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Foreword

Over the years, the Asia-Pacific rural and agricultural situation has been considered very dynamic,
evolving and innovating through the test of time. Several significant and important events happened
in response to the socio-economic, political and environmental conditions. Because of these, most to the
rural people especially those engaged in agriculture and fishery activities cope with the changing
climate and natural landscape to be more resilient.

Under the IFAD-APRACA FinServAccess Project, a review of the present condition of the Asia-Pacific rural
and agricultural development particularly on the rural finance was done to provide a comprehensive
up-to-date scenario of the challenges, opportunities, threats and future directors to all key players and
stakeholders.

Through this document, we hope that this will serve a very good information and reference to those
institutions and individuals wanting to work and understand further the context of rural finance
development in a regional perspective.

May this excellent piece of work backed by comprehensive analytical study done by Dr. Ganesh Thapa,
former regional economist of the Asia-Pacific Division of the International Fund for Agricultural
Development (IFAD) in Rome, Italy serves to improve, strengthen and enhance the sector as it
drumbeats increased production, profit and sustainable efforts by the different institutions and
individuals of rural and agricultural development.

In addition, may the members of APRACA and its partners find this document useful as financial reforms
and institutional as well as individual transformations are undertaken in this changing time. Also,
we hope this could encourage and trigger more related and applied researches responsive to
development-oriented, client-oriented, systems-based and resource-based rural and agricultural
development for rural people and communities.
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Executive Summary

Asia and the Pacific rural and agricultural development are fast transforming due to the growing
population and the continuous changes in natural landscape brought about by the ill-effects and
impacts of climate change. Through the effective and efficient works of institutions and individuals,
development strategies are formulated to address and respond to these ill-effects and impacts leading
most people to cope with and adapt to challenges and changes they face.

The rural and agricultural finance sector is an interesting area where support to people and
communities is necessary. Several challenges, opportunities and threats are studied and identified as
basis for improved and comprehensive sustainable financial development.

The financial development, growth and poverty in the region are essentially an important aspect to
work on particularly on the basis of productivity, profitability, security and sustainability. Several studies
have documented on the positive impacts of financial development on poverty reduction; its effects
resulted to two channels: aggregate growth and changes in the distribution of income showing poverty
reduction and reduction in income inequality. However, financial development does not always have
positive effect on income inequality.

Specifically, microfinance development posts a strategic and innovative area where financial institutions
play crucial roles in the formulation and delivery of products and services. Its macro and micro impacts
helped people particularly the poor who are deprived of financial access and access to finance.

Among the emerging challenges related to the provision of services to rural households include
product design for rural poor and smallholders; appropriate use of subsidies; rigorous evidence of
impact; over-indebtedness among poor borrowers; adequate replication and scaling up initiatives;
institutional development interventions; ensuring sustainability; governance and regulation of financial
sector to ensure client protection.

The opportunities for rural and agricultural microfinance include advances in institutions; presence of
apex institutions which channel funds to retain financial institutions; changing landscape for stronger
international partnerships; development of innovative financial products; utilization and application of
technological advance; and integration on the usage of strategic alliances to offer new financial
products.

With respect to the threats, future financial crises are recognized; occurrence of climate changes; and
political/policy backlash must be taken into account. Finally, the future directions must include massive
promotion of financial inclusion activities and responsible finance by institutions and for people and
communities to be adaptive and responsive to financial accessibility and utility.
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CHAPTER 1

Introduction

1.1 Financial Development, Growth and Poverty

There is a vast literature on the impact of financial development at the macroeconomic level. The degree
of financial intermediation is not only positively correlated with growth and employment but it is
generally believed to causally impact growth (Pasali 2013, Levine 2005). Financial development impacts
growth positively through two mechanisms: lower transaction costs and better distribution of capital
and risk across the economy. However, in economies with weak institutional frameworks, this positive
relationship disappears (Demetriades and Law 2006). A special case is the model developed by
Greenwood and Jovanovic (1990), which shows a non-linear relationship between financial
development, inequality and economic development. At all stages of economic development, financial
development improves capital allocation, boosts aggregate growth and in turn benefits the poor.
However, the distributional effect of financial development, and thus the net impact on the poor,
depends on the level of economic development. At early stages of development, only the rich enjoy
access to and benefit directly from better financial markets. At later stages, as access becomes more
extensive, a higher section of society benefits directly from financial development. Improved access to
finance also leads to greater financial stability (Han and Melecky 2013).

