than 30 financial institutions (commercial 
banks, MFis and policy-making institutions) in Bangladesh, India, Nepal, Pakistan and 
Sri Lanka (in South Asia) and Indonesia, Malaysia, the Philippines and Thailand (in 
Southeast Asia). Two of these countries, India and the Philippines, were judged to be 
particularly fertile ground for this study because of the depth of experience of formal 
financial sector involvement with microfinance, and the range of institutions so involved. 
In particular, it was felt that some of the most innovative relationships between 
commercial banks and microfinance institutions are to be found in these two countries. 
Accordingly, the study is based upon detailed fieldwork in India and the Philippines, 
complemented by data drawn from a combination of fieldwork and desk research for 
the seven other countries. 

Consultants 
This report is primarily the work of Ms Ruth Goodwin-Groen who conducted the 
detailed fieldwork in India and the Philippines, mentioned above, and who also 
interviewed Australian commercial bankers in Sydney and Melbourne for the purposes 
of this study. Mr Paul McGuire also made substantial inputs, based on his visits to 
seven of the nine countries in the BWTP Network and extensive desk research. His 
earlier work on an FDC study of microfinance in the Pacific island countries has also 
informed this study, and is the basis for material in annex 2. Mr Ganesh B. Thapa, 
former Governor of the Central Bank of Nepal, visited all nine BWTP Network member 
countries. Data collected by him has been incorporated into the section of the report 
dealing with the policy and institutional framework of microfinance. The responsibility 
of individual consultants for various sections of the report is shown in the following 
table. 
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Introduction 

This study was conducted by The Foundation for Development Cooperation for the 
Australian Agency for International Development (AusAID) under its 'AusAID-initiated 
research program'. Its geographic scope is the Asia-Pacific region which is central to 
AusAID's overseas development activities. The report also touches briefly upon the 
potential for involvement with rnicrofinance by commercial banks in small island states 
of the South Pacific. 

Microfinance is defined as 'financial services for the poor' (Rhyne & Otero, 1994, p.1). 
More specifically, we are concerned with the poor who are microentrepreneurs in the 
informal sector of the economies of the region, and who have no access to formal 
financial services. Microfinance is not defined by loan size since the income levels of 
economies in the region vary so greatly and any such generalisation would be of 
limited usefulness. 

Since fieldwork for this report was completed, the East Asian financial crisis has proved 
a setback for the commercialisation of microfinance in some countries, including the 
Philippines. Despite this, microfinance in the Asia-Pacific region is expanding rapidly, 
with high rates of innovation and a proliferation of institutional forms. This is not an 
exhaustive study of all commercial banks with an active or potential interest in 
rnicrofinance in the region, nor of all microfinance programs. We have attempted a 
strategic selection, focusing on representative countries and institutions. As a result, 
this is a small sample of a large population, involving all of the difficulties of generalisation 
inherent in such a procedure. 

In many cases we have relied on interviews with bankers and microfinance practitioners 
for quantitative data; we have attempted to report these accurately and to interpret 
them consistently, but must accept responsibility for any errors which may come to 
light. Annex 1 lists those interviewed by Ms Goodwin-Groen; their cooperation is 
acknowledged with gratitude. Ms Goodwin-Groen has done a particularly good job of 
pulling the material together and imposing a coherent framework of analysis upon the 
data, and I extend my thanks to her and to my colleagues in the Foundation, especially 
Mr Paul McGuire. I also thank FDC's editor, Dr Barbara Henson, for her contribution to 
the finished product. 

The study makes recommendations to AusAID concerning the need to support good 
policies and good institutions. It stresses the capacity of donors to encourage good 
microfinance practice by institutions and also to encourage the creation of appropriate 
policy environments supportive of sustainable microfinance in recipient countries. The 
Foundation for Development Cooperation is committed to both these ends in its own 
program of research and advocacy. It acknowledges the generous financial support of 
AusAID with gratitude. 

John D. Conroy 
Executive Director 
The Foundation for Development Cooperation 

November 1998 



Executive summary 

Microfinance in the Asia-Pacific region: some success but huge demand 
Microentrepreneurs (the self-employed poor) have little access to the formal financial 
system in developing economies. At best, formal financial institutions reach the top 
25 per cent of the economically active population, which leaves the bottom 75 per cent 
without access to formal financial services. In 1997, it was estimated that 200 million 
poor households needed access to microfinance services in the Asia-Pacific region. 

Microfinance institutions have grown rapidly to try to meet this demand. However, 
their outreach remains very small compared with the demand - less than 5 per cent of 
those 200 million poor households had access to microfinance services. Similarly, very 
few institutions involved in microfinance are profitable. It was estimated that less that 
10 per cent of all MFis in the region were financially self-sufficient. 

Nevertheless, this region houses six of the current microfinance 'giants', each of which 
now has over a million clients: Grameen Bank in Bangladesh, Bangladesh Rural 
Advancement Committee (BRAC), the Association for Social Advancement (ASA) in 
Bangladesh, Bank Rakyat Indonesia (BRI) in Indonesia, the Bank for Agriculture and 
Agricultural Co-operatives (BAAC) in Thailand and the Sri Lanka National Savings Bank. 

Only four commercial banks in the region had a profitable microfinance 
business 
Of the six microfinance giants, only BRI is a commercial bank (albeit government 
owned). BRI together with three small private commercial banks (Bank Dagang Bali in 
Indonesia, Hatton National Bank in Sri Lanka, and Krishna Bhima Samruddhi Bank in 
India) comprise the four commercial banks in the Asia-Pacific region which treat 
microfinance as a profitable core business. There are many more regulated institutions 
that provide financial services to microentrepreneurs such as rural banks and credit 
unions, but these are not covered by the study. In addition to these Asian banks, a 1997 
USAID study found eight commercial banks in Latin America and three banks in Africa 
where microfinance is a small but profitable business. 

The majority of commercial banks that undertook microfinance lending in the 
region did so because it was required of them by their governments 
Our research findings came from in-depth interviews with over 40 bankers in 22 banks 
in India, the Philippines and Australia, and from speaking with 17 other banks in the 
other seven countries covered in the study. A great deal of microfinance undertaken by 
commercial banks was found, but it was undertaken because of government mandates 
to lend to this sector rather than for business reasons. 

The types of commercial bank involvement in microfinance can be classified as follows: 

(A) Government-subsidised lending programs channelled through the banks 

(B) Government-mandated lending targets met by banks subsidising interest rates 

(C) Government-mandated lending targets with banks charging commercial interest 
rates 

(D) Microfinance as a profitable business 
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Sustainability and scale in microfinance by commercial banks were only found 
in the market-based programs 
When assessed on the basis of achieving both high portfolio quality and significant 
scale of outreach to the poor, most of the commercial bank microfinance programs that 
were mandated by governments can only be considered as failures. The exceptions 
were those programs that charged a commercial rate of interest. They had a higher 
portfolio quality than other programs but they were still not profitable. This almost 
universal failure is not explained by the different policy contexts across the region. 
Further, because microfinance has not been a profitable business, government mandates 
have been unsuccessful in encouraging commercial banks to become involved in 
microfinance. The banks must have the incentive to design better products for 
microentrepreneurs, which can be profitable. 

In stark contrast to this majority, BRI's Unit Desa system (its microfinance arm) has the 
best financial results of any microfinance institution in the world. In 1996-97 it earned 
a profit of $170 million on loans of $1.7 billion to 2.5 million clients, with no subsidies. 
This is an approximate return on performing assets of 10 per cent - a very competitive 
rate by commercial standards. The success of BRI's Unit Desa system can be attributed 
primarily to the fact that the system has adhered to the fundamentals of banking and 
finance for the rural microentrepreneurs, including the provision of competitive savings 
services. The microfinance savings and loans of the Unit Desa system perform consistently 
for BRI and continue to grow quickly. BRI's microfinance business may not compete 
with the most spectacular returns, but it does achieve these strategic goals: 

• consistently performing products for microentrepreneurs 

• diversification of the bank's portfolio to diversify its risk 

• the performance of its branch network maximised 

• provision of financial services to a broad cross-section of the population. 

BRI's achievements demonstrate that financial services to microentrepreneurs (that are 
provided in an appropriate policy context) can generate a commercially competitive 
rate of return and fulfil important strategic goals for commercial banks. 

Commercial bankers distrust the poor and NGOs 
The large majority of commercial bankers interviewed had little positive experience of 
banking with the poor. They experience non-payment by the poor, look at the high 
costs, and assume the problem is with the poor rather than with the design or delivery 
of their bank's products. They also distrust NGOs that provide financial services to 
microentrepreneurs, because they are not-for-profit institutions and not subject to 
regulation. As a result, the majority of commercial bankers perceive microfinance as 
risky, unprofitable and not fitting with their core business. By contrast, commercial 
bankers with a positive perception of microfinance had seen successful microfinance 
in practice, undertaken a comprehensive analysis of the size and performance of the 
microfinance market, and designed lending and savings products that were profitable 
and could reach significant scale. 

Sound macroeconomic policy and a non-restrictive regulatory environment are 
critical 
The most effective way for governments to encourage commercial banks to become 
involved in microfinance is to ensure an appropriate regulatory and prudential 
framework. The elements of an optimal policy context are: 

• sound macroeconomic policies and basic infrastructure to ensure a growing 
economy (especially increasing complexity in the financial sector) 

• minimal restrictions to profitable lending, particularly no interest rate caps 



• enhanced ability to establish a small commercial bank which can focus on this 
sector (such as a low minimum capital requirement) 

• appropriate prudential regulations for this market including capital adequacy 
ratios, asset quality indicators and unsecured loan limits. 

Having all these elements in place will not guarantee that commercial banks will start 
microfinance lending. However, there certainly would not be external constraints. 

Key success factors for commercial bank involvement in microfinance 
Based on our research, and corroborated by other studies, the following were found to 
be key success factors for microfinance in commercial banks: 

1. Create a small specialised bank or a separate microfinance unit within a large 
commercial bank. 

2. Treat savings as equally important to lending. 

3. Charge interest rates to cover all the costs of the lending products. 

4. Ensure excellent MIS and portfolio management. 

5. Recruit staff from outside the bank and/or give staff specialist training. 

6. Find a champion or visionary who will see the program through to success. 

AusAID should support the development of a viable microfinance industry 
It is strongly recommended that AusAID support the development of only those MFis 
which are committed to moving towards profitability and thus are able to be clients of 
commercial banks. This includes those institutions which plan to develop into specialist 
formal institutions for microfinance on a significant scale. It would also be of benefit to 
MFis and commercial banks for AusAID to facilitate the establishment of national 
performance standards or a rating system for MFis, so that banks can easily understand 
which are sound MFis and lend accordingly. 

It is also recommended that AusAID work with other donors to enable interested 
bankers to learn how microfinance can be a profitable business; to develop and share 
appropriate lending technologies; and to remove policy restrictions. 

These recommendations show an important and exciting role for AusAID in facilitating 
the growth of a new and profitable sector of economic development. 
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1 Introduction to microfinance and 
microfinance institutions in the 
Asia-Pacific region 

Why is there a growing interest in microfinance? What are the 
prindples of microfinance? Can microfinance institutfons in Asia and the 
Pacific be profitable? This chapter provides the answers to these and other 
questions about microfinance and microfinance institutions in the Asia
Pacific region. 

1.1 Background 
Microentrepreneurs (the self-employed poor) have little access to the formal financial 
system in developing economies. Using their current products and existing delivery 
system, it is too expensive and too risky for banks to provide financial services to the 
poor. At best, formal financial institutions reach the top 25 per cent of the economically 
active population, which leaves the bottom 75 per cent without access to financial 
services apart from family, friends or moneylenders (WWB 1995b). 

Until the 1970s at least, and in many cases even today, loans for microentrepreneurs 
have been provided primarily through government and donor-funded programs. These 
programs had relaxed collateral requirements but otherwise used commercial bank 
methods. They generally charged subsidised interest rates, based on the view that the 
poor could not afford to pay market interest rates. They also tended to suffer from low 
repayment rates and high arrears. Reflecting a combination of high cost structures, low 
interest revenues and low repayments, they required large and ongoing subsidies. 

Box 1 Why commercial banks generally don't lend to microenterprises 
According to Otero and Rhyne 0994, p.13), mainstream financial institutions cannot 
easily serve microenterprises. Banks must process loans at a cost that can be covered 
by interest charges, and they must have confidence in the borrower's intent and ability 
to repay. The practices that most banks use to gain confidence in the quality of loans 
are expensive. They involve credit checks to gain information about the client's 
character, project appraisal to assess the client's business prospects, and formal 
collateral. 

These techniques cannot be used in microenterprise lending. Project appraisal is too 
expensive, and microenterprises do not keep records. Microenterprises have no 
established credit rating. They lack marketable collateral. These factors keep 
commercial banks out of microenterprise lending. 

Since the late 1970s, however, the number of financial institutions which are able to 
reach poor clients on a sustainable basis has been growing. These financial institutions 
which provide financial services to microentrepreneurs are called microfinance 
institutions (MFis). A new set of methodologies has been developed and applied by 
these MFis which include Grameen Bank in Bangladesh, the Unit Desa system of Bank 
Rakyat Indonesia (BRI), ACCION International in Latin America, affiliates of the World 

The self-employed 
poor have little 
access to the formal 
finandal system in 
developing 
economies 
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Successful 
microfinance 
institutions 
• know their market 
• keep administrative 

costs low 
• ensure high 

portfolio quality 

Council of Credit Unions in a number of countries, and others. While methodologies 
differ between institutions, Otero and Rhyne 0994, p.15) explain the three key principles 
common to all successful microfinance institutions: 

(1) Knowing their market. The major service needs of the poor are savings and 
credit for liquidity and working capital, with loan terms of one year or less and 
with little attempt to direct credit to specific uses. Lending outlets located near 
the client, simple application procedures, and small loans quickly disbursed are 
all important. For access and convenience, the poor are willing to pay higher 
interest rates than the prevailing rates in the formal system, since they are still 
low compared with typical informal system rates. 

(2) Keeping administrative costs as low as possible. Quick and simple procedures are 
used and approvals are decentralised. Borrower groups often handle much of 
the loan-processing burden. 

(3) Ensuring high portfolio quality. MFis have developed a range of techniques to 
ensure high repayment rates in place of traditional collateral requirements, 
including peer pressure, required savings programs and the incentive of larger 
loans. 

In recent years these MFis have moved from the margins of the financial system to the 
mainstream. It is now generally accepted that populations traditionally excluded from 
the formal financial sector can, in fact, be a profitable market niche for innovative 
banking services. This acceptance is perhaps best demonstrated by: 

(1) The transformation of MFis into regulated formal financial institutions, and the 
sale of their commercial paper to North American financial institutions. It was 
the example of the Bolivian MFI, Banco Sol, which started these initiatives in 
1992 and 1994 respectively. 

(2) The establishment in 1995 of the Consultative Group to Assist the Poorest 
(CGAP), a multi-donor effort of which AusAID is a part. It was initiated by the 
World Bank to '. . . systematically increase resources in microfinance to broaden 
and deepen the success of the work done by pioneer institutions in this field' 
(CGAP 1995b, p.2). 

(3) The holding of the 1997 Microcredit Summit in Washington D.C. wliich launched 
a global movement to reach 100 million of the world's poorest families with 
credit for self-employment as well as other financial and business services by the 
year 2005. 

1.2 Outreach of microfinance institutions in 
the Asia-Pacific region 

Despite the rapid growth of MFis in recent years, their outreach remains very small 
compared to the potential demand. It has been estimated that 8 million (Microcredit 
Summit 1997b, p.48) of the few hundred million people who are dependent on micro 
and small enterprises in developing countries have access to financial services. This is 
as true in the Asia-Pacific region as it is elsewhere (though it is also true that this region 
houses several of the current microfinance giants). The Bank Poor '96 Regional Workshop 
on Microfinance for the Poor in the Asia-Pacific region found that: 

Essentially, the task of outreach remains to be done. Of the 200 million target 
poor households in Asia-Pacific, less than 5 per cent have access to financial 
services. If we exclude Bangladesh - the only country where truly large numbers 
have been reached - the number to whom microfinance services have been 
extended falls to less than 1 per cent of the target group (Getubig et al. 1997, 
p.10). 



Bangladesh 
In Bangladesh, MFis have already reached a significant proportion of poor households. 
Bangladesh boasts a number of the largest MFis in the world. These include Grameen 
Bank (2.1 million clients), Bangladesh Rural Advancement Committee or BRAC 
(1.5 million clients), and Association for Social Advancement or ASA, which has a 
maximum loan size of US$175 (400,000 clients). 1 All these numbers are as of the end of 
1995 (Getubig et al., p.54). As a result, MFis already reach at least six million households 
with savings and credit services, which is 25 per cent of rural households (Getubig et 
al., p.54) and 20 per cent of all poor households (Asia Pacific Rural Finance 1997, p.9). 

Indonesia 
MFis have also achieved significant outreach in Indonesia, though it is difficult to 
estimate the number of poor households with access to microfinance because most 
institutions are not specifically targeted to the poor. However, financial deregulation 
has led to a proliferation of financial institutions serving people at all income levels. 
The Unit Desa system of Bank Rakyat Indonesia (BRI) serves some 2.5 million borrowers 
and 16.2 million savers, with an average loan size ofUS$1007. These numbers are as at 
the end of 1996 (Church et al. 1997, p.1). In addition, there are around 9000 registered 
MFis operating at the local level, including about 1650 village banks, plus hundreds of 
thousands of self-help groups (Getubig et al., p.90). 

Bangladesh and Indonesia in context 
The World Bank's Sustainable Banking with the Poor inventory of microfinance 
institutions in South Asia, and in East Asia and the Pacific (1997d, 1997a) also found 
that it is the giant institutions which make the bulk of the microloans even though 
there is a proliferation of MFis. In their South Asian sample, ' ... Grameen Bank and Sri 
Lanka National Savings Bank account for 89 per cent of the value of all micro-lending 
in the region' (World Bank 1997d, p.6). In their East Asia and the Pacific sample, 'Bank 
Rakyat Indonesia, the Bank for Agriculture and Agricultural Cooperatives in Thailand 
and the Vietnam Bank for Agriculture make 97 per cent of all micro-loans' (World 
Bank 1997a, p.7). There has been some debate as to the real poverty focus of some of 
these large institutions as compared to the MFis but there is much to be learnt from 
their scale. 

Table 3 in annex 3 shows the comparative regional country environment indicators 
which provide a useful perspective on these outreach findings. Table 3 shows that 
South and East Asia have a much higher GNP per capita growth rate than any other 
region and that the population density of South and East Asia (and the Pacific) is much 
higher, 412/km2 and 165/km2 respectively, than in Latin America (61/km2

) or East, 
Central and South Africa (63/km2

). These facts help explain the massive size of institutions 
in Bangladesh and Indonesia. Table 3 also shows that the GNP per capita in South Asia 
(US$321) is much lower than East Asia (US$962), which is a factor contributing to the 
differences in average loan sizes between some of the institutions in the region. 

Other BWTP Network countries 
In the seven countries other than Bangladesh and Indonesia which are represented in 
the Banking with the Poor (BWTP) Network, the outreach of microfinance remains 
limited. While there is a large number of self-help groups in India, the total outreach of 
genuine microfinance programs is not more than 500,000 - a small number in relation 
to the 65 million poor households in that country. In the Philippines there is a large 
number of small NGOs engaged in microfinance, but most are very small, with only 
around 30,000 borrowers in total. Outreach of MFis is also small in Nepal and Sri 
Lanka, and negligible in Pakistan. Malaysia and Thailand; where the incidence of poverty 

1 As of December 1997, ASA had reached 1 million clients. 
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is relatively low, are quite well served by MFis, although the absolute numbers of poor 
clients are small (Getubig et al. 1997). 

Pacific countries 

There has been a slow increase in the number of microfinance programs in the Pacific 
island countries (PICs) in recent years, but the largest program, Liklik Dinau Abitore 
Trust in Papua New Guinea, had only 334 clients in]une 1996. Most of the microfinance 
schemes in the Pacific so far have been unsuccessful, or are still at a very early stage of 
development. In the larger countries in the region in particular, microfinance schemes 
have very limited outreach, and most disadvantaged people and people in rural areas 
have little access to financial services (McGuire 1996a, p.v). 

1.3 Portfolio quality 
Successful MFis maintain excellent portfolio quality. This is a key difference between 
these MFis and other institutions which have lent to the poor in the past. Nevertheless, 
it is difficult to obtain rigorous comparisons of portfolio quality between different types 
of institutions. This reflects the lack of standard definitions and the wide range of 
measures used to calculate repayment performance. 

The Guiding Principles for Selecting and Supporting MFis, agreed by donor agencies in 
1995, propose that MFis should maintain annual data on principal in arrears after thirty 
days, as a percentage of loans outstanding (Committee of Donor Agencies 1995). 
Moreover, CGAP's appraisal format (CGAP 1997a) recommends MFis should provision 
for loan losses based on the ageing of arrears. 2 

Unfortunately, few MFis maintain data on arrears in a standard form. The World Bank 
Cl996a) notes that widespread variation in the way institutions report arrears and write 
off loans leads to misleading arrears rates. For example, some MFis will quote an 
arrears rate which is late payments as a percentage of outstanding loans. To inflate the 
denominator they may include loans which should have been written off. Or, to reduce 
the amount of arrears they will reschedule loans so the payments are no longer deemed 
as late! 

Other MFis quote estimates of the on-time repayment rate and define it as all repayments 
(incorrectly including both interest and principal) collected in a given period which 
were on time (which could be up to 180 days late) as a percentage of all repayments 
due. These on-time repayment rates are frequently quoted in the range of 95 to 
98 per cent, with 'arrears' at 5 to 2 per cent. For example, the South Asian institutions 
in the World Bank Inventory (1997d) reported an average arrears rate of 4 per cent. 
While such rates are clearly impressive, they should be treated with a healthy scepticism. 
Table 4 in annex 3 shows the comparative regional average outstanding arrears rates 
for microfinance institutions included in the World Bank Inventory. When South Asian 
institutions report 4 per cent arrears as compared to 15 per cent in Latin America, this 
does raise many questions about the accuracy of these numbers. 

Hulme and Mosley (1996) provide estimates of arrears rates for a number of leading 
MFis over the period 1988 to 1992. In their study, the arrears rate is defined as the 
proportion of loans more than six months (that is, 180 days) in arrears, which is a very 
lenient definition. Arrears rates for the successful MFls studied were generally low, at 
3.0 per cent for the BRI Unit Desas, 2.1 per cent for the Badan Kredit Kecamatan (BKKs) 

2 The CGAP Appraisal Format recommends 10 per cent of unpaid balance for 1-30 days 
late; 25 per cent of unpaid balance for 31-90 days late; 50 per cent of unpaid balance for 
91-180 days late; 100 per cent of unpaid balance for more than 180 days late (CGAP 
1997a). 



in Indonesia, 4.6 per cent for the Grameen Bank and 3.0 per cent for BRAC in 
Bangladesh. These compare with arrears rates of over 35 per cent for two large control 
samples of development finance institutions in developing countries reported by the 
World Bank. (If the definition was calculated on an 'on-time' or 30-day-late basis, all 
these arrears rates would have been significantly higher.) Hence, while only limited 
data of a rigorous nature are available, it is clear that successful MFis have been able to 
achieve much better portfolio quality than more traditional institutions involved in 
small loan schemes. 

1.4 The collateral question 
Why have MFis been able to achieve such high portfolio quality in lending to poor 
borrowers when commercial banks and other financial institutions, which require 
traditional collateral, have not? Hulme and Mosley (1996) argue that this is because 
MFis have been able to overcome two fundamental problems which generally prevent 
financial institutions from achieving good repayment performance on loans to poor 
borrowers: 

(1) Tbe screening problem. Lenders are faced with poor borrowers they do not 
know personally, who want to borrow small and uneconomic sums, and who do 
not keep written accounts or business plans. Mechanisms are necessary for 
screening out bad borrowers. 

(2) Tbe enforcement problem. Borrowers are not able to offer collateral, the courts 
are too weak to repossess any collateral that is offered, and insurance against the 
hazards that afflict small producers is not available. MFis must give borrowers an 
incentive to repay or, failing this, compel them to repay on time. 

Hulme and Mosley go on to provide a typology of mechanisms used by successful 
MFis to overcome the screening and enforcement problems. 

Screening mechanisms 
Screening techniques include the following: 

(1) Market interest rates. This means at least equivalent to those charged by formal 
financial institutions, and often higher, to recover the costs of lending to the 
poor. It is sometimes argued that where MFis charge market interest rates, 
borrowers are discouraged from taking out loans for non-productive purposes or 
for projects that do not have a high rate of return, and that this contributes to 
high repayment rates. Virtually all successful MFis, including Grameen Bank and 
BRAC in Bangladesh, and BRI Unit Desas and the BKKs in Indonesia, charge 
market interest rates. 

(2) Self-selected groups. The Grameen Bank itself and the numerous Grameen 
replications in Bangladesh, Malaysia, Nepal, the Philippines and other countries 
rely on self-selected groups of borrowers who know each other personally to 
screen for both character and proposed loan use. Many other non-Grameen 
models of microfinance, including BRAC in Bangladesh, self-help groups in India 
and the Federation of Thrift and Credit Cooperative Societies in Sri Lanka also 
make use of self-selected groups of borrowers. 

(3) Character references. Some programs which lend on an individual rather than 
group basis, such as the BKKs in Indonesia, use character references by senior 
local officials as a means of screening borrowers. 
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Enforcement mechanisms 

Mechanisms to overcome the problem of the poor having no traditional collateral, 
termed the enforcement problem, include the following: 

(1) Intensive supervision. The Grameen model involves intensive motivation of 
borrowers prior to loan approval, as well as weekly meetings for making loan 
repayments throughout the loan period. Virtually all other successful MFis, 
including BKKs in Indonesia, BRAC in Bangladesh and self-help groups in India, 
also rely on intensive supervision of borrowers and frequent loan repayments. 
The India example involves group members being taught to save together and 
lend their own money prior to loan disbursement. This requires intensive 
supervision. 

(2) Peer group monitoring. Peer group monitoring is a critical feature of virtually all 
group-based microfinance programs. In the Grameen model, group members 
guarantee each other's loans and if one member fails to repay, other members 
are generally required to make the repayments for them. This leads to intensive 
monitoring and considerable social pressure on borrowers to repay. In other 
models such as self-help groups in India and thrift and credit cooperative 
societies in Sri Lanka, loans are made to the group which then on-lends the 
money to individual members. The group is therefore responsible for monitoring 
the loan and is accountable for its repayment. 