Several studies have also documented the positive impact of financial development on poverty
reduction. Beck et al. (2007) have examined the effects of financial development on poverty through
two channels: aggregate growth, and changes in the distribution of income. More specifically, their
research shows that 60% of this effect on poverty reduction is through aggregate growth and the
remainder through the reduction in income inequality. Financial imperfections, such as information and
transaction costs, may affect the poor more as they lack collateral and credit histories. So, relaxation of
credit constraints would benefit the poor more. Moreover, credit constraints hamper efficiency of capital
allocation and aggravate income inequality by restricting the flow of capital to the poor with high
expected returns.

The focus of Claessens and Feijen (2006) is a specific channel through which financial development
impacts on undernourishment. The analysis covers the period 1980-2003. In theory, some specific
channels can be identified through which financial sector development impacts undernourishment.
First, savings and credit help consumption smoothing when there are income or other shocks. Second,
access to financial services eases the financing of productive investment in, say, agricultural equipment,
thereby raising yields and incomes of smallholders, and reducing undernourishment. Third, there may
be an additional benefit to low income households, without access to financial services, as higher yields
translate into higher food output and lower prices. They have shown that private credit has a large
negative effect on undernourishment through higher agricultural productivity in general and higher
livestock, crop and cereal yields in particular.

Imai, Gaiha and Thapa (2008) examined the experience of 9 Asian countries (Bangladesh, China, India,
Indonesia, Malaysia, Pakistan, Philippines, Thailand and Vietnam) over the period 1960-2006, using panel
data. The results showed a positive role of finance on the gross domestic product (GDP) and agricultural
productivity growth. Financial development also reduced the Gini coefficient of income distribution,
thus contributing to reducing income inequality. However, when this measure of inequality was replaced
with the share of the poorest quintile in GDP, financial development ceased to have any effect, pointing
presumably to the exclusion of the poorest in the sample of Asian countries considered.
Undernourishment was also reduced directly by financial growth (in terms of private credit in GDP), or
indirectly through agricultural productivity growth.

Rural and Agricultural Finance Development in Asia and the Pacific:
Challenges, Opportunities, Threats and Future Directions
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However, financial development does not always have a positive effect on income inequality. In fact,
Greenwood and Jovanovic (1990) predict a non-linear relationship between financial development,
inequality and economic development. At all stages of economic development, financial development
improves capital allocation, boosts aggregate growth and in turn benefits the poor. However, the
distributional effect of financial development, and thus the net impact on the poor depends on the level
of economic development. At early stages of development, only the rich enjoy access to and benefit
directly from better financial markets. At later stages, as access becomes more extensive, a higher
section of society benefits directly from financial development.
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CHAPTER 2

Microfinance Development

2.1 Microfinance and Poverty: A Macro Perspective

Most studies on the impact of microfinance on poverty or income have relied on micro-level evidence
based on household data (Imai et al. 2010, Khandker 2005, Mosley 2001). Macro-level studies are rather
limited due to the scarcity of reliable macro data on microfinance. A recent study (Imai, Gaiha, Thapa and
Annim 2012) has analyzed the macro-level impact of microfinance on poverty using cross-sectional data
covering 48 countries in the developing regions for 2007. The cross-sectional data was supplemented
by a two-period (2003 and 2007) panel covering 61 countries1. The study was based on the data
generated by Microfinance Information Exchange or MIX (2010) and the World Development Indicators
2011 (World Bank 2011). The results of this study suggest that microfinance not only reduces the
incidence of poverty but also its depth and severity. Other factors that contribute to poverty reduction
include gross domestic product (GDP) per capita and share of credit in GDP (as a measure of financial
development of an economy). The study also points to worsening of poverty in a mild recession scenario
with small reductions in gross loan portfolio per capita, GDP per capita, and share of credit in GDP. The
simulations made in the study are helpful in adding precision to anecdotal evidence about how
setbacks to microfinance institutions (MFIs) hurt the poor. Indeed, sustained flows to MFIs may help
avert to some extent accentuation of poverty as a consequence of the slow and faltering recovery of
the global economy.

2.2 Microfinance: Micro-level Impacts

A number of studies based on randomized control trials have shown that formal financial services have
a positive impact on various microeconomic indicators such as household consumption, well-being, and
business activities. Such impacts vary by financial product category. Attanasio et al. (2011) found
a significant impact of group microcredit on food consumption in Mongolia. Better monitoring of group
loans was seen as the main reason for these results as it ensured discipline in terms of project selection
and execution. Another study of expanded access to consumer credit in South Africa found increased
borrower well being in terms of income and food consumption, decision making within the household,
borrower’s status in the community, and overall health status (Karlan and Zinman 2010). Expanded
access to credit can also have a positive impact on women’s decision-making power in the household
(Angelucci et al. 2013).