(3) Borrower incentives. Some MFis, particularly those not using group-based 
lending, offer performance incentives for borrowers who make all repayments 
on time. For instance, BRI Unit Desas in Indonesia offer a refund of 0.5 per cent 
per month, refunded twice a year. BKKs in Indonesia refund 5 per cent of loan 
value at maturity if all repayments are on time. In some cases, there are also 
monetary incentives for MFI staff who achieve high repayment rates. 

(4) Progressive lending. Almost all successful MFis, whether based on the Grameen 
model, the credit union model, self-help groups or individual loans, make access 
to future loans dependent on prompt repayment of the previous loan. In many 
cases such as under the Grameen model, BRI Unit Desas in Indonesia and self
help group lending in India, borrowers who repay promptly are entitled to 
progressively larger loans over time. 

(5) Compulsory savings. Most successful MFis require savings as a precondition for 
borrowing. Under the Grameen model, potential borrowers are required to make 
compulsory savings from the time they join the group. In addition, 5 per cent of 
the loan amount is paid into a group fund and a further 5 per cent into an 
emergency fund. The BKKs in Indonesia require a compulsory deposit of around 
10 per cent of the loan amount, repayable at loan maturity. Self-help groups in 
India and thrift and credit cooperative societies in Sri Lanka require a 
demonstrated savings performance, often for six months, before a member can 
obtain a loan. 

As can be seen, MFis have employed a wide variety of mechanisms for ensuring high 
portfolio quality, with most successful MFis using many of the techniques listed above. 
However, they are not inexpensive which is why keeping costs low is so important in 
microfinance. 

1.5 Increasing efficiency and reducing costs 
If an institution is not moving towards profitability, it should either reduce its costs or 
increase its income or (preferably) both. This is not as simple as it sounds because the 
major costs of a financial institution are usually the personnel costs and the major 



source of income is the interest earned, both of which are highly sensitive issues for 
the management team. 

Krahnen and Schmidt (1995) have suggested that an MFI address the following three 
areas to improve efficiency and thus profitability: 

(1) Interest margins. This requires examining pricing policy on loans and analysing 
the profitability of different loan products. 

(2) Administrative costs. After the initial learning curve and reaching a certain 
minimum volume of lending, the MFI can reduce its costs. However, it is 
unlikely to do so without competition or other external factors. 

(3) Risk costs. Loan losses and defaults are significant costs to an institution. These 
need to be kept as low as possible if the institution is ever to be profitable. 

A detailed study of the Grameen Bank was undertaken by the World Bank in 1995 to 
find out the answers to questions about its efficiency and therefore its future sustainability 
(Khandker et al. 1995). It found that in 1994 Grameen was still dependent on subsidies. 
It also found that for Grameen to be fully financially self-sufficient it needed to either 
increase its interest rate from 16.5 to 20.2 per cent or to increase its volume of lending 
by 41 per cent annually, while keeping costs stable. Alternatively, Grameen could 
'consider gradually reducing its overhead cost' (p.67). It should be noted that since the 
study was undertaken, Grameen Bank has increased interest rates from 16 to 20 per cent, 
and substantially increased its volume of lending. However, no further rigorous study 
of Grameen's financial sustainability has been published since these changes. 

Monitoring key indicators of efficiency helps MFis to focus on reducing overhead 
costs. These indicators include operating margin (that is, cost per unit of money 
outstanding or disbursed) and the number and amount of loans/ clients per credit 
officer. In the case of Grameen Bank, there had been steady improvements in staff 
productivity in terms of number of clients per employee and amount of lending per 
employee but they needed to increase the volume of lending further if they were to 
reach an optimal level of efficiency (Khandker et al. pp.71, 72). However, there was no 
strong external pressure on Grameen Bank to improve its efficiency further. 

The example of Grameen Bank shows that even in an institution which is recognised 
as one of the world leaders in microfinance there is still a need to improve efficiency 
by focusing on balancing the interest income and costs of lending in order to build a 
profitable microfinance institution. 

1.6 Profitability 
While most successful MFis were established originally with significant grant funding 
from donor agencies, there is a strictly limited supply of such funding. It will not be 
possible for the microfinance sector to expand to cover more than a small proportion 
of the world's poor on the basis of donor grants. If the number of microfinance clients 
is to expand significantly, MFis will need to access commercial sources of finance, 
including both commercial loans and savings. Clearly, commercial banks will only lend 
to MFis if they are satisfied that the MFis concerned can generate sufficient income to 
meet their expenses, including the cost of servicing their loans. Similarly, institutional 
investors will only invest in MFis if MFis are able to generate a positive rate of return 
comparable to other investment opportunities. In other words, MFis need to become 
profitable institutions. 

To be profitable in a commercial sense is to generate a competitive return on assets 
and return on equity (CGAP 1997a). This means an MFI will have to generate sufficient 
interest and fee income to cover all of its costs, including all administrative costs (these 
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include staff expenses, other administrative expenses and depreciation), loan losses 
and financing costs at non-subsidised rates of interest, and then make a real profit. 

While the importance of moving towards profitability is now widely recognised, it 
must be said that few MFis have yet attained any significant degree even of operating 
or financial self-sufficiency.3 Of the 49 MFis in the Asia-Pacific region that were studied 
for Bank Poor '96, including virtually all the largest and most successful MFis in the 
region, only six (12 per cent) were financially self-sufficient.4 And only two of these, 
ASA in Bangladesh (400,000 clients) and SEWA Bank in India (57,000 clients) were 
reaching substantial numbers of poor clients. The other four MFis that had achieved 
financial self-sufficiency all had fewer than 2000 clients. Another six MFis, including 
Grameen Bank, Bank Shinta Daya in Indonesia and the Colombo District Union of the 
Thrift and Credit Cooperative Societies in Sri Lanka, were more than 80 per cent 
financially self-sufficient. The remaining 37 MFis studied were less than 80 per cent 
financially self-sufficient. Hence, it is clear that most MFis in the Asia-Pacific region 
have a long way to go before they become self-sufficient. 5 

CGAP in its funding guidelines requires MFis to be operationally self-sufficient, but of 
the 116 self-selected institutions which applied for CGAP funding as of 30 June 1996, 
only 5 per cent met this criterion (CGAP 1996). Even though MFis in the Asian region 
have a long way to go to reach profitability, it appears their performance is not 
uncommon for the microfinance industry at this point in time. 

3 CGAP defines 'operational self-sufficiency' as covering all administrative costs and loan 
losses from interest and fee income. This is calculated by dividing operating income by 
operating expenses (CGAP 1997a). The Guiding Principles suggest, based on international 
experience, that successful MFis should be able to achieve operational self-sufficiency 
within three to seven years (Committee of Donor Agencies 1995). 

'Financial self-sufficiency' is usually defined as covering all administrative costs, loan losses 
and financing costs from interest and fee income. It is suggested that successful 
intermediaries should achieve this type of financial self-sufficiency within five to ten years 
(Committee of Donor Agencies 1995). But CGAP defines financial self-sufficiency as 
'profitable after adjusting its financial statements for the following non-cash items 1. Loan 
loss provision 2. Depreciation 3. Adjustments for inflation 4. Adjustments for in-kind 
donations, and 5. Adjustments for the subsidised cost of funds, treating all of its funding as 
if it had a commercial cost' (CGAP 1997a). This is the definition used by the most recent 
reputable microfinance literature (Christen 1997a), but very few MFis meet this high 
standard. 

4 It should be noted that the definitions of operational and financial self-sufficiency used in 
the studies for Bank Poor '96 are less rigorous than those used by CGAP Cl997a). 

5 These results are supported by the BWTP database, although the MFis in the BWTP 
Network appear to have achieved a higher degree of self-sufficiency than other MFis in the 
Asian region on average. Of the 17 specialist MFis in the BWTP Network, two are non
financial intermediaries that promote and motivate self-help groups but do not themselves 
lend to the poor. Of the remaining 15 MFis, two (ASA in Bangladesh and Gundu Valley 
Development Board in Nepal) are financially self-sufficient. Another five members are 
operationally self-sufficient. Hence, seven out of the 15 MFis are at least operationally self
sufficient, and a number of the remaining members have significantly improved their levels 
of self-sufficiency in recent years. 



1.7 Summary 
• The Asia-Pacific region houses six of the world's microfinance giants, including 

BRI and Grameen Bank. However, there is still a huge unmet demand for 
microfinance services in the region. 

• The successful MFis in the region have developed methodologies for 
overcoming the historical barriers of lack of knowledge of the many poor clients, 
and their lack of collateral. 

• Portfolio quality of the leading institutions in the region is high, but a lack of 
standard definitions hampers rigorous comparisons. 

• While it is recognised that MFis need to become profitable, very few in the 
region have yet achieved it. This is not uncommon for the microfinance industry 
globally. However, reaching profitability is necessary if MFis want to meet the 
demand for microfinance in the region. 
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2.1 Introduction and classification 
In the Asia-Pacific region there is tremendous diversity in the microfinance programs 
and the products delivered by commercial banks. They include profitable savings and 
credit products specially designed for rural microentrepreneurs as well as large-scale 
government programs that use commercial banks as a distribution channel. The dilemma 
was how to present these complex data in a way that would provide a clear structure 
and yet which recognised that they do not fit neatly into rigid classifications. It seemed 
that the best way was to consider each loan program or product from the perspective 
of the bankers we interviewed. 

The decision tree in the figure following is a highly simplified representation of how 
one of these bankers might approach the question of whether or not to undertake 
microfinance. It shows a stylised decision process that results in four categories of 
microfinance programs by commercial banks. The actual decision-making process is, 
of course, much less clear. 

Broadly, the big difference for the bankers was between microfinance that was 
undertaken as a commercial venture, and that which was required by a government 
mandate. For example, in the Philippines the Magna Carta for Small Enterprises requires 
banks to allocate a minimum of 8 per cent of their loanable funds to small and 
micro businesses. 

Where there was no government mandate, the decision was based on an assessment of 
whether or not microentrepreneurs constituted a potentially profitable business. This 
assessment was based on: 

• the demand for microfinance and the ability of microentrepreneurs to pay what 
it costs for access to credit 

• the substantial net savings capacity of microentrepreneurs 

• the expectation of continued economic growth 

• the need to maximise the performance of a branch network 

• the opportunity for banks to diversify 

• the need to be seen to be bankers of all citizens and not just the rich. 
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The government programs or mandates, however, are designed to achieve social (and 
political) objectives such as increasing microentrepreneurs' access to credit. But there 
are several different ways in which governments mandate or direct credit: either 
governments establish lending programs for the poor and channel subsidised funds 
through the banks, or governments set credit targets and instruct the banks to meet 
them. 

Simplified decision-making process 
for commercial bank involvement 
with microfinance 

Considering 
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• 

• 
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In the case of the government-subsidised lending programs, the banks have little control 
over the design and delivery of the product. For example, the government sets the 
interest rate. It is the government's money either wholly or partially, and the banks are 
the government's distribution channels. 

In the case of credit targets, the bankers differentiated between whether they subsidised 
the interest rate on their lending to meet the target set or charged commercial rates. 
Commercial banks that chose to subsidise the rates for microfinance lending did so 
because they did not think microentrepreneurs or MFis could pay commercial rates. 
The commercial banks that did not subsidise interest rates to this sector usually used a 
broad definition of the mandate to lend to this sector. 

Types of microlending by commercial banks 
This highly simplified decision-making process results in four broad microlending 
categories for commercial banks, based on their reasons for lending. 

(A) Government-subsidised lending programs channelled through banks 
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(B) Government-mandated lending targets met by banks subsidising their interest 
rates 

(C) Government-mandated lending targets but banks charge commercial interest 
rates 

(D) Microfinance as a profitable business 

These four categories of microlending can be applied to any or all of the three types of 
clients in the microfinance sector: individual microentrepreneurs; self-help groups (SHGs) 
of the poor (with anywhere from 5 to 35 members) which have NGOs acting as social 
intermediaries; and MFls/NGOs which are financial intermediaries. All the different 
types of microlending by commercial banks discovered during our research can be 
classified in these categories, and are indicated in table 1. This table shows that most 
commercial bank microfinance lending in the region is subsidised either by the banks 
or the government. It is rarely a profitable business for commercial banks. 

Table 1 Classification of ways commercial banks can be engaged 
in microfinance in the Asia-Pacific region 

Reasons for lending Commercial banks' microfinance clients 

Individual micro
entrepreneurs 
(no intermediary) 

SHG (with an NGO as a 
social intermediary) 

MFl/NGO as a financial 
intermediary 

(A) Government-subsidised 
lending programs 
channelled through banks 

India: IRDP 
Malaysia: CGC 
Nepal: MCPW 
Pakistan: DWD 

India: Linkage 
Sri Lanka: Samurdhi 
Pakistan: DWD 

India: Linkage 
Pakistan: DWD 
PNG: RDP 

(B) Government-mandated 
lending targets met by 
banks subsidising their 
interest rates 

Nepal: IBP 
India: SSI 
Philippines: CGC 

India: I Malaysia: I, CGC 
Philippines: I, F 
India: I 

(C) Government-mandated 
lending targets but banks 
charge commercial interest 
rates 

Pakistan: DC 
Thailand: DC 

Nepal: RBBs Philippines: I 

(D) Microfinance as a 
profitable business 

Sri Lanka: HB 
Indonesia: BRI 
BDB: I 

Sri Lanka: HB Bangladesh: I 

Sources Interviews by Ruth Goodwin-Groen and Paul McGuire; Baydas et al. 1997; McGuire 1996a 
(for full names of organisations or banking classifications, see Acronyms and 
abbreviations, pp.v, vi). 

Table 1 shows the incredible array of different microlending programs and products in 
a succinct form. Obviously, there is some blurring of the lines between each of the 
categories, and there could be sub-divisions within each of the categories, but the 
purpose is not to present a rigid or watertight taxonomy. The purpose is to provide a 
useful way of understanding the complexity of microfinance undertaken by commercial 
banks in the Asia-Pacific region. Even the complexity presented here does not represent 
all the microlending programs or products. These are just the main ones which there 
was time to research. There are undoubtedly several smaller ones in every category. 
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Microsavings by commercial banks 
Lending is only half of the microfinance story. Savings is an equally, if not more important, 
financial service for the self-employed poor (as discussed in chapter 1). But microsavings 
is much more difficult to identify unless it is linked to the lending program, or unless 
the bank has designed a particular savings product for microentrepreneurs (for example, 
the successful SIMPEDES savings product designed by the Unit Desa system of BRI in 
Indonesia). 

Therefore, in this report savings is treated within the context of each of the lending 
programs or products. It should be noted, however, that more commercial banks in the 
region than are discussed below have a low minimum amount needed for opening a 
savings account, which is an important service for microentrepreneurs. For example, 
the National Bank of Solomon Islands, while not making loans from its rural agencies 
(including one floating agency!), provides savings services to the rural poor (McGuire 
1996, p.38). 

The rest of this chapter is organised around the four categories of lending defined by 
the bankers. The source material is from the interviews conducted with the bankers in 
annex 1 (or from the references as quoted). Again, it is not an exhaustive description of 
all microfinance by commercial banks in the Asia-Pacific region, but a representative 
description of the region, based on the countries and banks which could be visited. 
The lending is assessed against two basic criteria, sustainability and significant scale in 
reaching poor microentrepreneurs (Rhyne & Otero 1994), with portfolio quality used 
instead of sustainability where the data are not available. 

2.2 Government-subsidised Lending programs 
channelled through banks {A) 

Commercial banks lend subsidised government money for government programs for 
two reasons: either because they are required to do so, as in the Indian IRDP program, 
the Nepal MCPW program and the Sri Lanka Samurdhi program, or because the 
government program has some advantage for the bank. The NABARD Linkage Program 
in India fits in this latter category, as does the Pakistan DWD program and the Malaysian 
CGC program. None of these programs has achieved both high portfolio quality and 
significant scale in reaching target clients. 

2.2.1 The Integrated Rural Development Program (India): 
government-subsidised lending to individuals 
Very low portfolio quality; massive scale but not reaching 
the lowest income clients 

There is no more appropriate place to start the discussion of commercial bank lending 
of subsidised government funds for a mandated government program than with the 
largest of such programs globally. The Integrated Rural Development Program (IRDP) 
requires banks to lend to the poor at a fixed interest rate, with an up-front cash subsidy1 

provided to borrowers by the government, and is part of the government's priority 
sector lending guidelines described in annex 4. Beneficiaries are selected by the village 

1 The cash subsidy is equal to 25 per cent of the total cost of the project for small farmers, 
33.3 per cent for agricultural labourers, marginal farmers and rural artisans, and 
50 per cent for scheduled castes and tribes and the physically handicapped. 

Savings services are 
equally as important 
as credit for the set/
employed poor 
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Factors in IRDP 
failure include 
• subsidised lending 
• target-driven 

lending 
• bank staff apathy 
• corruption 
• use of loans for 

consumption 

assembly on the basis of a survey by local officials of households below the poverty 
line, 2 and are then screened by the banks. 

As with all small loans by commercial banks in India, there is a maximum interest rate 
of 12 per cent. The maximum loan size under the IRDP is Rs25,000 (US$694), with the 
average loan size around Rs15,000 (US$416). The repayment period is three years. 
Lending by banks under the IRDP, along with other lending to priority sectors, is 
eligible for refinancing from the National Bank for Agriculture and Rural Development 
(NABARD). As at August 1996, over 49 million loans had been advanced under the 
program since it began in 1978. This is an impressive achievement, but numerous 
evaluation studies have shown that the IRDP has failed to meet its objectives. The 
Interim Report of the Expert Committee on the IRDP, constituted by the Reserve Bank 
(RBI 1993), found the following very serious problems: 

(1) very poor loan repayment rates: the cumulative repayment rate had declined to 
30.9 per cent by end June 19933 

(2) inappropriate identification of borrowers, loan size and use, and lack of 
infrastructure support 

(3) subsidies were often captured by households that were better off; there was 
leakage and malpractice. 

Reasons for failure of the IRDP 
Bankers and NGOs interviewed identified five main reasons for the failure of this 
program: 

(1) Subsidised lending. The subsidised lending approach of IRDP does not treat the 
clients as creditworthy. Not only is the interest rate subsidised, but it only 
requires 10 to 25 per cent owner equity as compared to regular bank loans 
which usually require well over 25 per cent owner equity. 

(2) Target-driven lending. Targets have to be met regardless of the quality of the 
loans. 

(3) Apathy of bank staff in branches. Bank staff are in rural branches as a 
requirement for promotion or as punishment, and have no interest in their 
clients. As a consequence, there was no thinking about how to make good loans 
in rural areas. 

(4) Corruption. As a result of the up-front subsidy, clients can dispose of the assets 
purchased with the loan and simply pocket the subsidy. In an example of the 
corruption of this system, one villager claimed he received Rs600 from a bank 
loan and ended up paying Rs13,000 back due to a corrupt village headman and 
banker.4 In another example, loans were handed over by politicians as if they 
were gifts and the villagers thought they were gifts. They were termed 'pujari 
loans'. These loans were not paid back. Even now, politicians who want to get 
re-elected are telling rural people not to repay loans. 

2 It is designed to assist the poorest of the poor, with reservations for scheduled castes and 
tribes (50 per cent), women (40 per cent) and the physically handicapped (3 per cent). 

3 All the banks interviewed reported massive losses. As of December 1996, Punjab National 
Bank reported its IRDP recovery rate was 45 per cent. Dena Bank reported 40 to 
50 per cent; Canara Bank reported 45 to 50 per cent; The State Bank of Mysore reported a 
less than 50 per cent recovery rate. Furthermore, Vysya Bank, Vijaya Bank, Dena Bank 
and PNB all stated that 10 to 15 per cent of priority sector loans are written off every year 
and that eventually almost all loans of less than Rs25,000 are written off. 

4 Apparently he went with the village headman for a government-subsidised loan. Both the 
village headman and the banker took a cut and then interest accrued over the years on 
the whole loan. Being illiterate, he could not read the papers he was signing, so did not 
know the terms of his loan. MYRADA field officers say that this type of corruption is 
endemic. 
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(5) Loans used for consumption rather than asset purchase. This is not necessarily a 
problem in microfinance but, according to MYRADA, in 53 per cent of cases the 
major source of repayments of the loans was not income from the asset for 
which the loan was given. As a result the clients did not make regular payments. 

As a result of these problems most commercial bankers interviewed had resigned 
themselves to writing off the majority of IRDP loans. 

Recently, in response to an RBI report (1993), some changes have been made to the 
operation of the scheme. Most significantly, the government subsidy has been redesigned 
so there is now no up-front cash subsidy. It remains to be seen to what extent these 
changes will lead to an improvement in the performance of the program. 

2.2.2 The Malaysian and Nepalese government-subsidised 
programs for individuals 
High portfolio quality but either not reaching the poor or small in 
scale 

These two programs have a low impact for different reasons. The Malaysian CGC 
program is substantial but does not reach the poor, whereas the Nepal MCPW program 
does reach the poor but is very small. 

Malaysia: government-subsidised Lending to individuals 
In Malaysia, commercial banks also serve as a conduit for government schemes. The 
government gave a once-off soft loan of RM120 million (US$48 million) to the Credit 
Guarantee Corporation (CGC). This money is on-lent to commercial banks and finance 
companies free of interest. Banks lend it to final borrowers at an interest rate of 4 per cent 
to cover administrative costs, with a 100 per cent guarantee for loans up to RMl0,000 
(US$4000). In 1996, 6079 loans were granted under the loan fund for hawkers and 
petty traders. Eligible businesses include permanent and market stalls selling groceries, 
food, handicrafts, etc.; mobile stalls with specific place or places of business; and stalls 
and shops providing services such as tailoring, barber, welding, motor repairs, etc. 
Repayment rates under the scheme are reported to be high, with only around 6 per cent 
of loans classified as non-performing, but even if they do default there is the safety net 
of the guarantee. This high portfolio quality is probably due to the banks following 
their usual credit practices, which means the program does not reach the poor. 

Nepal: government-subsidised Lending to individuals 
The government of Nepal has also introduced microcredit programs funded by lines of 
credit from the Asian Development Bank in conjunction with some bilateral donors' 
grant funding. These programs are the Micro-Credit Project for Women (MCPW) which 
had disbursed Rs69 million (US$1.3 million) by January 1997 with an average loan size 
of Rs12,088 (US$219), and the Production Credit for Rural Women (PCRW) which had 
disbursed Rs230 million (US$4.2 million) by July 1996, with an average loan size of 
Rs8050 (US$146). The Nepal Bank, Rashtriya Banijya Bank and, to a lesser extent, 
Agricultural Development Bank of Nepal and Nepal Arab Bank (a private commercial 
bank) have been used as conduits. 

2.2.3 The Pakistan and Sri Lanka government-subsidised 
programs, primarily to groups of NGOs 
Uncertain portfolio quality and scale 

The Pakistan Department of Women's Development and the Sri Lanka Samurdhi program 
are interesting programs but we do not yet know their portfolio quality. 
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A government 
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through state
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achieve high 
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Pakistan: government-subsidised Lending program to 
individuals, groups and NGOs 
In Pakistan in 1993 the Department of Women's Development provided a grant of 
Rs48 million (US$1.4 million) to First Women Bank, a state-owned commercial bank, 
to establish a lending program for women microentrepreneurs. 

First Women Bank uses all three distribution channels to get its money to the women 
who need it. Under the program, the bank provides loans (up to a maximum ofRs25,000 
(US$712) with a mark-up of 12 per cent) to women with a household income of less 
than Rs2000 (US$57) per month. It has lent to five NGOs as financial intermediaries 
which on-lend to women borrowers and, in some cases, the NGOs themselves use 
smaller community-based organisations as non-financial intermediaries. The NGOs 
borrow from the bank at 13 per cent and on-lend to final borrowers at 17 per cent to 
18 per cent. In addition, First Women Bank uses 22 NGOs as non-financial intermediaries, 
which identify and train borrowers for the loans. This program enables First Women 
Bank to reach a group of women it is not able to reach with its other commercial bank 
products. 

Sri Lanka: government-subsidised Lending program to villages 
In Sri Lanka, the government also uses commercial banks as a distribution channel for 
its poverty program in the recently introduced Samurdhi Development Credit Scheme. 
This is targeted at Samurdhi beneficiaries (that is, those who qualify for welfare payments), 
and implemented by the Ministry of Youth Affairs, Sports and Rural Development in 
collaboration with two state commercial banks, the People's Bank and Bank of Ceylon. 
The government has provided Rs500 million (US$9 million) to the two participating 
banks for 1997. The program is intended to operate in 12,141 villages. Each village has 
a Samurdhi task force which operates as a social intermediary. The task force selects 
Samurdhi to receive loans of between Rs2500 (US$45) and Rsl0,000 (US$181) (though 
it has been suggested that in some cases people who are better off have benefited). 
Because of the newness of the scheme, no data are yet available on repayment rates. 
Nevertheless, a number of commentators suggested that because it is a government 
scheme implemented through the state-owned commercial banks, it was unlikely to 
achieve high repayment rates. 

2.2.4 The NABARD Bank-SHG/NGO Linkage Program {India): 
government-subsidised Lending to groups and NGOs 
High portfolio quality; reaches the poor; but very small scale for India 

The formal sector in India provides only 8 per cent of the total credit usage for the 
rural poor according to the World Bank study on financial services for the rural poor 
and women (World Bank 1996b, p.5). This means that the poor must secure 92 per cent 
of their credit needs from relatives, suppliers of raw materials or goods (such as the 
plastic goods or fruit for a market stall), or moneylenders. The National Bank for 
Agriculture and Rural Development (NABARD) Linkage Program between banks and 
SHGs in India seeks to redress this lack of access to formal sector finance. 

Started in 1992, the linkage program provides NABARD refinance at 6.5 per cent for 
commercial banks to lend to self-help groups (SHGs) of rural poor at 12.0 per cent, or 
to MFis/NGOs at 10.5 per cent for on-lending to SHGs (NABARD 1992). However, the 
linkage program is first a savings program and only then a credit program. Savings are 
essential to the process of group formation during the first six months when there is no 
bank involvement. Only after six months is the bank actually 'linked' with the group 
and then the amount of bank lending is directly linked to the amount of group savings. 
The linkage program grew into a fully fledged program when the Reserve Bank of 
India issued a circular in April 1996 actively encouraging the banks to link with SHGs, 
because of their 100 per cent recovery performance (RBI 1996b) (see annex 4 for more 
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details of the program). Banks had lent a cumulative total of Rs117.75 million 
(US$3.3 million) by the end of 1997, to 8576 groups (see annex 4, table 6). 