Many studies have found a positive impact of access to microcredit on various indicators related to
businesses, including the income of existing businesses, business size, and the scale of agricultural
activities, and the diversification of livestock (Attanasio et al. 2011, Ausburg et al. 2012, Angelucci et al.
2013, Crepon et al. 2011, Field et al. forthcoming). Access to microcredit also increases the ability of
micro-entrepreneurs to cope with risk. Some researchers have, however, did not find improvements for
longer-term welfare indicators, such as education, health, or women’s empowerment because of access
to microcredit (Banerjee 2013).

Among the various microfinance products, most studies have focused on the impact of microcredit on
well-being of the poor. However, other financial products like savings, and insurance also are important
for the welfare of the poor. Studies show positive impact of savings on consumption smoothing,

1 From Asia and the Pacific region, Bangladesh, Cambodia, China, East Timor, India, Indonesia, Mongolia, Nepal, Sri Lanka, and
Vietnam were included in the sample.
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working capital formation and women’s empowerment. Ashraf et al. (2010) found a positive impact of
access to a commitment savings account on women’s empowerment in the Philippines. Women’s role
in household decision-making increased together with a shift toward women-oriented durable goods
purchase. Access to this type of savings account contributed to an increase in food expenditure for the
family, investments in female-owned businesses, and investments in preventative health in Kenya and
increased expenditures and crop outputs in Malawi (Dupas and Robinson 2013, Brune et al. 2013).
Insurance can help the poor in mitigating risks and managing shocks. For example, weather-based index
insurance enabled farmers in India to shift from subsistence to riskier but more remunerative cash crops
(Cole et al. 2013). Similar results were reported also in Ghana, where farmers were able to obtain higher
yields and income due to higher use of fertilizer and hired labour (Karlan et al. 2014).

2.3 Impact of Microcredit on Poverty: An IFAD Project Experience

Many studies have attempted to analyze the impact of microcredit on the well-being of the poor.
For example, Gaiha (2001) has attempted to review the Maharashtra Rural Credit Project (MRCP) –
a microcredit scheme supported by the International Fund for Agricultural Development (IFAD) and
implemented in Maharashtra state of India—by focusing on the process of implementation and its
implications for targeting, especially of women, and the trade-off between coverage of the poor and
sustainability of the scheme. Some of the important findings of this study are as follows:

● The non-poor beneficiaries of individual loans under the scheme turned out to be more than
the poor. However, self-help groups (SHGs) with a good track record consisted mostly of poor
women.

● Exclusion of the poorest (e.g. indigenous people/tribal population) was partly a result of their
own lack of awareness about the project and diffidence about their ability to repay loans. But
more seriously, their exclusion also reflected their social exclusion, the resistance of upper
castes, and the nexus among the bank staff, Sarpanch (village head) and the Village
Development Committee.

● The loan processing time was much longer for the poor. Moreover, the affluent secured much
larger loans.

● The financial discipline demonstrated by the SHGs was impressive. This was reflected in high
rates of loan repayment.

● While no case of violence was reported, there were indications of male dominance in the
selection and use of the assets.

● Combining financial services with some forms of insurance (e.g. against illness and accidents)
would make the project more attractive to the rural poor, as their ability to deal with
contingencies is limited.
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CHAPTER 3

Financial Inclusion

Although there have been efforts in the past to collect indicators of financial access from providers of
financial services as well as from the users, the Global Findex database is the first major effort to provide
cross-country, time-series data on individual’s use of financial services (Demirguc-Kunt and Klapper
2012). The Global Findex indicators measure the use of financial services and are based on survey data
collected in 2011 covering more than 150,000 adults in 148 countries.

This study shows that about half of the adults in the world or approximately 2.5 billion adults do not
have an individual or joint account at a formal financial institution—bank, credit union, cooperative, post
office or microfinance institution (Microfinance Barometer 2014). In developing countries 59% of adults
do not have formal accounts compared to only 11% in developed countries. There are wide variations
in account penetration by region, gender, economic status as well as between rural and urban areas.

Among the regions of the world, East Asia and the Pacific has the lowest percentage of unbanked
adults at 55% whereas in South Asia, two-thirds of adults do not have accounts, which is higher than
in Sub-Saharan Africa and Middle East and North Africa regions but lower than in other regions
(Table 1). Globally, 53% of women do not have a formal account, which is significantly higher than 45%
for men indicating a wide gender gap. Although in all regions women have lower access to formal
accounts, gender gap is the highest in South Asia (75% for unbanked women versus 59% for unbanked
men). Globally, only 77% of adults living on less than $ 2 a day do not have a formal account. In
developing countries, those in the richest quintile are on average more than twice as likely as those in
the poorest quintile to have a formal account. In all regions, adults in rural areas are less likely to have
a formal account than those living in cities. Technological and other innovations can help mitigate this
constraint to a large extent as demonstrated by the use of mobile phones for banking purposes in many
countries of the world.