The linkage program is still in its infancy and has a long way to go before it will 
become a significant percentage of bank lending. The main problem with this initiative 
is that NABARD assumes group formation by NGOs is already occurring for other 
programs (such as literacy or family planning), and so the cost of group formation is 
not built into the linkage program's cost structure. However, leading donors recognise 
that it has enormous potential for increasing the access to bank credit for the rural 
poor, and are working on this with NABARD. 

Why banks lend to groups rather than individuals 
The main reasons commercial banks lend to groups under NABARD's linkage program 
are: 

(1) It is the best performing program under the required priority sector lending. 
There is a 100 per cent recovery rate from SHG lending5 (the loan is not 
differentiated from the group's savings so members treat the loan as their own 
money), as compared to IRDP lending which has a 30 per cent recovery rate 
(RBI 1993). 

(2) Transaction costs are reduced by a factor of 20, compared to individual IRDP 
lending. There is minimal paper work, which reduces the burden ·on the branch. 

(3) Tbere is 100 per cent refinance available from NABARD at 6.5 per cent, which 
the banks on-lend to groups at 12.0 per cent. Without the banks using any of 
their own money, their margin is 5.5 per cent. 

Why banks lend to groups rather than individuals (Indian linkage program) 

{1) The group undertakes the loan assessment. 

{2) The group determines the loan size. 

{3) Group members exert peer pressure. 

(4) The groups are majority women's groups. 

The banks hope that in the process of this lending the SHG members will develop the 
habit of thrift and be weaned away from indebtedness to moneylenders. Commercial 
banks in the program understand that lending to groups is better for the banks than 
lending to members individually because of the following elements in the program: 

(1) Tbe group undertakes the loan assessment. Group members know for what 
purpose the loan has been requested and are able to assess whether the 
member will be able to repay it. 

(2) Tbe group determines the loan size. The group on-lends loans as small as RslOO 
to members, which they can repay. This loan size is not cost-effective for banks. 

(3) Group members exert peer pressure. There is peer pressure within the group to 
pay back the loan. Group members track the use of the loan and repayment, 
and take action in the event of non-payment. 

( 4) Tbe SHGs are majority women's groups. The majority of the SH Gs are women 
only. Women have a better track record of loan repayment than men because 
they want to feed and educate their children. 

5 NABARD reports a 100 per cent recovery rate (NABARD 1996) but not all the banks 
interviewed did so. Recovery rate is an annual rate calculated as Total principal received in 
the past year I Total which should have been received in the last year. It is calculated as at 
30 June each year. 

The Indian linkage 
program has enormous 
potential to increase 
access to bank credit 
for the rural poor 
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A constraint to 
greater lending 
volumes is the 
number of 
successful SHGs 

Despite these good sentiments the volume of lending is 0.01 per cent of the banks' 
total portfolio which is insignificant (see table 6 in annex 4 for the performance of the 
bank-SHG lending by the banks interviewed as of March 1997). 

One of the constraints to greater volumes of lending is the number of successful SH Gs. 
In the experience of Dr Puhazhendhi of NABARD, the success rate of SHG formation is 
as follows: 65 per cent good, 25 per cent moderate, and 10 per cent disintegrated. 
Working with trusted NGOs which have a good track record in SHG formation is 
important to reduce the number of failures. Canara Bank has learnt this lesson and so 
restricts its lending to those SHGs formed by MYRADA and PRADAN, because it trusts 
only those NGOs.6 (PRADAN has excellent financial management and there is a special 
relationship between PRADAN and Canara. Canara Bank has a seat on the governing 
body for all of the SHGs which are members of the PRADAN network.) As a result, 
Canara Bank will limit the volume of its SHG lending to the rate of growth of these 
NGOs. This highlights one of the obstacles to be discussed in chapter 3: that there are 
not sufficient NGOs which can successfully form groups. Therefore, banks are not able 
to lend more, even though they want to do so. 

Why some banks lend to NGOs rather than groups (Indian linkage program) 

(1) Transaction costs are lower. 

(2) Repayment is 100 per cent on time. 

(3) In the event of default, legal action can be taken against NGOs but not 
groups. 

(4) Groups listen more to the NGOs that form them and are more likely to 
pay them back than banks. 

Why some banks lend to NGOs rather than groups 
Commercial banks in the NABARD linkage program can lend either to NGOs or to 
SHGs. Those which lend to NGOs do so because: 

(1) Transaction costs are lower. 7 Branch managers cannot be in all the villages to 
check on each SHG. If they only need to make one loan and check on one 
NGO, instead of making 10 or more loans to 10 SHGs, it is much more cost
effective. The loss of 1.5 per cent on the margin from NABARD refinance is 
worth it because of the reduced time and loan processing. 

(2) Repayment is 100 per cent on time. The bank will automatically debit the full 
amount from the NGO account and thus ensure on-time payment. This is not 
possible with SHGs. 

(3) In the event of default, legal action can be taken against NGOs but not SHGs. 
NGOs are literate and have written records which can be tracked, SHGs do not. 
SHGs have no formal status and no security, but NGOs do. 

6 To give an example, according to the data for one region with 595 MYRADA groups, the 
recovery rate was 99.4 per cent as of March 1997. 

7 Vysya Bank has undertaken two sets of cost analysis for lending to SHGs with NGO 
financial intermediaries. One analysis shows that when the bank staff have to visit both 
the NGO and the SHG the transaction costs for lending to SHGs with NGOs as financial 
intermediaries are higher than lending direct to SHGs. The second set of calculations 
shows that when the bank staff only deal with the NGO, using NGOs as financial 
intermediaries is the most cost-effective delivery channel for bank lending to the rural 
poor. 
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( 4) SH Gs listen more to the NGOs that form them and are more likely to pay them 
back than banks. 

In summary there is less work, less cost and greater outreach! 

These are compelling arguments for banks to lend to MFis/NGOs, provided they trust 
the NGO which is the intermediary. Vijaya Bank in India has had a longstanding 
relationship with a highly respected NGO associated with a large temple. Vijaya disbursed 
just one loan of Rs6 million (US$167,000) to this NGO for on-lending to 450 groups. 
That is definitely cost-effective lending. Canara Bank, which is the largest lender to 
SHGs in India, is only prepared to lend to reputable NGOs. 

Of the six banks interviewed who participated in the linkage program, three (Vysya 
Bank, Punjab National Bank and The State Bank of Mysore) choose to lend directly to 
SHGs and not to NGOs as financial intermediaries. This is because they want a direct 
relationship with the SHG to build for the future. They also want to be sure the loans 
get to the right people. There are many bankers, NGOs and donors who are exploring 
how to expand the scale of this linkage program. However, the problem of financing 
and expanding high-quality social intermediation is not simple. 

In conclusion, section 2.2 has examined government-subsidised lending programs 
channelled through commercial banks in the Asia-Pacific region. Commercial banks 
would not be undertaking this lending if it were not for the government programs. So 
it can be argued that these programs have provided a net increase in the credit available 
for microentrepreneurs. However, the examples described above show that these 
programs achieve either significant scale (such as the IRDP program) or high portfolio 
quality (like the Malaysian program) or reach low-income entrepreneurs (like the linkage 
program) but never all three and rarely two of the three. Therefore, the research raises 
the serious question of whether these programs actually contribute to the development 
of a viable microfinance industry. The only conclusions which can be drawn are: 

• either the programs need to be substantially revised in collaboration with the 
commercial banks to achieve the goal of profitably increasing access to finance 
for microentrepreneurs, and/or 

• channelling government-subsidised funds for microfinance through commercial 
banks should not be pursued as a strategy for involving commercial banks in 
microfinance. 

2.3 Government-mandated Lending targets met 
by banks subsidising their interest rates (B) 

The main reason commercial banks lend their own funds at subsidised rates to MFis or 
microentrepreneurs is that they think the clients will be unable to manage commercial 
rates. 

2.3.1 Meeting government-mandated targets by subsidising 
interest rates to individual microentrepreneurs in Nepal, 
India and the Philippines 
Low portfolio quality or very small scale 

In each of these examples, the government has set a percentage target of loan funds 
for the banks to reach. However, the banks have resisted and either the portfolio 
quality is low or the scale is minimal. 

Directing government 
subsidies through 
commerdal banks is 
not a good strategy 
for involving these 
banks in microfinance 
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Commerdal banks 
subsidise their 
interest rates because 
they think small 
lenders cannot afford 
market interest rates 

Nepal: banks subsidise interest rates to individuals to 
meet government target for lending 
In Nepal, since the early 1970s Nepal Rastra Bank (the central bank) has required all 
commercial banks to set aside 12 per cent of their loan portfolio to priority sector 
lending, which is now known as the Intensive Banking Program (IBP). This 12 per cent 
is inclusive of 3 per cent which must be devoted to 'hard core poor' .8 However, there 
is a great deal of resistance to this lending since there are also interest rate restrictions 
so the banks subsidise the interest rates. On average, only 7 per cent of the commercial 
banks' portfolio has been lent out as against the mandated minimum of 12 per cent, 
and they were consequently required to pay a penalty for the shortfall to the central 
bank. The repayment performance under IBP and SFDP (Small Farmers Development 
Program) has declined to about 50 per cent as a result of poor loan management and 
political pressure on banks. 

India: banks subsidise interest rates to individuals to 
meet government target for lending 
Similarly, in India small-scale industry (SSI) lending is another of the priority lending 
requirements which has interest rate restrictions (see annex 4 for definition). Like the 
IRDP program, lending to this sector has not performed well. ANZ (Grindlays) Bank was 
the only bank interviewed which claimed that its SSI clients performed well. ANZ achieved 
this by lending to the sub-contractors of its corporate clients (and by buying the bonds of 
state banks which lend to SSis). ANZ believes that only those small businesses linked to 
larger corporate entities are good credit risks, so does not lend to stand-alone SSis. The 
current economic pressures for consolidation in all types of businesses mean, according 
to ANZ, that these small businesses are unlikely to survive.9 Banks which do not comply 
with the government mandates are subject to penalties which range from fines to a 
requirement to buy the bonds of institutions which do lend to the poor. 

Philippines: banks subsidise interest rates to individuals to 
meet government target for lending 
The Bankers' Association of the Philippines (BAP) established the Credit Guarantee 
Corporation (CGC) as a result of the government's Magna Carta for Small Enterprises in 
1991. This required the banks to allocate 8 per cent of their loanable funds to small 
enterprise. It was the commercial banks' attempt to meet the credit needs of small 
businesses rejected due to small asset size, small loan requirements, and lack of track 
record or lack of collateral. It is not a profitable business by definition. The CGC perceives 
itself as filling a niche between the commercial banks and the MFis. The commercial 
banks often have a minimum loan size of P500,000 (US$20,000), and the MFis rarely give 
loans above PS0,000 (US$3000). The CGC's average loan size for working capital loans is 
P264,000 (US$10,000). But in the six years it has been in existence it has only made loans 

8 Loan sizes of Rs5000 (US$87) ranging up to Rs15,000 (US$261) to individual borrowers are 
regarded as loans given to hard core poor. 

9 If regional rural banks in India were commercial banks they would fit into this section. 
Instead, RRBs are owned by commercial banks to fulfil their priority sector lending 
mandate. Collectively, they are losing over Rs5000 million annually (Mahajan 1995). One 
RRB in the south of India, studied by the World Bank (1997d), reported profits for 1995-
96, but this was before application of prudent norms. If prudent norms on income 
recognition and provisioning are used, it would report marginal losses. Further, it is 
estimated that uncollected interest and bad debts currently form about 15 per cent of the 
total portfolio, against which the bank has outstanding provisions/cover of around 
3.2 per cent. This appears to show that even a 'profitable' RRB will soon be losing money. 
But the World Bank found that if subsidies like low-cost refinance, etc. are removed, along 
with the adoption of prudent account norms, the RRB could generate profits by increasing 
its average nominal interest rates to around 18.5 per cent from the current 14 per cent. 
This would, of course, need to be accompanied by a cleansing of the portfolio. If this is 
not done, the World Bank estimates that average nominal interest rates on the portfolio 
would have to be around 21 per cent to return profits. 
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to 518 clients. The CGC also lends to MFis unable to access the full amount of credit they 
need from the commercial banks due to lack of collateral. The CGC has also set up 
training programs for NGOs to enhance their financial management capacity.10 However, 
they have not proved popular with NGOs because of the time commitment to fill out the 
lengthy application, and the lack of sufficient understanding of the context of NGOs. 

In each of these three countries examined in section 2.3.1, the results in terms of 
portfolio quality and scale have been disappointing. 

2.3.2 Meeting government-mandated targets by subsidising 
interest rates to MFis/NGOs in Malaysia, the Philippines, 
India and Pakistan 
MFis cannot manage commercial Loans 

As described in section 2.3.1 above, the banks in these cases are trying to meet the 
government targets by subsidising the interest rate. However, the focus in this section 
is on loans to MFis/NGOs, not to individual clients. 

Malaysia: banks subsidise interest rates to NGOs to meet 
government target for Lending 
The commercial banks in Malaysia lend very little to MFis because the MFis generally 
are not developed enough to manage bank loans, even at a low interest rate'. In Malaysia, 
Amanah Ikhtiar Malaysia (AIM) has the scale to manage larger loans from the banks 
but it is not self-sufficient, so it cannot afford a commercial interest rate. 

A number of commercial banks in Malaysia have been motivated by a desire to reach the 
poor rather than by commercial considerations, through their linkages with AIM, which 
is the major MFI. In 1996 the Credit Guarantee Corporation (CGC) organised a revolving 
fund for AIM at 1 per cent interest, with 15 financial institutions contributing a total of 
RM13 million (US$5.2 million). AIM has also received soft loans at 1 per cent interest 
from Bank Bumiputra (RM4 million or US$1.6 million), Maybank (RM5 million or 
US$2 million) and Bank Islam Malaysia (RM300,000 or US$120,000). Total loans from 
commercial banks to AIM were around RM22.3 million (US$8.92 million), equivalent to 
around 45 per cent of loans outstanding. However, AIM is not operationally self-sufficient 
and would not be able to afford these loans if they were charged at commercial rates. 

Philippines: banks subsidise interest rates to NGOs to 
meet government target for Lending 
In the Philippines, the Bank of the Philippine Islands (BPI) is in much the same position; 
as one of the largest commercial banks, it sees a need to support microentrepreneurs 
but thinks most of the MFis cannot manage commercial bank funds. Rather than lending 
at subsidised rates directly from its commercial arm, it set up the BPI Foundation to 
provide soft loans of up to P4 million (US$153,000) to MFis. The bank can easily write 

10 The training programs included basic courses on: 

- Managing NGO Credit Programs for the Entrepreneurial Poor (six days) 
- NGO Credit Programs: Key Elements of Success (five days) 

and upgrading courses on: 

- Cash Management and Financial Planning for NGOs (five days) 

- Collection Management and Strategies for NGOs (five days) 
- Credit Evaluation and Analysis for NGOs (three days) 

- Being an Entrepreneur: Starting and Managing your own Business (six days) 
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off the foundation's loans if they do not perform.11 But if the MFis do perform well, 
their track record with the BPI Foundation will reduce the loan assessment effort for 
BPI. After a few years of soft loans BPI hopes that MFis will have the track record and 
the scale to meet the rigorous requirements for BPI commercial loans. In preparation 
for commercial bank lending, the BPI Foundation assesses MFis according to the bank's 
usual credit evaluation procedures, particularly focusing on their cash flow to pay back 
a loan. At the beginning of 1997, it had 11 loans outstanding to MFis for a total value of 
Pll.1 million (US$424,000). 

Similarly, the Philippines National Bank has a P2 million (US$76,000) line of credit for 
the leading Grameen replicator of the Philippines at only 6 per cent interest rate which 
it has been rolling over for seven years. However, the NGO could not manage the loan 
if it was charged at commercial rates.12 

The Land Bank of the Philippines is a government-owned commercial bank and lends 
subsidised funds (at 9 per cent) to the microfinance sector through rural financial 
institutions (RFis) (that is, credit cooperatives, cooperative rural banks and rural banks). 
Land Bank thinks RFis have an important economic role and so deserve the subsidy. 
To qualify for a loan they must meet the minimum accreditation criteria for access to 
credit which includes reaching break-even in its operation, but this is loosely interpreted. 

India: banks subsidise interest rates to NGOs to meet 
government target for Lending 
In India even though there is plenty of subsidised bank money available for MFis, the All 
India Association for Micro Enterprise Development (AIAMED) states that very few 
microenterprise development/microfinance institutions in India access any finance from 
banks, because of the banks' 'tough' requirements and the NGOs' lack of financial viability. 
To illustrate this point, AIAMED explained that, of the three largest MED (microenterprise 
development) organisations in India - Working Women's Forum in Madras, PRADAN in 
Madurai and SEWA in Ahmedabad - only SEWA is at operating self-sufficiency, and the 
others have no goal to achieve it (this was confirmed with the organisations). 13 As the 
India study for Bank Poor (EDA Rural Systems 1996) noted: the need to formulate a plan 
for achieving operational self-sufficiency is rarely taken seriously by MFI management. 
SHARE in Hyderabad and The Bridge Fund in Bangalore (TBF) are two of the very few 
MFis in India which have a specific goal of financial viability. However, even TBF is not 

11 Many commercial banks have foundations which give grants to support charitable causes 
including microfinance NGOs. For example, Metro Bank in 1996 gave a grant of Pl million 
(US$38,000) to support the Punla sa Tao Foundation. This foundation supports the 
development of the Philippines microfinance sector by building the capacity of institutions 
involved in the delivery of microfinance services to the poor. 

12 However, no other commercial bank will now lend to this MFI because, despite currently 
being the largest in the Philippines, with over 11,000 clients, it has not reached operating 
self-sufficiency. It not only has a negative net income but also a negative fund balance. 

13 The goal of the majority of organisations in India has been to build the sustainability of 
the community-based organisation (the SHG), not the sustainability of the NGO. PRADAN 
states that 'the primary focus of the program is to create access and control over credit to 
poor women living in rural areas'. MYRADA's goal is 'to raise 1 million poor people over 
the poverty line by 2005'. Friends of Women's World Banking, a second tier lender to 
MFis, explained that very few NGOs in microfinance in India have a serious business plan 
or financial projections. However, in the opinion of AIAMED, NGOs involved in MED are 
undergoing a transformation from a 'livelihood focus' for their clients to one of 'self
employment'; from 'consumption' to 'enterprise development'; and a transformation from a 
'credit focus' to a 'finance focus'. As a result, they expect an increase in the level of 
professionalism of MFis over the next two to three years. As this occurs, many more NGOs 
will be able to access finance from the banks. 
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currently interested in accessing commercial loans from banks because of the cost of 
funds and because it is not yet operationally self-sufficient. 14 As will be discussed in 
chapter 3, the MFis' lack of financial viability is a serious obstacle to commercial bank 
funding. 

In conclusion, section 2.3 has examined subsidised lending by commercial banks in 
order to fulfil a government mandate in the Asia-Pacific region. Commercial banks 
would not be undertaking this lending if it were not for the government mandates. So 
it can be argued that the mandates have resulted in an increase in the credit available 
for microentrepreneurs. However, the research has shown that government targets that 
are implemented with subsidised interest rates have either low portfolio quality (for 
example, 50 per cent in the Nepal IBP program) or are very small scale (for example, 
the Philippine and Malaysian CGC programs). With low portfolio quality on a product 
with few clients that the bank is subsidising, there are no incentives for the banks to 
expand this type of lending. As a result it is unlikely that a vibrant microfinance industry 
will develop. The only conclusions to be drawn are: 

• that the banks need to change the design of their microcredit products, or 

• alternatives to government mandates should be pursued in order to develop the 
microfinance sector and substantially increase microentrepreneurs access to 
credit. 

Pakistan: directed credit schemes at low interest rates 
In Pakistan, the State Bank of Pakistan (the central bank) requires specific banks15 to 
lend a certain proportion of their loans to agriculture but there are no interest rate 
restrictions. 16 Within that allocation they must lend at least 50 per cent of disbursements 

14 As of December 1996 TBF had 3134 loans outstanding and an average loan size of Rs4800. 
However, TBF is negotiating with a large national bank to operate as one of its branches. 
The deal TBF hopes to finalise is that it would disperse the bank's smallest business 
lending in areas the bank is unable to reach, for a fee, on a pilot basis. TBF believes the 
bank sees this as a strategic move to meet its priority sector lending targets. TBF has not 
undertaken a break-even analysis on the volume that would need to be lent to cover its 
costs based on the fees. 

15 The directed credit mandate applies to the three state-owned commercial banks, the two 
privatised commercial banks, the Agricultural Development Bank of Pakistan and the 
cooperative banks. 

16 There is a complex procedure for determining the allocations for individual banks. First, 
the government develops an annual credit plan for the economy as a whole, specifying 
the maximum loans outstanding for the banking system. It then estimates the requirements 
for agriculture that are expected to come from the formal financial system. The two figures 
are not directly comparable, because the overall credit plan is expressed in outstandings 
whereas the allocation for agriculture is expressed in disbursements. This annual 
requirement for disbursements to agriculture is then allocated to individual banks 
depending on a range of criteria, including area of operations, deposit ratios, and the 
bank's own plans and projections. For instance, in 1996-97 the global allocation for agri
culture was Rs26 billion (US$720 million) of which around RslO billion (US$277 million) 
was allocated to the commercial banks, around Rs12 billion (US$111 million) to the 
Agricultural Development Bank of Pakistan, and around Rs4 billion to the cooperative 
banks. In the case of commercial banks, it is understood that the requirements mean that 
around 5 per cent of the value of loans outstanding are to agriculture. 

Subsidised lending by 
commerdal banks to 
fulfil a government 
mandate has failed to 
develop a vibrant 
microfinance industry 



24 The Role of Commercial Banks in Microfinance: Asia-Pacific Region 

to small farmers.17 It is understood that around 70 per cent of farmers fall within the 
definition of small farmers and, even so, some large farmers have managed to find 
ways of obtaining loans. Under the supervised credit scheme, the State Bank has required 
the banks to establish mobile banking units for reaching small borrowers, and has also 
provided banks with territorial jurisdiction. These measures have led to higher repayment 
rates on small loans than had previously been the case, with repayment rates now in 
the 70 to 75 per cent range. There are no formal restrictions on interest rates, but there 
appears to be considerable pressure on banks to keep interest rates on small loans 
low. 

In 1997 the State Bank had been giving preliminary consideration to extending these 
rules, to require all banks to allocate a part of their loan portfolio to microfinance. 
Alternatively, banks may be required to reinvest a certain proportion of the resources 
they raise from a particular village or region back into that village or region. However, 
no decisions have been taken yet. 

2.3.3 Loan guarantees as a subsidy for banks 

Finally, loan guarantees can be considered as fitting generally into this category of 
banks subsidising interest rates, because without the loan guarantee the bank either 
would not make the loan or would charge a higher interest rate to compensate for the 
additional risk. 18 This study identified two credit guarantee corporations in the Asia
Pacific region (Philippines and Malaysia) that were involved in microfinance. However, 
they had microcredit programs not specific loan guarantee programs for banks lending 
to rnicrofinance. However, box 2 gives a summary of the most effective loan guarantee 
programs internationally. 

In summary, the experience of loan guarantees is that they are useful for individual 
MFis or microentrepreneurs to get access to commercial bank funds. However, there is 
much debate about the evidence that loan guarantees provide 'additionality' or incentive 
for the banks to develop a long-term active commercial involvement in microfinance 
that they would otherwise not have considered. 

17 Small farmers are defined on the basis of their landholdings, whether as owners or 
tenants. In more fertile areas with irrigation, small farmers are defined as those with 
12.5 acres of land or less. In desert areas with irrigation, the ceiling is higher, ranging from 
16 to 32 acres. In rain-fed areas, the ceilings are double those in irrigated areas. However, 
it is unlikely that many poor farmers benefit from this allocation. 

18 The provision of a loan guarantee is not the only way for an MFI to leverage bank funds. 
They can do so with: the usual collateral of real estate (but MFis often do not own real 
estate); the personal guarantee of the members of the board who are known to the bank 
and are 'high net worth' individuals (but board members are often not prepared to take 
this personal risk for the MFI); the loans of the MFI can be assigned to the bank, that is, 
the loans of the MFI would become the property of the bank in the event of default (but 
banks are often wary of taking on an MFI's loans because they do not have the 
relationship with the clients to ensure continued high repayment) and finally; if the bank 
is progressive it will assess the MFI on its cashflow and if the MFI is financially sustainable 
and has a longstanding relationship with the bank, the MFI should be able to leverage 
funds from the bank even with a low equity base. 
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Box 2 Effective international loan guarantee programs 
There have been several different international loan guarantee programs but none has 
been more effective than ACCION International's Latin America Bridge Fund. The Latin 
America Bridge Fund was established by ACCION International in 1984, and is funded by 
loans from a number of foundations, private investors and religious organisations. This 
fund operates by providing a guarantee on loans made by local commercial banks to 
ACCION affiliates in Latin America. Thus, by sharing some of the risk in extending loans to 
MFis, the fund induces commercial banks to enter into business relationships with an MFI. 

Typically, first-time loans by commercial banks are guaranteed up to 90 per cent by the 
Bridge Fund. Over time, as the relationship between the MFI and the bank develops, the 
proportion of guarantee drops progressively, and in some cases the guarantee has been 
eliminated altogether. These guarantees are extended only to ACCION's affiliates, which in 
turn are required to meet both strict financial and non-financial criteria (such as having a 
plan to reach profitability) established by the Bridge Fund (Stearns 1993). 

The results of this guarantee mechanism have been positive. By May of 1996, the Bridge 
Fund had been capitalised with US$6.6 million. Currently, ACCION's 18 affiliates are 
successfully taking advantage of the fund. On average, the fund guarantees 50 per cent of 
the commercial bank loans extended to ACCION affiliates. This means that today the 
Bridge Fund is leveraging approximately twice its value in loans made to MFis 
(US$13.2 million). 19 Over time, mature affiliates using the Bridge Fund mechanism have 
become regular and trusted clients of local banks and often no longer need the guarantee. 
As a result, the Bridge Fund has been able to provide letters of credit for additional 
affiliates. Despite the substantial resources mobilised by the Bridge Fund, demand among 
local affiliates for commercial capital far outstrips the current supply. 

Since its inception Women's World Banking (WWB) has operated two types of loan 
guarantees, one like the ACCION Bridge Fund and the other for individual 
microentrepreneurs. FUNDES (a Swiss NGO) has operated one of the largest individual 
guarantee programs for micro and small entrepreneurs in Latin America. The experience of 
both WWB and FUNDES is that loan guarantees can marginally increase lending to MFis 
and microentrepreneurs, but only those which are strong and approaching profitability/ 
self-sufficiency. In the process of reducing the cost of the loan for MFis or the individual 
microentrepreneur, some of the risk for banks is removed. The banks look at the quality of 
the guarantee not the MFI, so the loan guarantees do not really help the lender learn how 
to deal with the risks of microfinance or move into it as a business opportunity. 

2.4 Government-mandated lending targets but 
banks charge commercial interest rates (C) 

Government mandates for priority sector lending are designed to achieve equity goals. 
Most commercial banks make it very clear that they would not lend to the poor unless 
they were required to do so, but they understand the government's need to attempt to 
provide equitable access to financial services. 

This section highlights the significant difference between banks in Pakistan and Thailand 
in how they are responding to the governments' directing of credit to the poor. It also 
highlights how banks in the Philippines are complying with the government mandate 
for lending to small and micro entrepreneurs. 

19 ACCION International maintains three layers of protection for its Bridge Fund: (1) each 
affiliate must maintain a loan-loss reserve equal to a minimum of 2 per cent of the 
outstanding microenterprise portfolio; (2) the Bridge Fund itself maintains a loan-loss 
reserve equal to 5 per cent of the outstanding letters of credit; and (3) all loans made to 
the Bridge Fund are pooled with each investor sharing a proportional burden of the risk. 
To date, no investors in the Bridge Fund have suffered any losses from their investments. 
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The vast majority of 
MFis in the region are 
not using commerdal 
bank finandng 

2.4.1 Directed credit schemes for the rural poor in Thailand 
Mediocre portfolio quality at a significant scale but rarely reaches the 
poor 

Thailand: directed credit schemes at commercial interest rates 
Thailand has a similar directed credit program for rural lending, assuming it would 
reach the poor, but there are no poverty lending requirements. Banks are required to 
lend 20 per cent of their total deposits from the previous year to the rural sector with 
no interest rate restrictions. Fourteen (14) per cent is allocated for lending to agriculture, 
and the remaining 6 per cent for lending to agricultural business. Most commercial 
banks meet this 20 per cent target because there are no requirements concerning lending 
for poverty alleviation. The Bank for Agriculture and Agricultural Cooperatives (BAAC), 
a state-owned agricultural bank, has extensive outreach in the rural areas, reaching 
82 per cent of all farm families with an average loan size of US$1200. So the commercial 
banks tend to serve only large borrowers in rural areas, leaving the small and medium 
borrowers for BAAC.20 The result is that there is little commercial bank lending to 
microentrepreneurs. 21 

2.4.2 Government-mandated targets with commercial interest rates 
charged to SHGs/MFis in the Philippines and Nepal 
Small scale 

The vast majority of MFis in the Asia-Pacific region are not using commercial bank 
financing (as identified in section 2.3.2 above). Getubig et al. (1997) in their sample of 
MFis studied for the Bank Poor study found that the Grameen Bank, Working Women's 
Forum in India and the People's Rural Development Association in Sri Lanka were the 
only three MFis in the region which had borrowed extensively for on-lending. All the 
other MFis sampled mobilised funds from commercial money markets at less than 
2 per cent of loans outstanding in 1994--95. This is a much lower level than that found 
by the World Bank's Sustainable Banking with the Poor (SBP) regional studies. SBP 
found NGOs in East Asia and the Pacific receive 15 per cent of their funding from 
commercial loans (World Bank 1997a), which is almost as high as NGOs in Latin 
America at 18 per cent (World Bank 1997c). It is also much more than the financing 
coming from commercial loans in South Asia at 9 per cent and in East, Central and 
South Africa at 10 per cent. The main reason for this difference in findings is that the 
results have been skewed by the different samples. The World Bank study included 
BRI and BAAC which dwarf all the other programs and have no subsidised funding 
whereas the Bank Poor study did not. 

Philippines: meeting a government target by lending at 
commercial interest rates to MFis 
In the Philippines, the Bank of the Philippine Islands, the Rizal Commercial Banking 
Corporation (RCBC) and Union Bank are leading commercial banks that are known to 
have conservative lending policies. This means that MFis or microentrepreneurs rarely 
qualify as their clients. They require the following from either an MFI or an individual 
before they will lend to them: 

(1) a profit and good track record for at least three years 

(2) high-quality assets so receivables can be assigned to the bank 

20 Until the mid 1970s, Bangkok Bank provided a significant number of small loans in the 
rural areas, but it now concentrates almost exclusively on large borrowers. 

21 The detailed case study of BAAC undertaken by the World Bank explains why it is 
successful (Webster et al. 1997). 
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(3) excellent management 

( 4) a high-quality board, known to the bank. 

Out of 54 members of the Microfinance Coalition and up to 500 'credit' NGOs (Getubig 
et al., p.103) involved in the sector in some way in the Philippines, there is only one 
MFI which has so far met the requirements of these three leading commercial banks, 
that is, TSPI Development Corporation. TSPI has eight loans from different commercial 
banks because the banks think it has good financial performance and it is well established. 
However, in the opinion of the former executive director, these loans were primarily 
due to the relationship between TSPI's board members and bank senior executives, 
and the government lending requirements for small enterprise. 

Other commercial banks have lent to MFis at commercial rates but with tough conditions. 
For example, Solid Bank expected members of the MFI board to be personal guarantors 
of the loan and required the MFI to give them post-dated cheques for the loan payments. 
The United Coconut Planters Bank required another MFI to give them letters of 
commitment from donors to show that it had the necessary cash flow to pay back the 
loan, in addition to having the MFI's building as collateral. Given this degree of rigour, 
it is hardly surprising that so little is being lent to MFis. 

Nepal: meeting a government target by Lending at 
commercial interest rates to groups 
In Nepal, Rashtriya Banijya Bank (RBB) has been lending to SHGs since 1992. By 
January 1997 RBB had Rs30 million (US$545,000) in loans outstanding to 1044 SHGs. 
This is 0.2 per cent of its total loan portfolio. (This is a larger percentage of its total 
portfolio than many of the banks in India which are lending government money. See 
section 2.2.4 above.) Again, the portfolio quality is much higher than other priority
sector lending but the volume is still painfully small. 

At the Bank Poor meeting in Kuala Lumpur in December 1996, the participants stressed 
the importance of a commercial approach featuring well-prepared proposals testifying 
to the MFI's high repayment rates, good governance, a strong and respected board, 
and a small range of solid products that the commercial banks can understand and 
approve (Getubig et al. p.33). This is an encouraging sign. 

In conclusion, section 2.4 has looked at programs in which commercial banks charged 
their lending at commercial interest rates, in order to meet a government target. The 
research shows that this type of lending is either small scale or is not reaching 
microentrepreneurs. However, unlike the other categories of government programs 
channelled through banks or of subsidised lending, low portfolio quality was not seen 
to be as much of a problem. In fact, in Nepal and Pakistan higher portfolio quality was 
reported than under other priority sector lending. Therefore, it would seem that charging 
commercial interest rates does not result in greater delinquency for microfinance lending. 
This leads to the conclusion that commercial rates generate better results than using 
subsidised rates but the government mandates have still not achieved the objective of 
profitably reaching large numbers of microentrepreneurs. Therefore, either the banks 
need to work on the design of their micro-credit products, or alternatives to government 
mandates should be pursued in order to develop the microfinance sector and substantially 
increase microentrepreneurs' access to credit. 

2.5 Microfinance as a profitable business {D) 
There are millions in the region who need access to financial services but neither 
subsidised government money nor grant funds from donors nor government targets 
are supplying the needed access to credit. If they are ever to be reached, microfinance 
will need to be delivered on a sustainable commercial basis that does not require 

Conservative lending 
polides of commerdal 
banks presently 
exclude many MFis 
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A few commerdal 
banks are engaged in 
microfinance lending 
on a profitable basis 

Hatton Bank has ten 
times more savers 
than borrowers in its 
microfinance program 

Hatton Bank's 
microfinance savings 
and lending program 
was considered 
profitable in 199 7 

ongoing subsidies. However, there are only a few examples of commercial banks 
being engaged in microfinance lending on a profitable basis. We must examine these 
examples carefully to understand what is specific to the particular bank and/or country, 
and what can be applied in different institutions and contexts.22 

According to CGAP Cl997b p.2) the microfinance industry is still awaiting the entry of 
private commercial banks, but the success of pioneers like Hatton Bank in Sri Lanka, 
Bank Dagang Bali in Indonesia, Banco de Desarrollo in Chile, and BANCOMER, the 
second largest commercial bank in Mexico, is encouraging. Annex 5 provides a list of 
the banks worldwide that are engaged in microfinance and are known to USAID. As a 
result of these examples, USAID commissioned Ohio State University to study the role 
of commercial banks in microfinance. This study (Baydas et al. 1997) identified and 
researched 12 commercial banks which are successfully lending to microentrepreneurs: 
seven are in Latin America, three in Africa and two in Indonesia. Table 2 shows the 
extent of their lending. The region obviously missing from table 2 is the Pacific. This is 
simply because the scale of lending in the Pacific is so small that microfinance is rarely 
commercially viable. Annex 2 provides a description of microfinance by commercial 
banks in the Pacific. 

2.5.1 The case of Hatton National Bank in Sri Lanka23 

Hatton National Bank is the largest private commercial bank in Sri Lanka and the only 
private commercial bank in the Asia-Pacific region outside Indonesia which lends to 
this sector on a commercially viable basis without being required to do so. Its principal 
business consists of commercial banking and development finance, international banking, 
trusts and investment, mortgage loans and lease financing. The Gami Pubuduwa 
Upadeshaka (GPU) scheme was introduced in 1989, based on the concept of 'barefoot 
banking', and there are currently 82 units. Essentially, the GPU officers function as a 
linkage between the bank and the rural community. The program is aimed at rural and 
semi-urban unemployed youth, but is not specifically means tested. 

Loans up to Rsl5,000 (US$272) are allowed without security, and first loans up to Rs25,000 
(US$453) are granted against the guarantee of two villagers. In most instances, banking 
transactions are carried out in the village, rather than at a bank branch. As of October 
1995, there were 4400 outstanding loans with a volume outstanding of around Rs70 million 
(US$1.3 million), with an average loan size of US$360. The interest rate charged on loans 
ranges from 17 to 25 per cent, with a cumulative repayment rate of 97 per cent. The 
program has been even more successful in terms of savings mobilisation, because the 
GPU officers visit clients to collect and record deposits. As of October 1995, there were 
44,479 deposit accounts and total savings of Rs402 million (US$7.3 million). The interest 
rate on savings accounts is 11 per cent (Gallardo et al. 1997, pp.15, 18, 22, 32, 33). These 
numbers have all increased significantly since 1995. 

The bank also involves around fifteen NGOs in the program as a means of reducing 
costs. In some cases the NGOs operate as non-financial intermediaries, identifying and 
training borrowers, but the loan contract remains between the bank and the final 
borrower. In other cases, NGOs deposit members' savings with the bank, and the bank 
extends a loan to the NGO based on a multiple of the savings. The bank is careful in 
selecting NGO partners, looking in particular at their management, field structure, the 
sustainability of their operations, and their legal status. However, there are no written 
guidelines about the selection of NGOs. 

22 There are, of course, other regulated formal financial institutions which serve 
microentrepreneurs profitably such as rural banks and credit unions. However, they do 
not fall under the purview of this study of commercial banks. 

23 Sources are Gallardo et al. 1997; CGAP 1997b; and author interviews. 
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Table 2 Commercial bank involvement with microfinance 
(selected countries), 1996 

Regions and Commercial Number of Volume of % of microloans Total no. 
countries banks micro loans micro loans in portfolio of savings 

outstanding outstanding accounts 
(US$million) 

Latin America 
Bolivia Banco Sol 57 745 30.2 100 45 911 
Chile Desarollo 17 500 17.6 Small 0 
El Salvador Agricola 9 305 14.8 3.3 50 459 
Peru Wiese 4 760 19.0 10 n.a 
Ecuador Pacifico 4 000 4.0 2 8 000 
Panama Multicredit 1 450 8.6 10 1 750 
Guatemala Empresarial 840 2.0 11 20 000 
Jamaica Workers 177 3.3 4.5 n.a 

Africa 
Egypt NBD 20 852 13.5 3.7 20 832 
Uganda CERUDEB 3 900 5.8 83 60 900 
South Africa Standard 226 0.138 Negligible 287 786 

Ash 
Indonesia BRI Unit Desa 2 500 000 1 700.0 Majority 16 200 000 

Indonesia BDB 13 133 43.1 49 344 619 
Sri Lanka Hatton Bank 4 400 1.3 Small 44,479 

International 
bank 

Guyana Scotia Enterprises 9 000 1.2 

Sources Baydas et al. 1997; Church et al. 1997; Gallardo et al. 1997 

At the end of 1995 the program had just moved beyond a break-even level and by 1997 
was considered to be profitable. It is not entirely clear, however, how the authors of 
this study arrived at this conclusion. We look forward to further analysis so that other 
banks can learn from Hatton Bank's example how to deliver microfinance services 
profitably. 

2.5.2 The case of the Unit Desa system of Bank Rakyat Indonesia24 

The Unit Desa system of Bank Rakyat Indonesia is the most successful microfinance 
program in the world, and it is a government-owned commercial bank. It is successful 
in reaching large numbers of poor clients. As of 1996-97 it had 2.5 million borrowers 
(Church et al. 1997, p.l) and it reaches 15 per cent of all rural households in Indonesia. 
It is also profitable. As of 1996-97 it earned $170 million on loans of $1. 7 billion, with 
no subsidies (Church et al., p.1). This is an approximate return on performing assets of 
10 per cent, which is competitive in commercial terms. 25 

24 Sources are Church et al.1997; Otero & Rhyne 1994; and author interviews. 

25 This is an under-representation of its profits because the Unit Desa system could earn more 
on its savings in the open market than it does from the transfer price earned within BRI. 

9 2 700 
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BRI's microfinance 
savings and loans 
perform well and are 
growing quickly 

The Unit Desa system of BRI's return on assets (ROA) of around 10 per cent is impressive 
and competitive in commercial terms. It does not rival the high earnings of 15 per cent 
or more from large industrial development projects etc. often demanded by commercial 
banks. However, the microfinance savings and loans of the Unit Desa system perform 
consistently for BRI and continue to grow quickly. What has made it so successful? 

Box 3 Key issues in the success of BRI's Unit Desa system 
(1) A non-restrictive interest rate policy is very important. 

(2) Institutional development and developmental impact cannot be separated. 

(3) Getting incentives right for borrowers, employees and managers has been a key 
ingredient: 

for borrowers: competitive interest rates and reasonable liquidity induce 
savings,26 and payment incentives and the opportunity for more credit induce 
repayment. 

for staff: fair salaries, benefits and performance incentives are incentives to 
perform efficiently. 

- for management: profit -centre accounting induces effective management. 

( 4) Providing financial services as opposed to targeting credit offers greater 
opportunities for developing a large customer base, a self-financed capital base and 
institutional self-sustainability. 

(5) The demand for liquidity is far more important to most rural citizens than the 
demand for credit. Savings mobilisation is just as important as credit in meeting the 
financial needs of the rural population.27 

(6) Low-income rural people make good and profitable financial clients. 

(Summarised from Otero & Rhyne 1994) 

Significance of BRI's Unit Desa savings services 
According to Otero and Rhyne (1994, p.225) the success of BRI's Unit Desa System can 
be attributed primarily to the fact that the system has been permitted to adhere to the 
fundamentals of banking and finance enough of the time to become operationally 
effective and financially viable. A more recent study of BRI by the World Bank found 
similar reasons for the Unit Desa's success but focused on the importance of savings 
services. It is estimated that in the Unit Desa system there are five to six savers for every 
borrower (Church et al., p.8). Of the following eight important lessons learned from 
BRI, three focus on savings: 

(1) Access to credit on a regular basis is more important than a low interest rate. 
Loan rates should be set to cover the intermediation costs so that the bank is 
financially viable and can therefore provide credit over the long term. 

(2) Banks in rural areas need to be able to serve the whole credit market in order to 
minimise overhead costs. 

(3) The main lending decision is whether a particular individual and enterprise are 
creditworthy; this decision should be left to the bank. 

26 Microentrepreneurs with enough cash to pay all their expenses on time have enough 
'liquidity'. One of the biggest problems for microentrepreneurs is the fluctuation in cash 
flow from their business resulting in 'illiquidity', and the fear of running out of cash 
prevents saving. Easily available credit enables borrowers to maintain their liquidity even 
in unforseen circumstances and so encourages saving. 

27 This is because using their own savings to meet their financial needs is less expensive 
than using credit. Without a place to save safely, they cannot build up their savings. 
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( 4) Serving people's demand for savings instruments is just as important as satisfying 
their demand for credit. People need a safe place to keep their savings. They 
need to have funds available to meet unforeseen emergencies as well as to meet 
regular, relatively large expenses such as school fees and uniforms. Without a 
financial cushion in liquid savings, any emergency will force the withdrawal of 
capital from their enterprise and push many families back into poverty. Savings 
instruments must be designed to fit people's requirements. 

(5) There is a large potential for savings among relatively low-income people in the 
rural areas. Before the BRI units actually tried to mobilise deposits in the rural 
areas, the conventional wisdom was that incomes were too low for people to 
save. This was simply wrong. 

(6) A large number of small savings accounts provides a relatively stable source of 
funds for the bank. The total savings in the units has not fluctuated wildly as 
economic conditions have changed over the past few years. Rural savings have 
proven to be much more stable than the time deposits and savings of large 
businesses in the cities, including the deposits of the government corporations. 

(7) Efficiently operating a large network of small banks requires a combination of 
simplicity, transparency, standardisation, and delegation of authority and 
responsibility. The cornerstone of the system's transparency lies in the simplicity 
of the units' financial statements and the credit and savings instruments offered. 

(8) A stable macroeconomic environment and a growing rural economy have been 
invaluable contributors to the success of the BRI Units. 

The importance of savings was also found by the World Bank Cl996a) in its inventory 
of all the major microfinance institutions in the world. It concluded that the only 
institutions that have achieved large-scale microlending have also emphasised local 
deposit mobilisation, of which the Unit Desa system is one of the best examples.28 

The overwhelming scale and financial success of BRI is also illustrated in table 7 (see 
annex 6) which shows a summary of the volume of microlending undertaken by the 
commercial banks in the Asia-Pacific region which were sampled in this study and 
described in this chapter. 

2.5.3 Lending to MFis or groups as a profitable market opportunity 
in Bangladesh with Latin American comparisons 

Bangladesh 
In the Asia-Pacific region, Agrani Bank and]anata Bank in Bangladesh are examples of 
commercial banks which lend to NGOs on a commercial basis. They are lending to 
financial intermediaries that on-lend to the poor on their own account, such as BRAC, 
ASA and Shakti Foundation.29 They are also working in collaboration with NGOs such 
as Swanirvar Bangladesh, which undertakes social intermediation - that is, training 
and motivating self-help groups of the poor - but does not directly provide loans. In 
this case, the loan contract is between the bank and the final borrower. The number 
and extent of such linkages is gradually expanding. 

These banks are nationalised commercial banks. To date, no private commercial banks 
in Bangladesh have established linkages with MFis. Since there is no government 
mandate for lending to the poor, the private commercial banks have largely stayed 

28 By comparison, the Philippine commercial banks had very little interest in the savings of 
microentrepreneurs. It was assumed that the amounts were not sufficiently significant to 
be a business proposition. However, the National Association of Credit Cooperatives has 
estimated that member cooperatives have approximately PS000-6000 million 
(US$229 million) on deposit. This shows that there are significant savings deposits 
available which could be mobilised for the benefit of both the clients and the banks if the 
banks understood their potential and designed better savings and lending products. 

29 We were unable to clarify the exact extent of their lending, see table 7 in Annex 6. 
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Banco Sol in Bolivia 
was the first MFI to 
transform into a 
commerdal bank 
and it still lends to 
groups 

away from the rural credit sector. The nationalised commercial banks and specialised 
agricultural banks have lent extensively through their branch networks in the rural 
areas. But their rural credit programs are generally not targeted to the poor, do not 
reach the poor, and are subject to high default. 

Grameen Bank is one of the best known microfinance institutions that lends to groups, 
but it is not a commercial bank. Rather, it is a specialised development bank. As 
Khandker et al. 0995) comment, a commercial bank's basic incentive is profit 
maximisation rather than social development. Grameen, in contrast, has a special banking 
licence, and has objectives that include alleviating the poverty of the rural poor, and 
outreach to women. 

Therefore, there are no profitable commercial bank lending programs of significant 
scale that lend to groups or MFis in the Asia-Pacific region, only to individuals. 

Latin America 
As a comparison, tthere were two banks in the Baydas et al. study (1997) that profitably 
lend to groups: Banco Sol in Bolivia and Scotia Enterprises in Guyana. Both were 
started from NGO programs. Banco Sol started as Prodem, an ACCION affiliate which 
successfully used the ACCION group lending methodology and then grew into a 
commercial bank. A person who was schooled in the Grameen lending methodology 
and implemented it as an experiment by Scotia Bank started Scotia Enterprises. Banco 
Sol was the first MFI to transform into a commercial bank and it still lends to groups. It 
is the benchmark against which all MFis that want to become commercial banks measure 
themselves. Banco Sol as a bank has been in operation longer and so has had a chance 
to grow substantially (Otero & Rhyne 1994). 

Only one bank was identified that lends its own funds to MFis on a commercially 
viable basis, Banco Wiese of Peru. However, this bank has learnt which NGOs it can 
trust to manage its money well. It lends the savings of its clients to 17 NGOs who, in 
turn, on-lend it to 4760 individuals. This amounts to US$19 million which is 10 per cent 
of the volume of loans outstanding. The NGOs handle all the lending procedures, and 
the bank acts as a window for receiving loan payments. Banco Wiese considers that 
the NGOs have the expertise which would be too difficult or too costly for the bank 
staff to acquire. 

2.5.4 Key success factors for profitable microfinance 
by commercial banks 

The key factors in the profitable delivery of microfinance by commercial banks found 
during this study were similar to those found by Baydas et al. 0997). However, the 
successful commercial bankers in the Asia-Pacific region considered it of critical 
importance to focus on operational issues, rather than the broader contextual issues, 
because these were the issues over which they exercised control. Therefore, the key 
factors for profitable delivery of microfinance by commercial banks identified in this 
study emphasise the operational, as can be seen in the following points. 

0) Small specialised banks or separate microfinance units within large 
commercial banks achieve greatest success in this market. 

The commercial banks with profitable microfinance programs have separate 
units or are small, specialised banks. All the failed rnicrofinance programs were 
integrated into the banks' normal small business lending operations. 

(2) Savings are equally important as lending. 

The successful commercial bank microfinance programs focused on the design 
and delivery of both savings and lending products and services for individuals, 
because that was what clients demanded. The unsuccessful programs only 
focused on lending. 
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(3) The interest rates charged must cover all the costs of the lending products. 

Ongoing access to credit is more important to the clients than a low interest rate. 
The research has shown that a subsidised interest rate does not improve 
portfolio quality. On the contrary, those microfinance programs with commercial 
interest rates had the highest portfolio quality. Furthermore, there is no 
correlation between subsidised interest rates and the reaching of low-income 
entrepreneurs or reaching significant scale. 

( 4) Excellent MIS and portfolio management are essential. 

The importance of excellent MIS and portfolio management was highlighted by 
Union Bank (in the Philippines) as they researched global commercial bank 
microfinance programs. They found that unless there was an excellent 
management information system that could ensure tight portfolio management, 
the microfinance program would not be able to maintain high portfolio quality 
and would fail. 

(5) Key microf"lnance staff have mainly been recruited outside banks and/ or 
undergone specialist training. 

Microfinance requires a non-traditional approach to lending and so requires non
traditional bankers. Again, the profitable programs recruited from outside the 
bank or trained staff to specialise in microfinance. (This idea is developed 
further in chapter 3.) 

(6) Every successful microf"lnance initiative has a champion or visionary who 
will see the program through to success. 

Microfinance challenges so many preconceptions about banking that it needs a 
champion or visionary to see it to completion. This was the case for BRI and 
Hatton Bank as well as the Latin American comparisons. The unsuccessful 
programs rarely had a champion promoting the importance and viability of 
microfinance. 

These key success factors were tested using the case of a new commercial bank in 
India, Krishna Bhima Samruddhi3° that has just started lending. Each one of these key 
success factors was found to apply to this new bank: 

(1) Krishna Bhima Samruddhi is a small specialised banking institution. 

(2) Savings is equally as important a service to its clients as lending. The loans are 
largely on an individual basis and are slightly larger than the typical Indian 
microloans, with about 20 per cent of their portfolio in lending to SHGs. 

(3) The combination of interest rates and fees cover all the costs of lending. 

30 The Samruddhi Bank is in the process of registering as a local area bank. This will enable 
it to be a full-service commercial financial institution for customers in rural areas. It will 
provide the whole range of services for the demand segments described above. The main 
functions of the Samruddhi Bank will be: 

- mobilising rural savings through a network of village-based 'Customer Service 
Representatives' (CSRs), who get a commission for savings mobilised 

- extending credit to borrowers above Rs25,000, through the bank's units 
- extending credit to borrowers up to Rs25,000, through the bank's franchise agents (FA) 

and trader on-lending agents (TOAs) 

- extending credit to borrowers below RslOOO, through NGOs/self-help groups. 

These three channels will perform most of the functions of a rural bank branch, yet do it 
at a fraction of today's costs. While the savings in operating cost are important, the main 
reason for proposing the use of FAs, TOAs and SHGs as purveyors of credit is to match 
the product with the appropriate distribution channel (Mahajan 1995). 

Key success factors 
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( 4) Excellent MIS and portfolio management are a strategic issue for Krishna Bhima 
Samruddhi. 

(5) The staff they have recruited are rarely bankers. 

Key success factors for microfinance 

(1) Create a small specialised bank or a separate microfinance unit within a 
large commercial bank. 

(2) Treat savings as equally important to lending. 

(3) Charge interest rates to cover all the costs of the lending products. 

(4) Ensure excellent MIS and portfolio management. 

(5) Recruit staff from outside the bank and/or give staff specialist 
training. 

(6) Find a champion or visionary who will see the program through to 
success. 

2.6 .Summary 
• Over 95 per cent of the commercial banks studied in the Asia-Pacific region 

which undertake microfinance lending only do so because it is required of them 
by the government. 

• In most cases either the portfolio quality is low or the scale is very small, or it 
does not reach the entrepreneurial poor. Microfinance has not been a profitable 
business for these commercial banks. 

• Of the three categories of government-mandated programs, the government 
target set with commercial interest rates appeared to be the most effective. This 
was because its portfolio quality was higher than the other programs. But even 
these programs were not considered profitable. 

• Since microfinance is not a profitable business for these commercial banks, they 
would not continue lending if the government mandate was withdrawn. 

• In order for it to be profitable they would need to re-design their microfinance 
products to serve microentrepreneurs better. 

• It is also true, however, that there are increasing numbers of innovative 
commercial banks which choose to provide microfinance services to MFis, 
groups and individuals and do so profitably. 

• Microfinance may not compete with the most spectacular returns but 
microfinance can achieve goals that all bankers want to reach: 

consistently performing lending and savings services which contribute 
positively to the bank's bottom line; 

diversifying portfolio to diversify their risk 

maximising the performance of their branch network, considering each 
branch as a separate profit centre; 

be seen to be providing financial services to a broad cross-section of the 
population rather than simply financing the rich (which microfinance 
achieves better than any other product). 
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• Thus, financial services to microentrepreneurs can generate a commercially 
competitive rate of return and fulfil important strategic goals for commercial 
banks, if they adhere to the following key success factors: 

Create a small specialised bank or a separate microfinance unit within a 
large commercial bank. 

Treat savings as equally important to lending. 

Charge interest rates to cover all the costs of the lending products. 

Ensure excellent MIS and portfolio management. 

Recruit staff from outside the bank and/or give staff specialist training. 

Find a champion or visionary who will see the program through to success. 
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3 Matters of perception: How 
commercial banks view 
microfinance 

Chapter 2 showed that few commercial banks are engaged in 
microfinance as a profitable business opportunity. This chapter will explain 
why. It examines the perceptions of commercial banks regarding 
microfinance, the extent to which these are based on demonstrably 
measurable data, and what commercial banks expect from relationships with 
MFis. It also identifies the obstacles to supporting microfinance Lending for 
commercial banks presently inactive in this area. 

3.1 Introduction 

Commercial banks' perceptions of microfinance are shaped by a combination of the 
mission of the banks and the attitudes of their staff. To examine these perceptions in 
Asia, extensive interviews were conducted with over 40 bankers from 22 banks in 
India, the Philippines and Australia, as well as with a sample of banks in each of the 
other countries visited. 

The large majority of commercial banks have peripheral dealings with microentrepreneurs 
or MFis and fundamentally distrust the poor. They often experience non-payment by 
the poor, and they assume that the problem is with the poor, not with the banks' 
products. There is also a general distrust of NGOs because they are not-for-profit 
institutions and not subject to regulation. However, once these banks have had some 
experience with a successful MFI or formal financial institution reaching the poor and 
actually examine the performance of their clients, attitudes begin to change. They 
expect that MFis will reduce the bank's risk in lending to this sector, by either financial 
or social intermediation. 

There were a smaller number of banks (less than 5 per cent) who understood that 
microentrepreneurs and MFis were a potential business opportunity. Some of these 
banks were specialising in this market. Their perception was based upon their bank's 
mission, their positive experience of microlending, and comprehensive analysis of the 
size and performance of the microfinance market. Generally, their preference was to 
work with microentrepreneurs directly, rather than with the MFis. 

These majority findings correspond with the USAID report on commercial banks in 
microfinance (Baydas et al. 1997). The perceptions of banks were not examined in 
detail by this USAID study but a summary of the majority of bankers' attitudes to 
microfinance indicates that they thought it was: 

(1) Too risky. Small and microentrepreneurs do not pay back their loans. 

(2) Too expensive. Small loans are not cost-effective. 

(3) Too foreign. Socio-economic and cultural barriers between the banks and the 
poor are too high. 
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This discussion on perceptions needs to be read in conjunction with the following 
discussion of obstacles. Together, they give a more comprehensive understanding of 
the underlying problems for commercial banks in microfinance. 

3.2 Commercial bankers' perceptions of 
microfinance 

3.2.1 A small percentage of commercial bankers are ignorant 
of the credit/savings capacity of the poor 

From the interviews it was estimated that approximately 20 per cent of bankers in each 
country were ignorant of the credit and savings capacity of microentrepreneurs and of 
the MFis which serve them. There are three main reasons for this. 

First, little is written about the success of poor clients in usual banking literature so it 
never comes to the attention of bankers in a professional context. A staff member of 
Bankgo Sentral ng Pilipinas (BSP) explained that bankers can be ignorant of the success 
of microfinance because NGOs are outside the family of financial institutions and their 
microfinance work is not discussed in the banking literature. Mr Jilani of the Indian 
Banks' Association (IBA) added that the primary concern of branch managers (wherever 
they are in the world) is asset quality, so they do not have the time to expand their 
information base and learn about small experimental programs. As the 1997 Price 
Waterhouse study found '. . .bank managers have started spending more time on 
recovery and loan appraisal. .. [and) less time with small farmers and the landless, with 
a desire to reduce this time even further' (World Bank/Price Waterhouse 1997b, p.9.) 

Why bankers may know Little about microfinance and MFis 

(1) Little is written about microfinance in banking literature so it does not 
come to their attention. 

(2) There is no need to learn about it because it does not fall within their 
primary business. 

(3) They may not want to learn about it because it may not fit their idea of 
banking. 

Second, banks may not target either the mass market or the rural sector so the staff do 
not need to learn about microfinance. For example, ANZ India's clients are multinationals 
and large corporations in the industrial sector, so there is no need for a senior manager 
to learn about loans to SHGs in India. When one senior manager did hear about these 
loans, his perception was that the program had every chance of success if it met the 
following criteria: 

(1) It was not dependent on government financing or forced to grow according to a 
government plan. 

(2) It had nothing to do with the political system or bureaucracy but focused only 
on the clients, particularly women. 

(3) It was profitable. 

Most of the staff of other prestige commercial banks interviewed in the region also said 
they had no need to learn about microfinance because their bank focused on much 
larger clients. 
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Banking practices 
reinforce bankers' 
distrust of 
microentrepreneurs 

Third, they may not want to learn about microfinance. Mr Prasad of IBA says bankers 
generally see the poor only as recipients of charity and so are not able to conceive of 
a business approach to microentrepreneurs. Few bankers are willing to overcome their 
ignorance and learn how to be successful in this market. Working with the poor or in 
rural areas is regarded as a 'sweat' job and does not fit with their idea of banking. In 
other words, 'rural banking has yet to appreciate the contribution of rural customers 
and dovetail banking services to suit customers' requirements' (Patel 1997, p.36). Mr 
Prasad thinks that with competition banks will eventually be pushed to learn about this 
market, but it will take a long time. 

3.2.2 The majority of commercial bankers are distrustful 
of the poor as clients 

Bankers have a basic distrust of microentrepreneurs and MFis because: 

• the banks' profitable lending practices exclude the poor 

• bankers have experienced non-payment of loans by the poor. 

Profitable lending practices exclude the poor 
Commercial banks are proud that they maintain profitability in the face of economic 
changes and government regulation. They have developed conservative practices which 
have stood the test of time and have protected them against undue exposure to risk. Mr 
Fernandez of MYRADA thinks that key aspects of banking practice has led to the 
banks' distrust of microentrepreneurs and the NGOs/MFis which serve them. These 
include: 

(1) Bankers are trained to focus on the purpose of the loan - but this is not the 
only important issue in microfinance, where a loan can be used for consumption 
smoothing. 

(2) Bankers lend based on the amount of collateral security - but this is not 
possible in microfinance. 

(3) Bankers live in the cities - so they do not understand how their rural clients 
live and work. 

Experience of non-payment of loans by the poor 
Bankers in Bangladesh, Nepal, Pakistan, Sri Lanka, the Philippines and India stated that 
they distrusted almost all microlending because of the non-payment of loans by the 
poor. In India in 1990, the government waived all government-subsidised loans and 
there were also subsequent interest waivers. This hit the private commercial banks 
worst because the government bought back the loans on the books of the government
owned commercial banks, but not those of the private commercial banks. Politicians 
still hold out the possibility of another waiver. 

This has resulted in a 'culture' of non-payment of loans to banks amongst the rural 
poor. Even an institution such as the Credit Guarantee Corporation in India which used 
to guarantee 90 per cent of priority sector lending has now, because of poor loan 
performance, reduced the guarantee to 50 per cent and increased its fees. This distrust 
was illustrated by a branch manager who refused to lend to a rural self-help group 
(SHG) formed by MYRADA because 90 per cent of the members had defaulted on 
previous government-subsidised loans disbursed. The Bridge Fund (TBF) decided to 
lend to the same SHG and had a 100 per cent 'recovery rate'. The bank's branch 
manager was unable to understand that the SHG members were actually good clients 
if they had a financial product which met their needs. TBF hopes that by the time it 
finishes its three years commitment to the SHG, the banker will have overcome his 
distrust and learnt that the rural poor in SHGs can be good clients. 
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Mr Prasad of IBA expanded on this point by stating that bankers' fundamental distrust 
of the poor has meant they are unable to think creatively about the profitability of 
financial products for this consumer market. There is a poverty of ideas for lending to 
this sector. 

The distrust by banks becomes even further entrenched when NGOs - that is, MFls -
are financial intermediaries. According to TBF, the banks in India are understandably 
suspicious of NGOs because there is a history of misappropriation of funds and alternative 
social agendas by NGOs.1 There is an apprehension that NGOs are another layer in the 
financial system which cannot be regulated. 

This is the case throughout the region. Union Bank in the Philippines distrusts NGOs 
as financial intermediaries because there are no owners of the NGO, and there are no 
assets to take as security. Mrs Javier of Union Bank, like most of the bankers interviewed, 
said that in her opinion the optimal role for NGOs is the social development of 
microentrepreneurs, for example, teaching financial discipline, especially for savings, 
and preparing clients for formal financial institutions. These banks expect that the 
NGOs will reduce the banks' risk through social intermediation, but they are not trusted 
with financial intermediation. 

In summary, the distrust of microentrepreneurs and MFis by commercial banks is very 
deep-seated as it is based on bank tradition and their experiences. It will take action on 
both fronts to overcome this distrust. 

3.2.3 A small minority of commercial bankers find 
that the poor are good clients 

Despite the views of the majority of commercial bankers interviewed there is a small 
but growing minority (perhaps 5 per cent of the total) who now take poor clients 
seriously. The most important factor has been the stiff banking competition in many 
countries that has forced banks to diversify into new markets. Some seek a new public 
image. Others have heard about the profits of successful microenterprise banks in 
Indonesia and financial NGOs-turned-banks in other countries. The need to succeed is 
forcing many of them to look at new markets, including the microfinance market, and 
the deregulation of financial markets is creating an environment in which these 
opportunities can now be explored within the formal .financial sector for the first time. 

Understanding that microentrepreneurs and/or MFis can be a profitable business starts 
with an experience which challenges the bankers' traditional distrust of this market. 
NABARD believes that bankers become convinced of the ability of the micro
entrepreneurs to pay back the loans once they actually see an SHG or MFI operating 
successfully. For example, Vysya Bank in Bangalore credits the late Mr Bill Taylor of 
The Foundation for Development Cooperation with their launch into microfinance 
because he showed Vysya's chairman the success of SHG lending. Banks interviewed 
in Nepal, Pakistan, Bangladesh, Indonesia and Malaysia have had similar pivotal 
experiences. 

When banks start lending to microentrepreneurs in a community - in a manner which 
meets their needs - the whole climate of repayment in the country or village is 
improved. For example, Canara Bank (India) said the loans to the SHGs for each 
branch are negligible at 0.067 per cent of total bank lending2 but they improve the 
performance of all loans to that village because women members of the SHG 'chase' 
their husbands to pay back other loans! Experience has also shown that the volume of 
lending increases over time. For example, a first loan to an SHG in 1992 was Rsl0,000 

1 This suspicion has been reinforced recently by the misappropriation of Rsl2 billion by a 
non-bank financial institution (Business India 1997). 

2 Rs20,000 out of Rs30,000,000 in annual branch lending. 
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but a sixth loan in 1997 was Rs80,000. Canara Bank expects that the members of the 
SHGs will ultimately become individual clients of the bank, particularly the women, 
because their small businesses perform well. Lending to SHGs in India is currently a 
break-even business opportunity but the banks believe it will eventually become 
profitable as the members' businesses grow. The distrust is therefore slowly being 
overcome with small positive low-risk experiences of lending to this sector. 

BASIX is a specialist microfinance company that is trying to starting a bank in India. It 
illustrates how extensive knowledge of microentrepreneurs and MFis leads to an 
understanding of the business opportunities in microfinance. The founders of BASIX 
have many years experience working as practitioners and consultants in all aspects of 
microfinance. Based on their comprehensive understanding of the market they have 
decided that there is a real business opportunity to be pursued for a specialist financial 
institution in the rural sector. They started lending a year ago through two non-bank 
financial institutions (NBFis) and plan to operate as a regulated bank in an agricultural 
area with many poor clients.3 

Another example is Union Bank in the Philippines. Observing the success of the Unit 
Desa system of BRI in Indonesia, its chairman realised that microfinance could be a 
high-return business, and assigned it for exhaustive study. Union Bank has learnt that 
the keys to microfinance as a profitable business are: 

(1) Extensive branch networks in good locations for a strong deposit base: savings is 
the key to profitability. Union has 120 branches nationwide with a concentration 
in Mindenao. 

(2) Tbe MIS technology, which should be simple and streamlined so that even high 
school graduates can run it. Union Bank will follow BRI's experience. 

(3) Skilled staff to assess clients' repayment capacity. Training staff is more important 
than training clients, and accurate assessment of repayment capacity is more 
important than taking collateral. 

( 4) Knowledge of how to monitor and control the portfolio. 

Union Bank intends to apply these principles in a new subsidiary specialist microfinance 
institution. It is now reportedly negotiating with the International Finance Corporation 
about possible investment in Union Bank's specialist microfinance subsidiary. 

These interviews have shown that the perceptions of commercial bankers of 
microentrepreneurs and MFis directly relate to their personal experience. The majority 
have minimal information and negative experiences of this sector, and consequently 
distrust the microfinance market. However, the small minority who learn about and 
experience the profitable side of microfinance see the business opportunity. This means 
that the more information available to bankers on microfinance and, in particular, the 
more direct experience they have of microentrepreneurs as good clients, the faster the 
bankers' perceptions will change. 

3 MYRADA is also setting up a financial institution which will meet the financial service 
needs of its 900 SHGs which cannot get financial service from the banks. MYRADA has 
reluctantly come to the decision that the banks are not learning quickly enough to meet 
the demand from SHGs, so other financial institutions are needed to meet the demand. 
MYRADA believes the future for lending to microentrepreneurs will be with the specialist 
finance institutions either set up by commercial banks or by MFis which understand the 
business opportunities in this market, rather than with the commercial banks themselves. 
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3.3 

3.3.1 

Obstacles to microfinance for 
commercial banks 
Policy, regulation and political externalities 

Formal financial markets in most developing countries up to the 1980s were repressed 
by inappropriate regulation such as interest rate ceilings, high reserve requirements, 
and directed credit lines. This largely precluded established banks from servicing a 
higher cost and riskier microenterprise clientele. They were prohibited from charging 
sufficiently high interest rates to cover the costs and risks of lending to this clientele. In 
the countries where there was financial liberalisation in the 1980s, and private domestic 
commercial banking expanded rapidly, no banks identified the policy or regulatory 
issues as an obstacle to their involvement in microfinance. However, where this 
liberalisation has not yet occurred, most banks saw some aspects of the policy and 
regulatory environment as a major obstacle.4 This was particularly so in India. An interview 
with Mr Jilani (President of IBA in mid 1997) and others provided their personal 
perspectives on policy issues, complementing the detailed analysis in chapter 4. 

Interest rate policy 
In the opinion of Mr Jilani and several other bankers in mid 1997, the first major 
obstacle to commercial bank involvement in microfinance in India is the cap on interest 
rates. The government has freed the interest rates for the regional rural banks, which 
was an important step, but interest rates need to be freed for all financial institutions if 
they are to be able to cover the cost of tiny loans. For example, the experience of 
Indonesia (as described in chapter 4) was that after interest rate deregulation 'financial 
innovation flourished' (Getubig et al. 1997, p.100). 

Competition policy 
Mr Jilani thinks the second major policy obstacle to commercial banks providing financial 
services to the low income rural population is the lack of competition for the banks. 
The RBI has a 'service area' policy which gives the rural branch a monopoly in providing 
financial services to the area around it. If a bank wants to lend to a client in another 
bank's service area, it must request a release letter from that bank, which is clearly 
ridiculous. Unless the branches are challenged, they will never think about how to 
reach the smallest clients. Progressive bankers agreed with Mr Jilani, but those with 
entrenched interests did not. Again, the experience of Indonesia shows that competition 
promotes access to financial services for all segments of the population. 

Bank and NBFI regulation 
The 196 regional rural banks of India were created by an Act of Parliament to serve the 
rural populations, but only a handful are profitable. There is no incentive to improve 
their performance because they are not accountable to anyone, other than Parliament, 
and thus it is assumed they will always be bailed out by the government. Consequently, 
they have not achieved their goal of providing financial services to the rural population. 
To achieve their goal, Mr Jilani thinks they need to sever their link with Parliament and 
be accountable to their shareholders, like any other bank. 

4 Dr Gilbert Llanto has identified the usual problems of rural credit markets, common to the 
whole Asia-Pacific region: an inequitable distribution of land, insecurity of land tenure, 
covariant risks, climatic conditions, poor roads/infrastructure, high transaction costs, 
asymmetric information and a weak legal system and institutional structure. He stressed 
that the success of any scheme in expanding access to credit depends not only on 
microeconomic strategies to address these problems but also on the macroeconomic 
policy environment that is in place (APRACA-GTZ 1994). 
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Large commercial 
banks only consider 
large companies as 
potential clients, not 
micro businesses 

The real potential for increasing microfinance lies with the proposed local area banks 
(LABs), which are commercial banks licensed to lend in a particular rural area. It is 
important for these banks to expand rapidly to create real competition in rural areas. 

Political influence 
Some banks were concerned about political influence at the village level. They have 
found that those with political influence in a village must be recognised in SHG formation, 
or they can be a destructive force when the group members start businesses. For 
example, one group of women who started a successful brick business had their kiln 
destroyed by local leaders because their success challenged the existing power structure 
within the village. Furthermore, even though governments promise there will be no 
more waivers of government loans, local politicians have been known to encourage 
voters not to pay back their loans to try and win votes. 

3.3.2 Bank strategic positioning: when the smallest businesses 
are not the bank's target market 

Commercial banks positioned at the top end of the market are only interested in large 
companies, so micro businesses are never even considered as potential clients. 

RCBC is one of the top five commercial banks in the Philippines in both size and 
profitability, and is typical of many of the prestige banks in the Asia-Pacific region. 
RCBC's minimum savings account balance is P5000 (US$200) and its minimum loan 
size is P500,000 (US$20,000). Its 'asset writing policy' is very collateral conscious and it 
requires a 20-30 per cent nominal return on its investments. There is a small and 
medium business unit within the bank, but it is not profitable and is only there because 
of the government requirement that 8 per cent of lending is to these businesses. Without 
the mandate RCBC would not even think about small businesses, and microentrepreneurs 
are even less important. 

A leading MFI in the Philippines says that prestige commercial banks often do not want 
to learn how to lend to MFis or microentrepreneurs because they do not want the poor 
as clients, even if they could lend to them profitably. Banks would rather make small 
lines of credit available to a few MFis for good public relations, rather than having to 
invest time and resources in a challenging new business segment, which could damage 
their prestige brand name. 

ANZ is one of ten foreign-owned banks recently licensed to operate in the Philippines. 
ANZ, like any new foreign-owned commercial bank in the Philippines, cannot compete 
with local banks in the retail market. It does not have the branch network and local 
depositor base to generate the peso funds for lending. Therefore, it makes no sense for 
them to address the microfinance market. ANZ caters for specific customers: 

(1) Australian and New Zealand companies doing business in the Philippines. 

(2) Multinational network companies which have business throughout Southeast 
Asia, because ANZ also has offices throughout the region. 

(3) Select Philippine companies which export to Australia or import from Australia 
or are in a joint venture with an Australian company. 
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Box 4 Australian banks and microfinance in the Asia-Pacific region 

Strategic positioning of Australian banks 
ANZ With 11 branches in Asia and 7 in the Pacific, it has the most 

extensive regional network. 

WestPac Has 11 Pacific branches and competes head to head with 
ANZ there; and 3 Asia branches. 

NAB With 5 offshore/representative offices in the region, it is 
moving slowly but deliberately. 

CBA Insignificant presence in the region. 

All these banks support their Australian clients in the region, particularly in trade 
finance. ANZ has the most extensive regional network, and because of Grindlays Bank 
(which ANZ owns) it has a longstanding presence in some countries such as India. But 
even in this case its clients are high net worth individuals and multinational and 
regional corporate businesses. The Pacific is the exception where ANZ and WestPac 
bank a cross-section of the community, albeit only in the larger towns. 

Why Australian banks cannot compete with Local Asian banks in microfinance 
(1) Legal restrictions to foreign-owned branch network. To be in microfinance at a 

profitable scale requires an extensive branch network which mobilises local 
currency to on-lend (like BRI in Indonesia). In most countries there are legal 
restrictions on foreign banks extending their branch networks, accepting local 
currency current account deposits, or owning large local banks. 

(2) Need to know the clients and how to do a credit assessment. Foreign banks do not 
have the local knowledge required to assess the creditworthiness of 
microentrepreneurs or MFis (there is no national credit record). Scotia Bank is the 
only foreign bank in the world which has ventured into microfinance (due to a 
board member's commitment) and it is now a locally run operation. 

(3) Not a sufficiently profitable business. All the Australian banks have a real return on 
equity of 10-15 per cent. This is the hurdle rate which is set for any new initiative. 
If an Australian bank was to set up a microfinance subsidiary, it would have to 
generate these returns for the bank. The infrastructure of these Australian banks is 
not designed to profit from small loans. 

( 4) Not good at small business lending. Australian banks admit they have not been 
good at lending to small business in Australia. Why then would they be good at 
lending to even smaller businesses in another culture? If local private banks in 
India have not reached this market, what hope is there for Australian banks? 

Could microfinance be a good business for other commercial banks? 

Yes. But since it is a high-cost business, the key is to keep costs down by using low 
salaries, high technology and local savings deposits. 

Source Interviews with the Australia and New Zealand Bank (ANZ), WestPac, National 
Australia Bank (NAB) and the Commonwealth Bank of Australia (CBA), 1997 

ANZ's subsidiary in India has been operating for 150 years and has a significant local 
presence but it is positioned at the very top end of the market. It has 800 corporate 
clients, primarily multinationals and industrial companies. It also has mid-corporate clients 
with an annual turnover of Rsl.5 billion and 750,000 retail accounts which include high 
net worth individuals. Clearly, microentrepreneurs are not ANZ's target market. 

ANZ has the best network of any Australian bank in the region but as we have seen in 
both the Philippines and India, its strategic positioning does not fit with the microfinance 
market. Box 4 summarises the positioning of the leading Australian banks in the Asia
Pacific region and the reasons why it does not make sense for them to become involved 
directly in microfinance. There are, however, other ways Australian banks can support 
microfinance and these are discussed in chapter 5. 
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3.3.3 The high cost of lending to MFis or microentrepreneurs 

The obstacle of high cost microfinance lending has two major elements: 

(1) The difficulties for banks in measuring the actual cost of making small loans and 
so making assumptions about the high cost of small loans 

(2) The inability of banks to cover the imputed costs of small loans by adapting 
common microfinance lending practices, including social intermediation. 

The difficulties for banks in measuring the actual cost of small Loans 
A bank's costs are computed by transaction, not by loan product. So for a bank the 
costs are the same whether the loan is for Rsl0,000 (US$278) or RslO million 
(US$278,000). This cost structure indicates to the staff that the larger the loan the better 
for the bank and for their careers. Branch managers are assessed on branch profitability, 
so they will always choose the most profitable use of their money. Given their cost 
accounting system, small loans to small business would be the least profitable loans. 
However, if banks were able to measure the actual cost of each loan product, they 
would see that because the default rates of successful microfinance lending are so low, 
the cost of microfinance lending to MFis or microentrepreneurs could be lower than 
small business loans. 

The Bank of the Philippine Islands (BPI) is a good example to illustrate this point. It 
has five different cost centres, as follows: 

(1) Marketing and originating. Most small business clients are in industries the 
bankers already understand and know how to assess. However, it would require 
a significant time investment to understand the key variables for microfinance. 
Also, most small businesses have real estate they can give as collateral and the 
bank is set up to assess the value of real estate as collateral. But most MFis or 
microentrepreneurs do not own property, so it would also take banks longer to 
assess the value of the cash flow. 

(2) Account maintenance. Most small businesses submit quarterly financial 
statements to the bank which can be quickly assessed. But an MFI's quarterly 
report on portfolio quality with key indicators will take significantly more time to 
understand and assess, and microentrepreneurs do not have anything to submit. 

(3) Follow-up of delinquent loans. Most MFis which want bank loans are performing 
well and able to manage their cash flow so should have fewer delinquency 
problems than the typical small business. But if the MFI does have cash flow 
problems, it is likely their whole business is in jeopardy, and it will take 
significant time to solve their problems. If the methodology and product are 
appropriate for microentrepreneurs, delinquency is very low. 

( 4) Litigation to acquire assets. Often the assets of MFis are the sub-loans to 
microentrepreneurs, which would require the bank to physically collect 
outstandings rather than just getting title to the property. For microentrepreneurs, 
it would depend on the methodology. 

(5) Sale of assets. This is not possible for loans to MFis, and rarely so for 
microentrepreneurs. 

When the actual breakdown of these costs are analysed for a typical loan, it shows that 
cost centres 4 and 5, after loans have been declared unrecoverable, comprise over 
50 per cent of the costs. A loan to an MFI could have significantly greater costs at 
centres 1 and 2 and still have a lower total transaction cost. This, however, could only 
be ascertained if the bank was able to track loans to MFis, differentiating them from 
other small business clients. Clearly, much more detailed cost analysis is needed here. 



How commercial banks view microfinance 45 

Cost centres used by the Bank of the Philippine Islands (BPI) 

(1) Marketing and originating 

(2) Account maintenance 

(3) Follow-up of delinquent loans 

( 4) Litigation to acquire assets 

(5) Sale of assets 

The difficulty of adapting typical lending practices to microfinance 
If banks lend to MFis and microentrepreneurs using the same lending methodology as 
for their other clients, they will probably lose money. The USAID study found that 'it is 
not enough to simply reach down with conventional banking technology' (Baydas et 
al. 1997, p.15). There has to be a jump to specialised microfinance technologies to lend 
cost-effectively to this sector. Philippines Credit and Finance Corporation (PCFC), a 
financial institution which lends to MFis in the Philippines, is able to break even in its 
lending to MFis with just a 7 per cent margin (cost of funds 5 per cent, and interest rate 
12 per cent) on P250 million (US$9.S million) outstanding. Few banks are able to operate 
so efficiently. 

Because banks cannot use existing lending methodology to reach low income clients, 
it means they either need new staff or to re-train existing staff in a new lending 
methodology (Baydas et al. 1997). They need to learn how to lend to this sector. 

NGOs too have found that a banker's receptiveness to lending to microentrepreneurs is 
directly correlated with the training of branch managers. PCFC recruits specialist non
bank staff for its MFI lending. It found that bank staff did not want to go to the field and 
did not know how to deal with microentrepreneurs, so staff were chosen based on 
both their skills (graduates and accountants) and their knowledge of microentrepreneurs 
(they often have grown up in the provinces and know the MFis' clients). 

The Microfinance Coalition for Standards in the Philippines has decided that an easier 
route than training bankers in how to assess MFis is to do the work for them. It is 
therefore in the process of establishing microfinance industry standards for the 
Philippines. It is hoped that this will ultimately lead to a rating service for MFis. These 
standards would reduce the demand on banks to learn about the microfinance industry 
by providing an independent assessment of the MFI's performance relative to the 
industry in the Philippines. 

Even if banks do introduce a specialised technology for lending to this sector and there 
is a rating system which makes lending to MFis very easy, banks will still need to 
recognise that, at the bottom line, 'costs for microfinance are simply higher than those 
for conventional banking' (Baydas et al. 1997, p.19) 

The additional high cost of social intermediation 
To illustrate the cost of social intermediation, the best example is from India. An Indian 
NGO has estimated that SHG/group formation costs Rs8000 (US$222) over two years. 
But the average loan size under this program (usually in the second year) is only 
Rs13,730 (US$388) (from table 6 in annex 4). This means that there is an additional 0.57 
cost per unit of money lent before the usual high cost of lending. This is clearly intensive 
work. It means an NGO taking a group of people in a village and developing that 
group into a strong cohesive unit whose members can save together and lend to one 
other and withstand attempts at fraud or domination. Only after six to twelve months 
will they be able to borrow from a bank. To date, the cost of this social intermediation 
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has been met by donors. NGOs which support group formation are convinced that the 
substantial social development benefits of groups are more important than their role as 
a distribution channel for bank lending. However, unless all parties can work out a 
way to cover the costs of group formation without being dependent on donors, the 
future expansion in bank lending to groups in India will not be sustainable. The World 
Bank sees this as the major obstacle to the growth of the bank-SHG linkage program 
in India. 

There are several options for cost recovery: 

(1) Tbe bank pays - not realistic. 

(2) Tbe SHG pays - they are poor, so NGOs are hesitant to demand they pay. 

(3) NABARD pays - Dr Puhazhendhi of NABARD thinks that if NABARD pays, this 
would reduce the quality of SHGs formed because any NGO could apply for the 
funding. 

( 4) A combination of the above. 

BASIX has developed a detailed model of how the SHGs could pay for the cost of 
group formation themselves over a period of five years. PRADAN thinks the best way 
for the program to be sustainable is to try to remove the role of the NGO and so bring 
the costs to an absolute minimum. It is investigating ways the federation of SHGs can 
volunteer their time to start new groups. 

As a result of this lack of sustainability there are only a small number of NGOs that 
were committed enough to group formation that they searched for the funds to undertake 
it. Without these NGOs, this methodology will not work because dedication is required. 
Punjab National Bank has gone so far as to say that there would be no problem in 
finding sound SHGs to lend to if PRADAN operated around the country. Canara Bank 
too has said it would expand more if MYRADA and PRADAN formed more SHGs. The 
banks recognise that the quality of the NGOs is critical to effective SHG formation and 
ongoing good performance. Without these NGOs, the bank-SHG linkage program 
would not be able to function. 

This obstacle could be classified as one of organisational design, of finding a structure 
and methodology for delivery of microfinance which will enable all parties to make 
money or at least cover their costs. The USAID study also found that finding the right 
organisational design was an ongoing obstacle for banks' involvement in microfinance. 

3.3.4 The high risk of lending to microentrepreneurs and Mfls 
The risk factor was an obstacle to commercial banks lending to microentrepreneurs 
and MFis, for the reasons described in section 3.2.2 above. Usual banking practice and 
the bankers' experience of non-payment by small businesses and poor clients led them 
to believe that microentrepreneurs are risky clients. 

In addition to the perceived riskiness of any small business loans, bankers thought risk 
was an even greater obstacle to microfinance lending to SHGs or MFis because of : 

(1) Tbe potential instability of SHGs. The risk of SHG lending was the possibility that 
after the initial training period the SHGs may not function optimally with just the 
bank and without the help of NGOs.5 

5 When the 90---100 per cent recovery rate for SHG lending is compared with all other 
lending by Indian banks and in particular to the 30 per cent recovery rate for IRDP 
lending (see table 7 in annex 6) to these very same clients, then there is almost no risk. In 
fact, banks want to lend more to SHGs but there is not the capacity. 



How commercial banks view microfinance 47 

(2) MF!s' lack of a clear ownership structure. An MFI could go bankrupt at any time 
with no one being accountable to its creditors. If a bank was left holding the 
sub-loans as assets, they would be of no real value to the bank.6 

(3) Small businesses' high default rate. Sometimes, even 10 per cent of a small 
business portfolio had to be written off. Banks assumed, therefore, that 
microentrepreneurs would have an even higher default rate. They did not think 
that there might be problems with the product or the means of delivery, or look 
at the excellent track record of the leading MFis. 

Bankers' perceptions of risk in microfinance lending 

(1) The potential instability of SHGs 

(2) MFis' lack of a clear ownership structure 

(3) Small businesses' high default rate 

Moreover, lending to MFis which work in the agriculture sector is perceived to be even 
more risky because of the likelihood of natural disasters. (For example, the Philippines 
has 23 typhoons per year so even with the Philippine Crop Insurance Program, it is not 
a risk worth taking for commercial banks.) 

According to banks across the region, such riskiness cannot be offset by loan guarantees. 
Loan guarantees work when there is a fundamentally good business which just needs 
some additional security. But because they think microfinance can be a risky business, 
banks are not interested in lending to it. 

This perception of high risk then raises more fears about the high cost of microfinance 
described in section 3.3.3 above. But the real problem is that not many banks know 
how to assess the risk of lending to these clients and design and price their products 
accordingly. The challenge is to develop products demanded by clients which always 
get paid back in a cost-effective fashion. 

3.3.5 The limited capacities of MFis 
The potential importance of commercial markets as another source of new and significant 
levels of funding for expanding MFis faces another difficult dilemma. Banks and other 
commercial lending authorities are reluctant to lend to MFis until their capacity to 
absorb, manage and disperse large amounts of commercially priced funds is increased. 
Unfortunately, it does not look as if the funding for this capacity building will be 
forthcoming since donors favour the provision of funds for on-lending over grant
based investments in MFI capacity (Getubig et al. 1997). 

The World Bank, CGAP and local institutions such as the Microfinance Coalition for 
Standards in the Philippines, the All India Association of Microenterprise Development 
organisations and the Bankers' Association of the Philippines think that there is a 
serious problem with the financial management capability of the majority of MFis. This 

6 These fears had been confirmed in the Philippines by the recent highly publicised 
bankruptcy of a thrift bank which lent to the smallest businesses and 85 per cent of its 
loans were unsecured, that is, were to microentrepreneurs. According to BSP, this 
bankruptcy has called into question all such unsecured lending and few banks would 
accept such loans as collateral now. It does not matter that there are at least 30 MFis 
lending successfully to microentrepreneurs, it is the one institution which failed which has 
received all the publicity. 
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is a significant obstacle to banks lending to them. Unless banks have the confidence 
that the MFI has the financial management to pay back the loan, they will not lend.7 

The Microfinance Coalition for Standards, described in section 3.3.3, thinks that building 
national standards for the performance of MFis will be the best incentive for MFis in 
the Philippines to improve their financial management. The Executive Director, Mr 
Dingcong, believes that these national standards will set up a performance benchmark 
for MFis to measure themselves against. Not only will MFis need to be able to measure 
key indicators to report on, they will be expected to improve them over time as they 
will be able to compare their performance with neighbouring institutions. Several other 
countries are also moving in the direction of national standards and rating of MFis, to 
encourage them to improve their financial management capability. 

3.4 Summary 
• The large majority of commercial bankers fundamentally distrust the poor and 

NGOs. They believe the poor do not pay back loans and that not-for-profit 
institutions are unstable institutions because they are not subject to regulation. 

• Commercial banks are not moving into microfinance due to the obstacles of the 
policy environment and because they perceive it as an expensive and risky 
business that does not fit with their strategic focus. 

• However, once these bankers have some experience with a successful MFI and 
good microentrepreneur clients, attitudes begin to change. 

• A few commercial banks are in the microfinance business because competition is 
forcing them down market, because it generates good public relations, but most 
of all because they have experienced the successes of microfinance. They have 
then undertaken an analysis of the size and performance of the microfinance 
market. Generally, their preference was to work with microentrepreneurs 
directly - they then developed products and methodologies to keep costs low 
and enhance profitability. 

7 For example, the second largest MFI in the Philippines in 1997 had no links with 
commercial banks because it said it could not afford the cost of bank money. It stated that 
the maximum interest rate it was able to pay was 12 per cent on the PCFC loan. In 
contrast, another MFI has calculated that a commercial bank loan at 16 per cent is actually 
better value for money than PCFC money at 12 per cent. It stated that the price differential 
of 4 per cent is less than the cost of complying with the PCFC requirement for a full report 
on all the individual sub-loans. 



4 The policy and institutional 
framework for commercial banks 

Chapter 2 showed that few commercial banks are engaged in 
microfinance as a profitable business opportunity. Chapter 3 showed that the 
perceptions of commercial bankers regarding microfinance were one reason 
for that as well as other obstacles. This chapter analyses in greater depth the 
policy and institutional framework under which commercial banks in the 
region operate. This will Lead us to ways in which government can create a 
more favourable policy environment for microfinance. 

4.1 Background 
The extent to which regulated banks become involved in microfinance depends critically 
on the policy environment. As described in detail in chapter 2, some governments 
operate targeted microfinance programs in which funds are channelled through the 
banks to borrowers who meet certain criteria. Most countries in the Asia-Pacific region 
also continue to impose a range of directed credit requirements, whereby banks are 
required to lend a certain proportion of their loan portfolio to particular sectors, which 
may include the poor. In these cases regulated banks become involved in microfinance 
as a result of specific government mandates. 

Banks also become involved in microfinance as a matter of choice, because they see it 
as a profitable activity. This also depends on the regulatory and prudential framework. 
In many ways, the regulatory and prudential framework is more critical for regulated 
banks than it is for specialist MFis. As noted by Baydas et al. in the USAID study 
0997, p.9): 

Non-bank micro-lending NGOs can operate in a repressed financial market 
environment since they are not subject to the regulatory interest rate ceilings, 
high reserve requirements and selective (i.e. targeted) credit policies characteristic 
of these markets. Commercial banks, however, cannot escape these regulations 
that, in the end, reduce their profit margins. Rarely have commercial banks 
considered microfinance initiatives while operating under a regime of financial 
repression. 

To support this statement, the list of banks engaged in microfinance worldwide given 
in annex 5 is heavily skewed towards countries which have an open yet supportive 
regulatory and prudential framework. Examples in Africa would include Ghana and 
South Africa; in Asia, Indonesia and the Philippines. 

4.2 Direct support for microfinance from 
governments through the banking system 

Chapter 2 has described in detail the government programs which have used commercial 
banks as their distribution channels. These include the Integrated Rural Development 
Program (IRDP) in India and smaller schemes in Malaysia, Sri Lanka and Nepal. 
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Based on this experience in Asia and similar programs elsewhere, it is fair to say that 
the implementation of government microfinance programs through commercial banks 
has generally been a failure. While it is clear from section 2.5 that banks can establish 
successful microfinance programs, it is equally clear that this requires a real commitment 
to this market. Participation in government microfinance programs is unlikely to create 
this commitment. Such schemes are generally implemented through very large, often 
state-owned commercial banks, and account for only a small proportion of their total 
loans outstanding. They are therefore seen as marginal to their overall operations. 
Often the loanable funds come from a specific government allocation or are guaranteed 
by the government, reducing the incentive for intensive follow-up to ensure high 
repayment rates. There is little incentive for the banks to ensure that such programs 
reach genuinely poor borrowers. And interest rates are generally kept too low for 
commercial banks to operate such schemes on a sustainable basis, even if they had the 
commitment to do so. 

Hence, it is not surprising that such schemes tend to suffer from low portfolio quality, 
and do not reach the lowest income entrepreneurs. For example, Indonesia tried the 
subsidised credit approach in the 1970s and 1980s, but it was given up as ineffectual 
and wasteful in 1990 (Getubig et al. 1997, p.89). 

The most effective way for governments to encourage regulated banks to become 
involved in microfinance is to ensure an appropriate regulatory and prudential 
framework. With an appropriate framework, those banks that wish to become involved 
in microfinance will be able to do so on a commercial basis, while those that do not 
will be able to concentrate on other activities. These issues are discussed in more detail 
below. 

4.3 Regulatory and prudential requirements 
4.3.1 Directed credit policies 
Seven of the nine countries in the BWTP Network impose directed credit requirements, 
whereby banks are required to lend a certain proportion of their loan portfolio to 
particular sectors. Only Bangladesh and Sri Lanka have abolished all such sectoral 
lending requirements. These programs have also been described in detail in chapter 2. 

Other things being equal, directed credit schemes which target the poor cause banks to 
lend more to poor borrowers than they otherwise would, but they are often small scale 
with low portfolio quality and do not reach the poor. Moreover, participating banks do 
not have the commitment to make the far-reaching changes that are necessary to 
operate successful microfinance programs. While such schemes do not always impose 
a cost to the national budget (although where refinancing is involved they may), they 
create an inefficiency in the financial system, and therefore impose resource costs on 
the economy as a whole. Again, experience suggests that a more effective way for 
governments to encourage regulated banks to become involved in microfinance is to 
ensure an appropriate regulatory and prudential framework. 

4.3.2 Interest rate restrictions 
One of the greatest constraints to regulated banks lending directly to the poor are 
restrictions on interest rates. Microfinance is an inherently costly activity. Compared 
with other lending, microfinance requires a higher ratio of staff to amount of loans 
outstanding with regular monitoring and frequent loan repayments. Staff must be where 
the borrowers are, rather than being located in regional centres. All of these factors add 
to costs. When loan amounts are small, the interest income per loan is relatively low 
relative to larger loans. To be sustainable, therefore, microfinance programs must charge 
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higher rates of interest than those charged on other loans. This is true regardless of 
whether programs are undertaken by specialised MFis or regulated banks. The Grameen 
Bank, the largest microfinance program in the world and in operation for twenty years, 
charges an effective interest rate of 20 per cent per annum, but may not yet be profitable. 
Most programs need to charge considerably more than this to be sustainable. If regulated 
banks adopt the techniques of specialist MFis, they need to charge higher interest rates 
on their microfinance loans than on their other loans if their microfinance programs are 
to be sustainable. However, the lesson from BRI is clear: access to credit is more 
important than a low interest rate (Church et al. 1997). 

Four of the countries included in the BWTP Network, Bangladesh, India, Malaysia and 
Nepal, impose interest rate ceilings on small loans by banks. It is not surprising that in 
all of these countries, regulated banks tend to lend to poor borrowers only where they 
are required to by law or where they can access special government funds. This is also 
the case in Pakistan where there is no formal interest rate ceiling but where banks 
generally charge small borrowers at the minimum rate of 14 per cent because of 
perceived social pressures. 

The remaining four countries, Indonesia, Philippines, Sri Lanka and Thailand, have no 
interest rate ceilings, with banks free to determine their own interest rates in line with 
costs and market conditions. In two of these countries, most especially Indonesia and 
to a lesser extent the Philippines, regulated banks are involved in microfinance to a 
significant extent. With the deregulation of interest rates in Indonesia in 1983, the 
number of rural banks and branches grew rapidly. Clearly, deregulated interest rates 
are an important factor in encouraging banks to become involved in the microfinance 
sector. 

4.3.3 Minimum capital requirements and the 
establishment of small banks 

Another critical factor affecting the extent to which regulated banks will become involved 
in microfinance is the scope for the establishment of small banks. Baydas et al. (1997) 
found that in large commercial banks, microfinance programs are rarely secure unless 
they are an independent unit or subsidiary dedicated exclusively to microfinance. 
Microfinance programs generally do not rank highly among the operational divisions 
within a commercial bank, and the future of programs depends strongly on the support 
of a few important shareholders or bank officers. One of the reasons Bank Rakyat 
Indonesia has had a very successful microfinance program over a long period of time 
is that the Unit Desa system is an independent profit centre that had a large branch 
network from which to operate. But this is the exception rather than the rule. 

Deregulation of 
interest rates is 
important in 
encouraging banks to 
become involved in 
the microfinance 
sector 

Smaller banks, by contrast, tend to operate in smaller geographic areas and are more Smaller banks are 
likely to serve niche markets. Baydas et al. found that where smaller banks are involved more likely to serve 
in microfinance, they tend to have a larger percentage of their portfolio in microfinance niche markets 
and there is a stronger institutional commitment to it. It is also easier to establish an 
institutional culture geared towards servicing a lower income clientele with specialised 
products. 

The scope for establishing small banks is also of critical importance to specialist MFis 
wishing to establish regulated banks. MFis are unlikely to be able to muster the capital 
to establish a commercial bank of national significance offering the full range of financial 
services. Unless there is provision to establish smaller banks, MFis will not be able to 
become regulated financial institutions and offer full deposit services. Once small banks 
are profitably engaged in microfinance it will be easier for large commercial banks to 
follow or to buy them. For these reasons, if regulated banks are to play an active role 
in microfinance, it is essential that there be some mechanism to enable small banks to 
be licensed. In large part, this means that minimum capital requirements for the 
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establishment of a new bank should be realistic for a small bank operating at a regional 
level. It also means that there should not be other restrictions preventing the establishment 
of small banks. 

Of the nine countries in the BWTP Network, only two have a permissive policy 
environment for the establishment of small banks.1 For Indonesia, the category of 'rural 
banks' (known by their Indonesian acronym BPR) has already been mentioned above. 
Under the Banking Act of 1992, the government of Indonesia determined that there 
should be only two categories of bank in Indonesia: commercial banks and rural 
banks. The former provide general banking services with access to the payments system, 
while the latter may accept deposits only in the form of time deposits or savings. Rural 
banks, which may be structured in such forms as regional government enterprises, 
cooperatives or limited liability companies, are entitled to extend credits and may also 
place funds in central bank money market instruments or with other banks. 

Both categories of banks are subject to the supervision of Bank Indonesia, the central 
bank. In principle, both are subject to broadly the same prudential and regulatory 
regime, with regard to such requirements as capital ratio, legal lending limit (related 
party transactions), loan to deposit ratio, debt provisioning and bank ratings according 
to CAMEL factors. 2 Rural banks are restricted in regard to the geographic area of their 
operations, with their expansion being confined to adjacent municipalities or subdistricts. 
Despite their name, 'rural' banks may also be established in urban areas. However, 
rural banks are somewhat more lightly regulated than commercial banks in terms of 
the requirements for qualifications of directors (although at least 50 per cent of nominees 
for a rural bank board must have not less than one year's experience in banking 
operations). 

The principal difference relates to the minimum capital requirements (in 1997) for the 
two types of bank: a rural bank could be established with a minimum of Rp50 million 
capital (US$25,000). Such banks are frequently very modest operations and their client 
bases can extend to include low income people and microentrepreneurs. They are 
playing an increasingly important role in the program established by Bank Indonesia 
to create linkages between banks and NGOs for the provision of credit to the poor; 
some are moving quite proactively to create self-help groups among poor clients to 
minimise the transaction costs of dealing with this class of very small customer. 

There is also considerable scope to establish small banks in the Philippines. While the 
minimum capital requirement for a commercial bank was P2 billion (US$76.3 million) 
in 1997, it is possible to establish thrift banks and rural banks with much lower capital. 
In 1997 the requirement for a thrift bank was P250 million (US$9.5 million) if the head 
office is in Metro Manila, and P40 million (US$1.5 million) if the head office is outside 
Metro Manila. In the case of rural banks, the minimum capital requirement varied from 
P20 million (US$0.8 million) down to P2 million (US$80,000), depending on the location 
of the head office. While thrift banks and rural banks are more restricted in their 
operations than commercial banks, particularly with respect to their areas of operation, 
they are permitted to provide the full range of deposit services. This policy environment 
has facilitated the establishment of a large number of small banks, with some 108 thrift 
banks and 805 rural banks (the latter including some 47 cooperative rural banks) under 
the supervision of the central bank in 1997. 

In the other seven countries, there is much less scope to establish small banks. In all 
cases, the minimum capital requirement to establish a commercial bank in 1997 was 
high, ranging from US$4.8 million in Bangladesh to US$29.6 million in Thailand. This 

1 A number of countries in other regions have enacted provisions for the establishment of 
small banks and/or special categories of MFis which can accept deposits from the general 
public. Berenbach and Churchill (1997) discuss the situation in Peru, Bolivia and West 
Africa. 

2 CAMEL stands for: capital adequacy, asset quality, management, earnings, and liquidity. 
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would generally be too high for someone wishing to establish a small localised bank 
serving low income entrepreneurs. Moreover, even meeting the minimum capital and 
other requirements for the establishment of a commercial bank does not mean that it is 
possible to obtain a licence. To establish a commercial bank in Pakistan, it is necessary 
to open a branch in each of the four provinces and in the disputed territory of Kashmir. 
In Bangladesh, Malaysia and Thailand, the central bank is actively trying to restrict the 
number of commercial banks, and it is unlikely that any new bank would be licensed 
even if it met all the criteria. In these four countries (Bangladesh, Malaysia, Pakistan 
and Thailand) the retail banking system is essentially limited to commercial banks and 
state development banks, with no network of small regulated banks. 

In India and Sri Lanka, there has long been a network of small banks, with the regulated 
banking system including commercial banks, state development banks, regional rural 
development banks and, in the case of India, cooperative banks.3 Regional rural 
development banks and cooperative banks operate at the regional level, and to some 
limited extent are involved in microfinance. However, they are essentially owned and/ 
or controlled by the government, and in most cases they are not profitable. There is no 
scope for private shareholders to establish new regional rural development banks. In 
India, there is limited scope to establish new urban cooperative banks. This is the route 
taken by one prominent MFI, SEWA Bank, but it is not clear if it would be open to 
other institutions. 

In both India and Sri Lanka, there have been some recent initiatives to encourage the 
establishment of smaller banks. In India in 1997, the Reserve Bank of India created 
special provisions for the establishment of local area banks (LABs) with a minimum 
capital requirement of Rs50 million (US$1.4 million). They are permitted to offer the 
full range of banking services, but their operations are limited to three geographically 
contiguous districts. The existing banks are challenged by LABs so are opposing their 
establishment. Similarly in Sri Lanka, the government has recently made it easier for 
specialised banks to be licensed, with a minimum capital requirement of RslOO million 
(US$1.8 million). While these provisions make it easier to establish smaller banks, the 
minimum capital requirements are still quite high. 

4.3.4 Reserve requirements 
A further factor which may discourage banks from becoming involved in microfinance 
is high reserve requirements. In many developing countries, regulatory authorities 
have used reserve requirements to limit monetary expansion in the banking system 
and thereby control inflation. The higher the reserve requirement, the less the deposit 
base available for on-lending. Therefore, there is less opportunity to try new products 
such as microfinance. 

In the past, a number of countries in Asia have maintained high reserve requirements. 
However, these have been reduced significantly in recent years as they have deregulated 
their banking systems. Of the countries in the BWTP Network, Malaysia had the highest 
reserve requirement, with banks required to hold cash reserves with the central bank 
equal to 13.5 per cent of deposit liabilities. In the Philippines, the reserve requirement 
for commercial banks was 13 per cent, but requirements are lower for thrift banks and 
rural banks, with savings and time deposits treated more leniently than demand deposits. 

Similarly in India, the reserve requirement in 1997 was 10 per cent for commercial 
banks, but only 3 per cent for other banks. All other countries have reserve requirements 
of less than 10 per cent. Hence, for the countries in the study, reserve requirements 
appear to be set primarily on prudential rather than macroeconomic grounds, and do 
not appear to be a constraint to the development of microfinance. 

3 Some other countries, including Sri Lanka, also have cooperative banks, but these are 
more in the nature of credit cooperatives. Only in India are they regulated by the central 
bank. 
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4.3.5 Capital adequacy ratios 
In terms of capital adequacy ratios, the Basle Accord recommends that banks should 
maintain capital at least equal to 8 per cent of risk weighted assets, equivalent to a 
gearing multiple of slightly over 12:1. Most of the countries in the BWTP Network have 
adopted this standard. 

Most commentators suggest that the capital adequacy ratio should be higher for small 
and microfinance banks than for commercial banks. There are a number of reasons for 
this. First, as noted above, in the case of banks established out of the NGO movement, 
much of the capital may come from investors who are not primarily motivated by 
commercial concerns. Such investors may have priorities other than rigorously 
safeguarding their capital.4 Second, such banks will generally be restricted to certain 
geographic areas or client groups, leading to less diversified and therefore higher risk 
portfolios than other banks. Third, because such banks operate with relatively high 
costs and high interest rates on loans, a given percentage of non-performing loans will 
decapitalise them faster than commercial banks. Fourth, banking regulators have little 
experience with small banks. Some have suggested capital adequacy ratios of 20 per cent 
or higher, at least initially, while others have suggested more modest figures such as 
12 per cent (McGuire et al. 1998). 

Why capital adequacy ratios should be higher for small and microfinance banks 

(1) Capital may come from investors who are not primarily commercial in 
motivation. 

(2) Less diversified client groupings means higher risk portfolios. 

(3) Their relatively high costs and high interest rates on loans can mean 
faster than normal decapitalisation. 

(4) Banking regulators have little experience with small banks. 

4.3.6 Loan classification and provisioning 
Loan classification and provisioning is another problematic area for banks specialising 
in microfinance. While microfinance portfolios often show lower delinquency than 
commercial bank portfolios, delinquency tends to be more volatile. For this reason, 
CGAP (1996b) suggests that rnicrofinance banks should provision their overdue loans 
(based on time overdue) more aggressively than conventional banks. On the other 
hand, some regulations for loan provisioning require high provisions for unsecured 
loans, even where such loans are not overdue. Clearly, such regulations are inappropriate 
for microfinance banks. CGAP suggests that regulators should be flexible in considering 
alternative indicators of asset quality, such as historical performance of portfolios, 
statistical sampling of arrears, and the adequacy of management information systems 
and policies for dealing with arrears. 

4.3.7 Reporting requirements 
Berenbach and Churchill (1997) argue that reporting formats used for large commercial 
banks may not be appropriate for small rnicrofinance banks. They comment that reporting 
formats were originally conceived for banks with fewer, larger transactions, while 
rnicrofinance banks are more concerned with aggregate indicators. Since their portfolios 

4 The Basie Accord requires banks to have at least half of their capital in the form of paid-in 
shares, to ensure that owners see themselves as having a stake in the institution's future. 
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consist of thousands of small loans, it is not necessary nor realistic to monitor the 
performance of each individual loan, and portfolio reporting formats should be 
appropriate to the volume, loan size and term of microfinance loans. 

For those countries in the BWTP Network that have small regulated banks (India, 
Indonesia and the Philippines), reporting requirements are broadly similar for all 
categories of banks. Nevertheless, small banks did not comment that these requirements 
were overly difficult for them to fulfil. For instance, one urban cooperative bank in 
India that is heavily involved in microfinance commented that it found the reporting 
requirements rigorous but realistic. 

4.3.8 Other prudential requirements 
Berenbach and Churchill (1997) noted a number of other problems that may apply 
when standard banking regulation and supervision is applied to small banks or banks 
with substantial microfinance portfolios. 

In many countries, bank regulations limit the percentage of the portfolio that may be 
extended as unsecured loans. Clearly, regulations of this nature will limit the share of 
a bank's portfolio that can be devoted to microfinance. Nevertheless, such regulations 
do not appear to be a constraint in the countries in the BWTP Network, although the 
situation is fluid, especially in the Philippines. The only country to impose restrictions 
on unsecured lending by banks is Pakistan, which only permits banks to make unsecured 
loans up to Rsl00,000 (US$2850) in the case of loans of less than three years for trade, 
commerce or business, and Rs25,000 (US$710) for other loans. These ceilings are high 
enough to enable the banks to engage in direct lending to the poor without security, 
should they wish to do so. 

Supervision methods used by bank regulators may not be appropriate for microfinance 
portfolios. Berenbach and Churchill noted that bank examiners usually review 30 per cent 
of a bank's loans. Clearly, this is not feasible in the case of microloans, and such 
procedures would need to be adjusted. Christen Cl997b) also suggests that supervisors 
need to adopt a different mindset when dealing with microfinance banks. The instinctive 
reaction of regulators to increased loan delinquency and management weakness may 
be to suggest greater administrative controls, essentially meaning greater hierarchy and 
bureaucracy, but this is likely to be inappropriate in the case of microfinance banks. 

Another issue is that banks with large microfinance portfolios will inevitably have 
higher ratios of operational costs to average portfolio than other banks. When conducting 
the standard CAMEL rating, regulators should therefore compare microfinance banks 
with other banks with similar loan portfolios. 

4.4 Linkages with non-governmental 
organisations and self-help groups 

One important way in which commercial banks can become involved in microfinance 
is through linkages with NGOs and self-help groups (SHGs). This approach combines 
the strength of commercial banks in financial management with the ability of NGOs to 
reach the poor. In many cases, community-based NGOs may have an advantage over 
commercial banks in reaching the poor, reflecting factors such as proximity, trust, 
commitment, flexibility and responsiveness. As described in chapter 2, linkages between 
banks and NGOs and SHGs take two forms: 

(1) where NGOs are non-financial intermediaries, selecting and training groups of 
borrowers on behalf of banks, but with the loan contract being between the 
bank and the final borrower 
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(2) where NGOs are financial intermediaries, with banks extending loans to NGOs 
and the NGOs on-lending to final borrowers. 

In most countries in the BWTP Network there are no specific regulatory impediments 
to such linkages. In some countries, the use of NGOs as non-financial intermediaries 
may be constrained by interest rate ceilings which prevent banks from lending on a 
commercial basis to microentrepreneurs. These issues are discussed above. Some other 
general regulations affecting banks or NGOs may also reduce the scope for linkages. 
Nevertheless, the major obstacles to linkages relate to matters other than the regulatory 
environment. 

The only exception to this is Pakistan, where banking regulations make it extremely 
difficult for commercial banks to establish linkages. First, as noted above, banks are 
only permitted to make unsecured loans up to Rsl00,000 (US$2850). This rule greatly 
restricts the scope for banks to lend to NGOs, village organisations or SHGs for on
lending to poor borrowers, as such organisations generally have little to offer by way 
of security. Second, other than individuals, banks are only allowed to lend to structured 
bodies which meet certain conditions. For instance, structured bodies are required to 
maintain audited accounts, and are subject to regulations concerning debt-equity ratios 
and other matters. This makes it very difficult for banks to lend to relatively informal 
group structures, such as village organisations and self-help groups. The Aga Khan 
Rural Support Program is currently holding discussions with the State Bank to amend 
these rules or to exempt loans to NGOs and village organisations from these requirements. 
Nevertheless, as they stand, these restrictions are clearly a major barrier to banks 
establishing linkages with NGOs and SHGs. 

In other countries there are no major policy barriers to linkages. However, other than 
in India and Indonesia, there is little positive support for linkages from policymakers. 
In India NABARD, which was established by the Reserve Bank in 1982 as the apex 
body for rural credit, has an active program for linking banks with SHGs, and has 
issued detailed guidelines to banks about how to facilitate such linkages (described in 
chapter 2 and in annex 4.) The scale of this program, however, is very small in the 
Indian context. 

The linkage program established in Indonesia by Bank Indonesia, the central bank, is 
known as the PHBK project (linking banks with self-help groups} It has been 
implemented with German technical assistance and originally concentrated on nurturing 
linkages between branches of various state commercial banks (although private 
commercial banks are now involved to some degree) with NGOs and state-sponsored 
agencies which are active in organising the poor into self-help groups for savings and 
credit management. The growing involvement of rural banks in the PHBK scheme has 
permitted an acceleration in the numbers of clients and volume of credit disbursed via 
linkages in recent years. 

The freedom of banks, NGOs and self-help groups to set interest rates at sustainable 
levels in Indonesia's deregulated financial environment, and the absence of central 
bank refinancing, are other factors which distinguish the Indonesian situation from that 
in India. The model of linkage which appears to have been most successful under 
Indonesian conditions is one in which the role of the NGO or other intermediating 
agency is non-financial: financial transactions occur directly between the bank branch 
and the self-help group. As mentioned above, some rural banks are moving directly to 
organise their own groups, cutting out the role of the 'social intermediary' in some 
cases. 

Other countries have not adopted comparable programs. In Bangladesh, the central 
bank conducted a seminar on linkages in 1994, and it has issued a number of circulars 
to commercial banks encouraging them to establish linkages with NGOs for lending to 
the poor. Nevertheless, the commercial banks commented that it is necessary for the 
central bank to take a more proactive role. 
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4.5 Summary conclusions for an optimal policy 
environment for commercial banks to 
become engaged in microfinance 

• The most effective way for governments to encourage regulated banks to 
become involved in microfinance is to ensure an appropriate regulatory and 
prudential framework, rather than through direct financial support. 

• Other things being equal, directed credit schemes which target the poor will 
cause banks to lend more to poorer borrowers than would otherwise be the 
case. But they have failed in terms of scale, portfolio quality, and reaching poor 
microentrepreneurs. 

• Four of the countries in the BWTP Network impose interest rate ceilings on 
small loans by banks. Such ceilings may prevent banks from lending directly to 
the poor, so interest rate ceilings on small loans should be abolished. 
Microfinance is an inherently costly activity, and if it is to be sustainable, interest 
rates on microloans must be higher than on other loans. 

• If regulated banks are to play an active role in microfinance in the other 
countries, it is essential that there be some mechanism to enable small banks to 
be licensed. Once small banks become profitably engaged in microfinance, it 
will be much easier for the large commercial banks to enter the market. 

• Minimum capital requirements for establishing a bank should be realistic for 
small banks operating at the local level, and other restrictions affecting the 
establishment of small banks should be minimised. 

• Some commentators have suggested capital adequacy ratios for microfinance 
institutions of 20 per cent or higher, at least initially, while others have suggested 
more modest figures such as 12 per cent. 

• Provisioning requirements must recognise that microfinance loans are generally 
unsecured. Regulators should be flexible in accepting additional indicators of 
asset quality, such as historical performance of portfolios, statistical sampling of 
arrears, and adequacy of management information systems in their evaluation of 
risk. 

There are a number of other prudential standards sometimes applied to commercial 
banks that may not be appropriate for small rnicrofinance banks. These include reporting 
requirements, limits on unsecured loans, requirements concerning loan documentation, 
supervision methods, and branching restrictions. 



5 Recommendations for AusAID, 
banks and MFis 

5.1 Recommendations for AusAID 
(1) Support only those MFls which are committed to moving towards financial 

self-sufficiency and ultimately profitability. 

This study has shown that unless MFis are serious about profitability, no bank 
will be interested in lending to them. AusAID should be proactive in requiring 
MFis which it supports to move towards financial self-sufficiency and 
profitability. The MFI needs financial projections to show how it plans to grow 
to reach profitability and AusAID needs to hold the MFI accountable for 
achieving this goal. 

AusAID might want to adopt CGAP's approach to supporting MFis. Namely, for 
the MFI to set its own targets for portfolio quality (for example, portfolio-at-risk), 
efficiency (for example, cost per unit of money lent) and profitability (for 
example, adjusted return on assets) for the next three years, which the MFI is 
accountable for maintaining, or the funds are withdrawn. 

(2) Support MFI initiatives in defining national standards of performance which 
banks can use to assess MFls' creditworthiness. 

As discussed in chapter 3, bankers need to know how to assess MFis before they 
are prepared to lend to them. Therefore, MFis need to work together in each 
country to define performance indicators which are meaningful both in 
measuring progress towards sustainability and in educating banks about how to 
assess MFis. If this then moves towards a rating system for MFis (as is being 
planned for Latin America and the Philippines), it would be of great benefit to 
banks. 

(3) Work with other donors to enable interested bankers to learn that 
microentrepreneurs are a business opportunity, through first-hand 
experience of the success stories. 

In discussing perceptions of commercial banks (chapter 3), we established that 
the majority of bankers in the Asia-Pacific region were either ignorant or 
distrustful of microentrepreneurs who need access to finance. They had little or 
no information about the fact that microfinance does not have to be a charity 
activity or government subsidised, and that some leading banks were already 
profitably targeting these clients. When retail bankers saw banking operations 
where microentrepreneurs were good clients, they began to find a way to lend 
to this market profitably, as BRI has done. As in every case of innovation, it will 
take a few dedicated people - 'champions' - to introduce these ideas to their 
banks. 

For example, USAID has taken Union Bank in the Philippines to look at BRI's 
operations and that bank is now moving into microfinance itself and has similar 
initiatives ongoing. CGAP has funded Centenary Bank in Uganda. Furthermore, 
Mr Kuiper of the Dutch Ministry for Overseas Aid has suggested that 
international donor agencies consider making resources available to commercial 
banks for microfinance lending technologies (CGAP 1997a). We recommend that 
AusAID discuss with CGAP ways in which commercial banks can be encouraged 
to be active in microfinance. 



( 4) Encourage MFis to have commercial bankers on their boards. 

We have established that bankers know very little about microfinance. To have 
the opportunity to sit on the MFI boards would begin to overcome that 
information barrier, for the mutual benefit of the MFI and the bank. The 
banker(s) must actually be willing to learn about microfinance as a business and 
to contribute to the fiduciary oversight of the MFI. The MFI must be prepared to 
learn from the banker and to make changes in order to become a more 
professional organisation. 

(5) Join with other donors in working to remove policy restrictions to banks in 
microfinance such as interest rate caps and instead to create a supportive 
policy environment. 

In countries where there are restrictions on the development of microfinance 
lending such as interest rate caps, a lack of competition in rural lending, or the 
lack of an appropriate structure for small banks to be able to move into this 
market, there is clearly a need for action. It is important for all interested parties 
to work together to achieve an objective which is in their mutual interest. 

For example, in the Pacific, AusAID could work with the governments and other 
donors to help develop a policy framework which would facilitate the 
development of sustainable financial institutions to reach the poor. Part of this 
could be a dialogue between Australian commercial banks, MFis and credit 
unions which all provide financial services in the Pacific, to explore ways in 
which this could be achieved. 

5.2 Recommendations for banks 
(1) Learn about the different technologies for banks to lend profitably to MFis or 

microentrepreneurs. 

In the earlier discussion of bank perceptions of microfinance (chapter 3), we 
established that the majority of bankers in the Asia-Pacific region were distrustful 
of the poor. Bankers had not even considered them as potential clients because 
they did not fit into the traditional perception of what constituted a good client. 
Most bankers had little or no information about the fact that microfinance does 
not have to be a charity activity or government subsidised, and that some 
leading banks were already profitably targeting these clients. However, when 
bankers were able to see banking operations where microentrepreneurs were 
good clients, they could start designing products for this market. 

As in every case of innovation, it will take a few dedicated people or 
'champions' to introduce these ideas to their banks. They will first need to 
inform themselves about how the microfinance market can be a profitable one 
for their bank and they will need to put in place a cost accounting system to 
enable the bank to assess profitability by product as well as by branch. Once 
there is the basic understanding that lending to MFis or microentrepreneurs can 
be profitable and a cost accounting system is in place, the task is one of setting 
up a pilot initiative to learn more - for example, how the credit assessment for 
small loans in that bank's particular market should be undertaken at minimal 
cost, and how to reach significant numbers. It will not be a quick process for 
bankers to start thinking seriously about entering this business. But it definitely 
will not happen unless they first learn how the successful pioneers are operating 
and then learn more by actually starting microfinance programs. 
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(2) Work with MFis in establishing national standards of performance and a 
rating system for the microfinance industry. 

Bankers understand that each industry has different performance indicators but 
they need to know what those performance indicators are for microfinance. If 
banks are presented with an MFI's financial statements, they do not know how 
to assess them. Therefore, banks need to work with MFis in their own country to 
define performance indicators which are meaningful and useful in assessing 
whether a particular MFI is a good credit risk. It may be worthwhile to support 
the setting up of a rating system for MFis (as is being planned for Latin America 
and the Philippines). This implies that banks need to establish good lines of 
communication with leading MFis (and perhaps also with the umbrella body for 
MFis). 

(3) Support a local MFI by bringing banking expertise to its board. 

There is an important role for bankers on the boards of MFis. They must be 
willing to learn about microfinance as a business opportunity, contribute to the 
fiduciary oversight of the MFI, and be champions for the cause of microfinance 
within their banks. However, those bankers who leave their commercial instincts 
at the office will not be much help. 

( 4) Work with local MFis and donors to ensure the policy environment is 
conducive to microimance. 

In countries where there are restrictions on the development of microfinance 
lending such as interest rate ceilings, a lack of competition in rural lending, or 
the lack of a structure for licensing small banks, there is clearly a need for action 
to remove such impediments. It is important for all interested parties to work 
together to achieve an objective which is in their mutual interest. 

5.3 Recommendations for M Fis 
(1) Focus on reaching profitability. 

Several of the obstacles to commercial bank involvement in microfinance which 
were identified above were associated with the lack of financial sustainability of 
MFis. It was found that banks were reluctant to lend to MFis until their capacity 
to absorb, manage and disperse large amounts of commercially priced funds is 
increased. Further, because there were so few MFis which did have this capacity, 
the costs to those banks who were willing to lend to MFis were high. Until MFis 
show they are on a path to reaching profitability, they cannot expect banks to 
lend to them. 

(2) Work collectively to introduce national standards of performance and a 
rating system so banks can easily see the best MFis and lend accordingly. 

It is understandable that MFis in the Asia-Pacific region do not want to be 
compared with those in Latin America or elsewhere. But there are still financial 
principles which are basic to achieving profitability. For example, an MFI with a 
10 per cent loan loss rate will not be able to reach self-sufficiency, nor will it be 
taken seriously by any bank. However, when banks are presented with an MFI's 
financial statements, this information is often not clear. Banks need to know the 
performance indicators for microfinance in order to assess the MFI. Therefore, 
MFis need to work as part of a coalition in their country to define performance 
indicators which are meaningful for banks, both in measuring MFI progress 
towards profitability and in educating banks about how to assess MFis. If this 
then moves towards a rating system for MFis (as is being planned for Latin 
America and the Philippines), it would be of great benefit to banks. 



(3) Ensure that the lessons of successful MFis are known to commercial banks. 

Bankers had little or no information about the fact that microfinance need not be 
a charity activity but could be a business opportunity. Even fewer knew that 
some leading banks were already very active in the business and that it was a 
profitable activity. Even those who had heard of BRI or Grameen were not 
familiar with how they were so successful in this business. They assumed it was 
all government subsidised. There is clearly a huge need to educate bankers 
about how microfinance can be a good business. 

( 4) Invite leading commercial bankers to sit on the board of your MFI. 

The banker(s) who are invited to sit on MFI boards must be willing to learn 
about microfinance as a business and to contribute to the fiduciary oversight of 
the MFI. They need to have the potential to be champions for the cause of 
microfinance. Australian banks, ANZ and CBA, have indicated their willingness 
to share their expertise in any way which is appropriate - either locally or 
through having MFI staff on their training courses for risk management or 
balance sheet management in Australia. This is an opportunity for MFis in 
countries where these banks are active. 

(5) Consider a structure which allows accountability to investors, creditors and 
clients. 

One of the obstacles to banks lending to MFis was the lack of a clear ownership 
structure. Banks were afraid an MFI could go bankrupt at any time with no one 
being accountable to its creditors. If a bank were left holding the sub-loans as 
assets, they would be of no real value to the bank. Therefore, it would be 
worthwhile for MFis working with the regulatory authorities to develop a 
financial institution structure which, unlike that of the NGO, would clarify the 
MFI's accountability to its creditors, investors and clients. 

(6) Work with local banks and donors on ensuring the policy environment is 
conducive to microfinance. 

In countries where there are restrictions on the development of microfinance 
lending such as interest rate ceilings, a lack of competition in rural lending, or 
the lack of a structure for licensing small banks, there is clearly a need for action 
to remove such impediments. It is important for all interested parties to work 
together to achieve an objective which is in their mutual interest. 
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Annex 1 
Persons interviewed by Ms Ruth 
Goodwin-Groen

1 

Philippines 
Mr Clodoveo 'Odie' P. Atienza 
First Vice President 
Credit Supervision & Review Group 
Union Bank of the Philippines 

Ms Alegria Javier 
Vice President 
Union Bank of the Philippines 

Ms Benilda L. Cruz 
Vice President 
Institutional Banking Division 
Rizal Commercial Banking Corporation 

(RCBC) 

Mr Angel E. Santos 
Senior Vice President 
Bank of the Philippines Islands (BPI) 

Mr Miguel Angelo C. Villa-Real 
Assistant Manager 
Corporate Communications 
Bank of the Philippines Islands (BPI) 

Mr Edgardo C. Amistad 
Assistant Vice President 
Field Loans Review 
Land Bank of the Philippines 

Mr Julio D. Climaco Jr 
Vice President 
Corporate Planning Department 
Land Bank of the Philippines 

Mr Malcolm C. Bull 
Deputy General Manager, Philippines 
ANZ Banking Group Limited 

Mr Jesus G. Tirona 
President/CEO 
BAP Credit Guaranty Corporation 

Mr Ricardo Lirio 
Managing Director 
Bangko Sentral ng Pilipinas (BSP) 

Ms Milagros F. Ayuyao 
Deputy Director 
Supervisory Reports & Studies Office 
Bangko Sentral ng Pilipinas (BSP) 

Ms Marcia Feria-Miranda 
Executive Director 
Punla sa Tao Foundation 

Mr Eduardo C. Jimenez 
Executive Director 
Alliance of Philippine Partners in 

Enterprise Development (APPEND) 

Mr Jose C. Medina Jr 
President 
People's Credit & Finance Corporation 

(PCFC) 

Mr Rolando B. Victoria 
Executive Director 
Alalay Sa Kaunlaran Sa Gitnang Luzon 

Inc. (ASKI) 

Mr Benjamin T. Montemayor 
Executive Director 
Tulay sa Pag-Unlad Inc. (TSPI) 

Development Corporation 

Mr Noel M. Alcaide 
Executive Director 
Kabalikat Para sa Maunlad Na Buhay 

Inc. (KMBI) 

Mr Aris Alip 
Formerly Chairman 
Centre for Agriculture and Rural 

Development, Inc. (CARD) 

1 Material incorporated in this report is also drawn from interviews conducted by Paul 
McGuire, Dr]. D. Conroy and Ganesh. B. Thapa for the purposes of a study of the policy 
environment for microfinance in the nine Asian countries of the BWTP Network. The 
contribution of these persons is acknowledged in FDC's 1998 publication, Getting the 
Framework Right: Policy and Regulation for Microfinance in Asia. 



Ms May Eberly 
Finance Manager 
Negros Women for Tomorrow 

Foundation 

Mr Clarence Dingcong 
Executive Director 
Microfinance Coalition for Standards 

Ms Lynn Piper 
First Secretary 
Australian Embassy 

Ms Dolores Torres 
Executive Director 
Center for Agriculture and Rural 

Development, Inc. (CARD) 

Professor Ronald T. Chua 
Faculty member 
Asian Institute of Management 

Mr Kevin G. Belmonte 
Partner, Arthur Andersen 

Dr Gilbert Llanto 
Chief of Party, Credit Policy 

Improvement Program 
National Credit Council 

India 
Bangalore 
Mr K. R. Ramamoorthy 
Chairman 
The Vysya Bank Limited 

Mr K. M. Abdulla 
General Manager 
The Vysya Bank Limited 

Mr A. S. Badri Narayan Rao 
Deputy General Manager (R&L) 
The Vysya Bank Limited 

Mr K. P. Pai 
General Manager 
Canara Bank 

Mr T. Martanda Murthy 
Deputy General Manager 
Canara Bank 

Mr M. D. Prabhu 
Assistant General Manager 
Credit Wing 
Canara Bank 

Mr K. S. Radha Krishna 
Chief Manager 
Human Resources Development 

Department 
State Bank of Mysore (SBM) 

Mr V. Srinivasan 
Chief General Manager, Bangalore 

Regional Office 
National Bank for Agriculture and Rural 

Development (NABARD) 

Mr Al Fernandez 
Executive Director 
MYRADA 

Mr James Solomon 
Executive Director 
The Bridge Fund (TBF) 

Mr C. P. Sarashetti 
Assistant General Manager 
Agricultural Finance Corporation Ltd 

Mumbai 
Mr Bandi Ram Prasad 
Chief Economist 
Indian Banks' Association (IBA) 

Mr R. M. Joshi 
General Manager 
Rural Planning and Credit Department 
Reserve Bank of India (RBI) 

Mr M. G. Warrier 
Deputy General Manager 
Reserve Bank of India (RBI) 

Mr R. Ramanujam 
Chief General Manager 
Reserve Bank of India (RBI) 

Dr G. L. Khandelwal 
Deputy General Manager 
Social Banking Department 
Dena Bank 

Mr P. Kotaiah 
Chairman 
National Bank for Agriculture and Rural 

Development (NABARD) 

Mr S. M. Sheokand 
General Manager 
National Bank for Agriculture and Rural 

Development (NABARD) 
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Dr Venugopalan Puhazhendhi 
Deputy General Manager 
National Bank for Agriculture and Rural 

Development (NABARD) 

Mr Girjia P. Pande 
General Manager 
ANZ Bank Grindlays Bank Ltd 

New Delhi 
Mr Rashid Jilani 
Chairman & Managing Director 
Punjab National Bank (PNB) 
Chairman 
Indian Banks' Association 

Mr S. K. Prasad 
Punjab National Bank (PNB) 

Dr K. K. Sahay 
Assistant General Manager 
Priority Sector & Lead Bank Division 
Punjab National Bank (PNB) 

Mr Rajan Samuel 
Executive Director 
All India Association for Micro 

Enterprise Development (AIAMED) 

Mrs Vijayalakshmi Das 
Executive Director 
Friends of Women's World Bank 

Ms Lynn Bennett 
Sector Manager for Social Foundation for 

Development, South Asia 
Sustainable Banking with the Poor 

Project, World Bank 

Mr M. S. Malik 
Manager 
Department of Women and Child 

Development 

Mr Tony Liston 
Second Secretary (Development 

Cooperation) 
Australian High Commission 

Mr Vijay Mahajan 
Managing Director 
BAS IX 

Ms Bharti Ramola 
Senior Director 
Price Waterhouse 

Madras 

Ms Jaya Arunachalam 
Executive Director 
Working Women's Forum (WWF) 

Madurai 

Mr Narender Kande 
Program Leader 
PRADAN 

Australia 
Melbourne 

Mr Charles Goode 
Chairman 
ANZ Banking Group Ltd 

Mr William ]. Stacey 
Head of Strategy and Planning USA & 

Asia 
National Australia Bank 

Mr G. (Bob) Lyon 
General Manager, Pacific 
ANZ Banking Group Ltd 

Sydney 

Ms Catherine M. Hallinan 
Group General Manager 
Asian Development 
Commonwealth Bank 

Mr John W. Brewster 
Chief Manager Credit 
Pacific Regional Banking 
Westpac 



Annex 2 
Summary of commercial bank 
involvement in microftnance in 
the Pacific island countries1 

Overview 
Commercial banks provide few services outside the main centres. In each of the larger 
countries, there is a commercial bank that is wholly or partially owned by the government. 
These banks tend to have more extensive branch networks than the other commercial 
banks. Nevertheless, they have few branches outside the major centres. The other 
commercial banks are branches or subsidiaries of foreign banks, predominantly the 
Westpac Banking Corporation and ANZ Banking Group, and have very limited branch 
networks. Moreover, commercial banks generally have minimum loan sizes, security 
and collateral requirements and, in some cases, minimum deposit balances, that put 
them outside the reach of disadvantaged and vulnerable people. Few if any of their 
activities can be described as microfinance. 

Cook Islands 
Westpac Banking Corporation and ANZ Banking Group each have a branch in the 
Cook Islands. In addition, both operate a small number of agencies on the outer 
islands. In recent years, their lending activity has been constrained by a severe lack of 
liquidity, and loans have generally been provided only to the most creditworthy 
borrowers. Lending is strongly focused on tourism and private housing on Rarotonga, 
with very little lending to agriculture and fisheries, or to the outer islands. It is very 
unlikely that disadvantaged borrowers would be able to access loans from the commercial 
banks. 

The Cook Islands Savings Bank provides banking services in Rarotonga and operates 
through post offices on the outer islands. Many people on the outer islands take 
advantage of the bank's savings facilities. However, lending is minimal, with surplus 
funds invested in the commercial banks and the development bank. Loans are limited 
to a maximum of NZ$1000 ($684) and do not require security, but applicants must be 
employed. It is unlikely that many disadvantaged borrowers are able to obtain loans. 

Fiji 
There are six commercial banks operating in Fiji. The bank with the most extensive 
network is the government-owned National Bank of Fiji. The bank also operates an 
agency network through the post offices, for deposits and withdrawals. The bank has 
recently experienced major losses, and is to be restructured as a result. While the 
government is committed to providing a subsidy to support branches that are currently 
not viable, it is likely that the restructuring will result in a reduction in the number of 
agencies. 

In addition, there are five foreign-owned commercial banks operating in Fiji. The 
Westpac Banking Corporation and ANZ Banking Corporation have the most extensive 
branch networks, with around twelve branches each. The Bank of Baroda has around 
six branches, the Bank of Hawaii has three, and Habib Bank has one branch. 

1 Sources McGuire 1996a; author interviews with Australian banks 
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Fiji has a more extensive commercial banking network than do other countries in the 
region. This, combined with the relatively good infrastructure and higher per capita 
incomes, means that a greater proportion of the population have access to the commercial 
banking system than in other PICs. Nevertheless, the commercial banks are concentrated 
in the main centres, and people on the outer islands and in the interior of the main 
islands have little access to them. Moreover, collateral requirements preclude large 
numbers of more disadvantaged and vulnerable groups from obtaining loans, even in 
areas where the commercial banks operate. Hence, there is still a large proportion of 
the population that is not serviced by the commercial banking system. 

Papua New Guinea 
There are currently six commercial banks operating in Papua New Guinea (PNG). 
There has been a continuous decline in the number of banking outlets over the last 
decade, with the number of outlets, including branches, sub-branches and agencies, 
declining from 485 in December 1986 to 165 in May 1996. 

The government-owned PNG Banking Corporation has the most extensive branch 
network, with 19 branches, 17 sub-branches and 72 agencies as at May 1996. It has 
very limited operations in rural areas, and does not provide loans without collateral. 
The corporation is currently seeking to expand its operations in rural areas, and has 
recently signed a memorandum of understanding with Telikom to use post offices as 
agents for deposits and withdrawals. However, they would not have any power to 
grant loans. There are no plans to introduce microloans without collateral. As of] anuary 
1997 the PNG government has announced plans for a massive merger of the PNG 
Banking Corporation with the Agricultural Development Bank and Nugini Insurance 
(also owned by the government). It is not clear what this would mean for small depositors. 

As of mid 1996, the corporation had not provided any loans or lines of credit to NGOs 
or other organisations for on-lending as microfinance. However, PNG Banking 
Corporation was expected to be a conduit for a line of credit for microfinance under 
the North Simbu rural development project, which is being developed by the International 
Fund for Agricultural Development (IFAD). 

The other five commercial banks operate essentially in urban areas. Of these, Westpac 
has the most extensive network, with 15 branches, 7 sub-branches and 15 agencies in 
May 1996. The other four commercial banks including the ANZ Bank had 16 branches 
between them, and did not operate sub-branches or agencies. As a result there are 
long queues at ANZ branches in PNG with 44,000 clients per branch. 

Solomon Islands 
There are three commercial banks operating in Solomon Islands. The National Bank of 
Solomon Islands is owned 51 per cent by the Bank of Hawaii, and 49 per cent by the 
National Provident Fund. It has 11 branches, 36 agencies and one floating agency. 
While it provides savings facilities in a small number of rural areas through its agencies, 
these are not able to approve loans. Services to disadvantaged groups in rural 
communities are extremely limited. ANZ Bank and Westpac Bank each have three 
branches, although it is understood that Westpac is closing one. These have almost no 
outreach in rural areas. 

The government suggested some time ago that it was considering establishing a people's 
bank. The status of this suggestion is unclear at this stage. No details are available on 
how such a bank would operate, and whether or not it would engage in microfinance. 



Tonga 
There are three commercial banks operating in Tonga. The one with the most extensive 
outreach is the Bank of Tonga, which is owned 40 per cent by the government and 
60 per cent by the Bank of Hawaii and Westpac. It has four branches and three agencies, 
but two of these agencies are being handed over to the development bank. The bank 
has a branch in each of the major island groups. However, many people on more 
remote islands may live up to twelve hours by boat from their nearest branch. Moreover, 
loan sizes and procedures as well as collateral requirements would preclude more 
disadvantaged or vulnerable persons from borrowing from the bank. 

In addition, ANZ has one branch and Malaysian Berhad Finance Group has two branches. 
These banks have very little outreach in terms of catering for more disadvantaged 
groups or people in the outer islands. 

Tuvalu 
The only commercial bank in Tuvalu is the National Bank of Tuvalu, which is owned 
by the government and managed by Westpac Banking Corporation. The bank has 
agencies on all the major atolls. However, it is understood that its security and equity 
contribution requirements would preclude more disadvantaged borrowers from obtaining 
loans. As of January 1997, the Tuvalu government is considering a merger between the 
National Bank of Tuvalu and the Development Bank of Tuvalu. 

Vanuatu 

There are currently four commercial banks and one finance company operating in 
Vanuatu. The government-owned National Bank of Vanuatu has the most extensive 
branch network, with four branches and 17 agencies. It is currently expanding its 
number of agencies. Agencies may not approve loans, but can forward applications to 
the branches. ANZ Bank, Westpac Bank and Bank of Hawaii have two branches each, 
located in the urban areas only. None of the commercial banks have extensive coverage 
in the rural areas. Moreover, all banks require full collateral for their loans. They do not 
engage in microfinance. 

Samoa 
There are three commercial banks operating in Samoa. The Bank of Western Samoa is 
owned by the ANZ Banking Group, and has a head office and ten agencies. Pacific 
Commercial Bank is owned 42.7 per cent each by Westpac Banking Corporation and 
the Bank of Hawaii, and 14.6 per cent by private interest in Samoa, and has a head 
office and four agencies. The National Bank of Samoa is a locally owned bank that 
only commenced operations in 1996, and has a head office and one agency. The 
commercial banks do not have a minimum loan size, but generally require loans to be 
fully secured. The Bank of Western Samoa (ANZ) makes some small loans that are 
unsecured, even as low as A$200, but these are generally personal loans for consumption 
rather than loans to disadvantaged borrowers for income-generating projects. 
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Annex 3 
Comparative regional country 
environment indicators and 
characteristics of microloan 
portfolios 

Table 3 Comparative regional country environment indicators 

East Asia and South Asia Latin East, Western and 
the Pacific America Central and West Central 

andthe South Africa Africa 
Caribbean 

$962 $321 $1651 $794 $474 

2.3% 2.6% 0.0% 0.4% -0.5% 

165/sq. km 412/sq. km 61/sq. km 63/sq. km 46/sq. km 

10% 9% 99% 16% 11% 

Sources World Bank 1997 (a, b, c, d, e) 

Table 4 Comparative regional characteristics of microloan 
portfolios 

East Asia and South Asia Latin East, Western and 
the Pacific America and Central and West Central 

the South Africa Africa 

Caribbean 

20 months 16 months 15 months 21 months 11 months 

7% 4% 15% 32% 14% 

29% 31% 33% 33% 34% 

3.4 4.1 32. 3.3 6.8 

254 141 94 288 158 

Sources World Bank 1997 (a, b, c, d, e) 



Annex 4 
The Indian Priority Sector lending 
guidelines and the NABARD 
Linkage Program 

In 1997 India had a population of approximately 960 million people: 192 million or 
20 per cent of the population are below the poverty line and 74 per cent live in 550,000 
villages (NABARD 1997b). These statistics show that a large majority of the poor in 
India live in the rural areas. This population is serviced by 63,000 bank branches and a 
total of 150,000 financial institution branches or outlets, including cooperatives. Reserve 
Bank of India (RBI) statistics estimate there is an average of 15,000 people per bank 
branch (RBI 1996a) . NABARD estimates there is one credit outlet (including all types of 
financial institutions) for an average of 4700 people in the rural areas (NABARD 1997b). 

Given the huge numbers in poverty, particularly in the rural areas, successive Indian 
governments have wanted to ensure that the poor have access to financial services. 
Therefore, all Indian banks are mandated to comply with the guidelines for priority 
sector lending in table 5. 

Table 5 Summary of guidelines for Indian priority 
sector advances 

Net bank credit Purpose 
(%) 

40% Lending to priority sectors which includes: 

18% To agriculture 

10% To the weaker sections which are small and marginal farmers, rural 
artisans and agricultural labourers 

12% To small scale industry (SSI) i.e. businesses with assets of less than 
Rs6 million (which will soon be increased to Rs30 million) 

of which 40% To the smallest businesses, i.e. loans of less than Rs200,000 ($5,600) 
i.e. total of 4.8% (which will soon be increased to less than Rs500,000 or $13,900) 

Loans made under the government's main poverty alleviation program, the Integrated Rural 
Development Program, fulfil the agriculture and smallest business requirements. 

Microfinance in India is usually defined as loans less than Rs25,000 (US$714.00), for 
which collateral is not required. The biggest asset usually purchased by a low income 
rural household would be a cow, which costs approximately Rs3000 (US$86.00). 
However, microfinance could also be considered to include some of the smallest loans 
under the small scale industry (SSI) lending. 

NABARD Bank-SHG/NGO Linkage Program 
NABARD designed the bank-self-help group (SHG) linkage program with the goal of 
building confidence between the low income rural population and the banks. It also 
wanted to overcome the problems encountered in the other government programs for 
the rural poor (such as IRDP lending). Therefore, the linkage program has the following 
characteristics: 
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(1) The SHG is the basic unit, a group whose members know and trust each other 
and are prepared to work together for the long term. 

(2) The SHG is trained to manage its own savings and lending program by an NGO 
which specialises in social intermediation (see Fernandez 1994 for a detailed 
description of what this entails). 

(3) The SHG is linked with a bank for financing, based on the amount of the SHG's 
savings. NABARD's policy is that the bank should first lend to match the savings 
of the group exactly: that is, 1:1. As the group improves its performance, the 
bank may lend up to a maximum of four times the group members' savings: that 
is, 4:1. The minimum amount needed to open an account for an SHG is Rs250. 

(4) The bank loan is to the SHG, based on the whole SHG's savings. The loan is not 
to an individual. 

(5) Decisions on the individual member's loan size and loan use are made by the 
SHG, not by the bank. 

(6) To build the bank's confidence in this type of lending, NABARD will provide 
refinance at 6.5 per cent which can be on-lent to an SHG at 12.5 per cent. 

(7) There is no element of subsidy from the SHG to the individual members. It is 
charged at market rates. 

(8) If a bank lends to an NGO, the interest it can charge to the NGO is capped at 
10.5 per cent because NABARD believes NGOs should undertake social 
intermediation not financial intermediation. 

Table 6 below shows the cumulative performance of the NABARD Linkage Program. 
US$3.3 million has been disbursed to SHGs. It also shows the specific performance of 
the banks interviewed for this study. The most striking fact is that SHG lending is such 
a microscopic percentage of the banks' total lending. Canara Bank has the largest 
number of SHG groups and SHG loans, but these represent only 0.01 per cent of total 
loans outstanding. 

This is partly because the NABARD Linkage Program is first a savings program and 
then a credit program. Savings are imperative. The banks can only lend in proportion 
to the SHG's savings. The SHGs are required to save together for six months at a 
minimum before even approaching a bank. The savings approach is particularly 
important for three reasons: 

(1) The bank loan is not differentiated from the members' savings, so the members' 
attitude is that it is their money and should be paid back (not the bank's money, 
which has less urgency to be repaid - this was a problem with IRDP lending). 

(2) For the 75 to 80 per cent of SHGs which are women's groups, they need to keep 
their savings secure. 

(3) It ensures that the bank loans are kept to an appropriate size for the clients, that 
they are not given larger loans than they need and do not know how to handle 
(this was also a problem with IRDP lending). 

However, there is no incentive for the SHGs to deposit their savings with the bank. The 
savings account with the bank earns only 5.5 per cent, which is a negative real rate, so 
the SHGs would rather lend it out to members to earn higher interest. This supports 
both Dr Puhazhendhi (NABARD) and Bandi Ram Prasad (IBA) who think that banks 
have not designed savings products which would encourage savings. They assert that 
bankers have also not learnt from examples such as BRI in Indonesia, and have not 
seen the savings opportunities in rural areas. This is supported by the World Bank 
study which found rural respondents in South India 'could potentially save 3.25 times 
their current level of savings' Cl997a, p.4). 



It seems a 'catch 22' situation, bankers say the small volume of savings is not an 
incentive to participate in this program and the SHG members say there is no incentive 
to keep their money in the banks. Even a total of 622 MYRADA groups, which are 
among the best established SHGs, have only saved a maximum of Rsl 1 million, that is, 
Rsl7,684 or US$491 per group, which is not substantial in banking terms. 

NABARD's goal is that after the confidence-building phase, in three to four years after 
the group has been financed by the bank, the individual members of the SHG will 
graduate to being individual clients of the bank. Through SHG lending the branch 
manager will have learnt that his low-income rural clients are creditworthy clients. 

NABARD has undertaken an evaluation study of how the first 100 groups, started in 
1992, are performing. According to Mr Sheokand, preliminary findings are that a typical 
group started in 1992 with borrowing Rs5000 and in 1997 was borrowing a minimum 
ofRsl00,000 with savings of Rsl00,000. So the total funds available for the group to 
borrow is Rs200,000 (US$5600). 

NABARD's other 'microfinance' program 
NABARD also has a non-farm lending program to target poor individuals and poor 
rural artisans, marginal farmers and hand-loom weavers. NABARD will refinance 50 to 
70 per cent of bank loans to these clients and the average loan size is Rs36,000 (US$1029). 
It is hoped that the members of the SH Gs will graduate to this type of non-farm lending 
from the banks. 

Under NABARD's non-farm refinance program at 6.5 per cent, the following scales 
apply: 

loans less than Rs25,000: 8.5 per cent 

loans less than Rs200,000: 13.5 per cent 

loans greater than Rs200,000: 3 per cent below usual commercial rates. 

Total non-farm lending by NABARD Bangalore Regional Office as of March 1997 was 
Rs602 million in 16,042 loans, which is significantly bigger that the Rs38.62 million in 
lending to 2442 SHGs. 

Small scale industry Lending 
Small scale industry lending has not been successful, with a recovery rate of around 
60 per cent. According to RBI, the reasons for unprofitable SSI lending are: 

(1) there is no infrastructure for the businesses, for example, electricity and roads 

(2) the quality of the products means there is no market for them 

(3) suppliers to big companies are rarely paid on time 

( 4) the banks only require 10 per cent owner equity in the business venture 

(5) insufficient financing by the bank. 

Insufficient financing means that the banks lent less than most new businesses requested 
and needed. This problem was addressed in 1992-93 by the Nayar Committee which 
recommended that banks lend to small businesses for working capital financing of at 
least 20 per cent of annual projected turnover, to a maximum of Rs20 million. The 
banks now have no option to lend less than this, only to reject the loan request 
outright. Since then cash flow in these businesses is much better. There are, as a result, 
fewer NPAs in SSI lending, and the new loans have been performing well. 
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CANARA 

VYSYA 

SBM 

RRB 

VUAYA 

PNB 

Dena 

NABARD 
1997 total 

1996 total 

No. ofSHG 
groups 

17331 

(financed) 92 

Other government funding to MFis/NGOs 
Rashtriya Mahila Kosh (RMK) and the State Industry Development Bank of India (SIDBI) 
are both second tier government institutions which lend subsidised government funds 
to NGOs for on-lending to SHGs. RMK's goal is to sensitise and educate the formal 
sector about the efficacy of lending to NGOs. SIDBI's goal is to promote industry 
development and it believes that supporting the smallest businesses is vitally important. 

RMK lends to NGOs at 8 per cent which is reduced by 1 per cent if the NGO trains the 
SHGs and further reduced by 1.5 per cent if the repayment is on time. The rate from 
NGOs to SHGs is capped at 12 per cent and the rate from SHGs to individuals is 
capped at the State Bank of India rate for unsecured loans, currently 18.75 per cent. 
RMK estimates that for a loan over Rs300,000 to Rs400,000, the margin to NGOs is 
sufficient to meet their costs. 

Neither consider they are competing with the banks for lending to NGOs, because the 
NGOs cannot afford commercial money. Their lending is supplementary to enable the 
NGO to reach more poor women (RMK) or to meet a demand for small industry 
financing through NGOs which NABARD is not fulfilling (SIDBI). 

Table 6 Performance of the NABARD Linkage Program in India, 1992-97 

Savings (Rs 
million) 

NIA 

NIA 

TotalSHG 
lending 
(Rs 
million) 

14.9 

2.1 

Average 
loan size 
(Rs) 

8 598 

22 826 

SHG 1997Loans SHG 
recovery outstanding lending as 
rate 0/o (Rs %ofloans 

million) outstanding 

100 144 128 0.01 

92 26 240 0.008 
(savings only) 19 

136 3.82 3.0 22 059 100 20 3882 0.015 

347 5.05 4.3 12 391 

459 1.53 6.2 13 508 100 

(financed) 49 0.855 0.656 13 388 72.5 

(savings only) 67 

(financed) 23 0.193 12 826 >90 
(savings only) 39 

8,576 

3,057 

NIA 117.75 
(US$3.3m) 

60.584 

13 730 
(US$388) 

19 818 

100 

Sources SHG lending reports from each of the financial institutions 

1 All these groups are linked to Canara but there is no data to separate out those financed from 
those that are only savings. 

2 1996 figure 
3 This is the amount of savings held in the bank. More has been saved and lent out again to SHG 

members. 



Annex 5 

Africa 

Banks around the world involved 
in microfinance 1 

Cameroon, CCEI Bank 
Cape Verde, Caixa Economica de Cabo Verde 
Ghana, Citi Savings and Loan 
Kenya, Barclay's Bank 
Kenya, Family Finance Building Society 
Uganda, Centenary Bank 
Uganda, Post Office Savings Bank 
Senegal, Companie Bancaire de Agrique Ouest 
South Africa, ABSA-Nubank 
South Africa, Standard Bank 
South Africa, Community Bank 
Sudan, Savings and Social Development Bank 
Swaziland, SBGT/GTC 
Zimbabwe, Barclay's Bank 
Zimbabwe, Stanbic 

Middle East 
Egypt, National Bank for Development 
Jordan, Arab Bank 
Morocco, Banque Central Populaire 
West Bank/Gaza, Arab Bank 
West Bank/Gaza, Cairo Amman Bank 

Latin America and Caribbean 
Bolivia, Banco Sol 
Bolivia, Caja de Ahorro y Prestamo Los Andes 
Brazil, Banco Regional do Brasilia 
Chile, Banco del Desarrollo 
Chile, Banco del Estado 
Chile, Inversiones para el Desarrollo 
Colombia, Caja Social 
Costa Rica, Banco de Comercio 
Costa Rica, Banco Popular 
Costa Rica, Banco Improsa 
Ecuador, Banco del Pacifico 
El Salvador, Banco Agricola Commercial 
El Salvador, Financiera Calpia 
Guatemala, Banco Empresarial 

1 Initial list of formal financial institutions (not just commercial banks) compiled by USAID 
and posted on the Development Finance List managed by Ohio State University on 
Internet, September 1997. 
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Guyana, Bank of Nova Scotia 
Haiti, Unibank 
Haiti, Bank de L'Union 
Jamaica, Workers Bank 
Mexico, Bancomer 
Panama, Multicredit Bank 
Panama, Banco Mercantil 
Paraguay, Financiera Familiar 
Peru, Banco Wiese 
Peru, Banco de Credito 
Peru, Banco Latino 
Venezuela, Banco Real 

Asia 
China, Agricultural Bank of China 
India, SEWA Bank 
Indonesia, Bank Dagang Bali 
Indonesia, Bank Danoman 
Indonesia, Bank Rakyat Indonesia 
Nepal, Rastriya Banijya Bank 
Philippines, Rural Bank of Panabo 
Philippines, other rural banks 
Philippines, Davao Coop Bank 
Philippines, Union Bank 
Sri Lanka, National Savings Bank 
Sri Lanka, Hatton National Bank 
Thailand, Bank of Agriculture and Agricultural Cooperatives 
Thailand, Government Savings Bank of Thailand 
Vietnam, Vietnam Bank of Agriculture 

Europe and NIS 

Bratislava, Tatra Banka 
Estonia, Estonian Savings Bank (Hoiupank) 
Russia, Savings Bank of Russian Federation 
Russia, Kuzbassotsbank 
Russia, Sberbank 
Slovakia, Tatra Bank 



Annex 6 
Microlending by commercial 
banks interviewed in the 
Asia-Pacific region 

Table 7 Volume of microlending by commercial banks interviewed 
in the Asia-Pacific region1 

Exchange rate 
1996-97 

2339 
BRI to individuals3 
BDB to individuals '96 (Baydas)4 

BDB to individuals (CGAP)5 

Philippines 
Land Bank to RFis 
CGC to MFis 
Private banks to MFls12 

Ma1aysia 
Govt. program: individuals 
CGC and banks: MFI 

India 
IRDP to individuals 
SHG linkage (NABARD) 

Nqxd 
Directed credit: individuals 
MCPW /PCRW /SFDP 
RBB: linkage with SHGs 

Pakistui 
Directed credit: individuals 
Women's Dept: MFl/SHG 

Bang1aOO>h 2 

Janata: MFl/SHG 

Srilanka 
Samurdhi 
Hatton Bank '95 (Gallardo) 
Hatton Bank '97 (Interview) 

26.2 

2.5 

36 

5.1 

35.1 

41.8 

55.2 

Amount 
outstanding 
1996-97 (US$) 

$1 700 000 000 
$43 100 000 
$82 000 000 

$181 679 3896 

$1 496 8729 

$1 591 603 

$48 000 000 
$8 920 000 

$512 345 67913 

$1 587 93915 

$66 842 105 
$13 884 083 

$544 465 

$142 450 142 
$1 367 521 

$2 392 344 

$9 057 971 
$1268116 
$3170290 

Number 
outstanding 

2 500 000 
13 133 
11 646 

4447 

1610 

11 

6 370 
5 

5 444 44414 

3 81916 

139 932 
80 190 

1 044 

n.a. 
2 808 

n.a. 

12 141 
4 400 
7 000 

Average 
loan size 
(US$) 

$1 007 
$3 282 

66% <$230 

$409 1888 

$91 273 
$144 691 

$7 535 
$1 800 000 

$94 
$416 

$478 
$173 
$522 

n.a. 
$487 

n.a. 

$746 
$360 
$453 

Sources Interviews by Goodwin & McGuire 1997; Baydas et al. 1997; CGAP 1997b; 
Church et al. 1997; Gallardo et al. 1997; Getubig et al. 1997; NABARD 1996, 1997c 

Interest Average Repay 
rate term -ment 
nominal months rate % 

32% 
30% 
30% 

9% 
18-25% 
16-20% 

4% 
1% 

12% 
12% 

n.a. 
n.a. 
n.a. 

n.a. 
12% 

n.a. 

10% 
18-25% 
18-25% 

6-36 
12 
12 

n.a. 
12 
12 

n.a. 
n.a. 

36 
R 

n.a. 
n.a. 
n.a. 

n.a. 
n.a. 

n.a. 

6-24 
n.a. 
n.a. 

96.0 
99.0 
99.0 

n.a. 
3211 

100.0 

94.0 
100.0 

30.9 
100.0 

50.0 
50.0 
98.0 

70.0 
97.0 

n.a. 

n.a. 
97.0 
97.0 
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Notes 

1 Annex 2 gives a summary of commercial bank involvement in the Pacific island countries. It 
explains there is no entry for the Pacific because activity is minimal. 

2 There is a great deal of uncertainty with the numbers for commercial bank lending to 
microfinance in Bangladesh. 

3 Source: Church, Yaron & Patten 1997 

4 Source: Baydas, Graham & Valenzuela 1997 

5 Source: CGAP 1997b. There are clearly significant discrepancies between the Baydas et al. and 
CGAP (1997b) numbers for BDB. It is unclear which set are correct so we decided to present 
both. 

6 Land Bank estimates that approximately 40 per cent of its total Pll.9 billion in loans outstanding 
is lent to rural financial institutions. This includes P13 million to an MFI. 

7 Land Bank states that there are 444 RFis which meet its criteria and to which it is lending. 

8 There is a wide range in the Land Bank loan sizes. Some of the well-established RFis are much 
larger than PlO million which brings up the average size. 

9 BCGC estimates that 5 per cent of its Cumulative Working Capital Lending of P784.4 million is to 
MFis which amounts to P39.218 million. This includes P7.5 million to TSPI and P3 million to 
ASKI. 

10 BCGC states that it has had a total of 2,867 Working Capital loans and 328 borrowers. This 
means there is an average number of 91 loans per borrower with an average term of 4 months! 
This is because individual short-term clients' loans are rolled over every three months. BCGC 
estimates that 5 per cent of the volume of working capital loans have been to MFis. If this same 
estimate is applied to the number of borrowers, that means approximately 16 MFI clients since 
the inception of BCGC. These are twelve-month loans thus bringing up the average term. 

11 BCGC has not yet written off any loans but it has a 'collective efficiency rate' of 82.3 per cent 
(which is equivalent to an on-time repayment rate). In microfinance one might therefore expect 
5 per cent to be ultimately written off. 

12 Source. Interviews with the MFis which received the loans from the banks and with the banks 
which disbursed them. 

13 Source: This is a 'guesstimate' using the cumulative amount of IRDP loans and dividing by the 
number of years the program has been in operation (nine). 

14 Source: This is a guesstimate using the cumulative amount of IRDP loans and dividing by the 
number of years the program has been in operation (nine). 

15 Source: The cumulative numbers for 1996 were subtracted from the cumulative numbers for 
1997. 

16 Source: The cumulative numbers for 1996 were subtracted from the cumulative numbers for 
1997. 