Table 1.  Global Unbanked People in 2011

Region
Unbanked people Share of Share of Urban share Rural share

women (%) men (%) (%) (%)

East Asia & Pacific  648 45 48 42 29 50

South Asia  764 67 75 59 61 69

Middle East & North Africa  207 82 87 77 82 89

Europe & Central Asia  171 55 60 50 49 58

Sub-Saharan Africa  359 76 79 73 60 79

Latin America & Caribbean  252 61 65 56 56 66

World total 2 401 49 53 45 41 54

Source:  Global Findex Database

Million %

Barriers to Financial Inclusion. Globally, the most frequently cited reason for not having a formal account
(cited by 30% of adults with a formal account) is lack of enough money to use one. This shows that
those whose income is small or irregular do not view a formal account as necessary. Other common
reasons for not having a formal account are that banks or accounts are too expensive (mentioned by
25% of adults with a formal account) and that another family member already has an account (cited by
25%). Other reasons mentioned by the respondents are that banks are too far away (cited by 20%), lack
of necessary documentation (18%), lack of trust in banks (13%), and religious reasons (5%).
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Distance to a bank is a more important barrier in rural areas than in cities. However, technological and
other innovations have the potential to help overcome this constraint. For example, mobile money has
shown the potential of technical innovation to promote financial inclusion. It has allowed underserved
people to conduct financial transactions in a relatively cheap and reliable way. Likewise, the use of other
forms of branchless banking has grown rapidly in many developing countries in recent years. One
popular form has been the use of bank agents, who operate out of retail stores, gas stations or post
offices. In Asian countries such as Bangladesh, Laos, Nepal and the Philippines, more than 10% of
account holders already report using bank agents (Demirguc-Kunt and Klapper 2013).

Governments in many countries are increasingly using formal accounts to disburse transfer payments
to the poor. For example, in India the government recently started to deposit government pension and
scholarship payments directly into the bank accounts of 250,000 people in 20 districts. There is a plan
to expand this programme, which has the potential of preventing corruption and expanding financial
access (Harris 2013).

In developing countries, family and friends are the most commonly reported sources of new loans
whereas most adults borrow from formal financial institutions in high-income countries. In both East
Asia and the Pacific, and South Asia, only 9% of adults borrowed from formal sources (Demirguc-Kunt
and Klapper 2013). Some Asian countries such as Bangladesh (23% of adults), Sri Lanka (15%) and
Thailand (15%) reported higher level of borrowing from formal sources, which may be a reflection of
a broad coverage of community-based models in these countries that provide small loans to the poor.
The most common reason for borrowing was reported to be emergency or health purposes, particularly
among the poorest followed by payment of school fees, home construction, funeral or wedding.

Only about 20% of adults in South Asia reported having saved in the past 12 months, half of them at
a financial institution. In contrast, 40% of adults in East Asia and the Pacific saved, most of whom in
formal financial institutions. Only 17% of adults in developing countries bought health insurance. There
was a wide variation across region. In China 47% of adults bought some form of health insurance
whereas only 9% in East Asia and the Pacific (except China) and 5% in South Asia report having paid
for health insurance. Although people working in the agriculture sector (including fisheries and forestry)
are prone to weather-related risks, only 6% in this sector report having bought crop, rainfall or livestock
insurance in the past 12 months.

3.1 Coverage of Microfinance in Asia/Pacific

Microfinance has emerged in the world as a significant instrument of financial inclusion. Table 2 shows
the number of borrowers in different regions of the world, their portfolio size, and the share of rural
borrowers. This is based on the information provided by 1,252 microfinance institutions (MFIs), who
report to Mix and who represent the majority of microfinance service providers in the world. In 2012,
these MFIs provided loans worth USD 81.5 billion to 91.4 million low-income clients of whom about
two-thirds were rural clients. There was a 5% increase in outreach in 2012 after a 4% decline in 2011,
with all regions and 73 out of 95 countries reporting growth in outreach in 2012 (Microfinance
Barometer 2014).

South Asia alone has 47.5 million borrowers, which is 52% of the world’s total. Of the largest 100 MFIs,
43 are in this region accounting for roughly half of global borrowers. This region also leads in terms
of proportion of female borrowers (92%) and share of rural borrowers (80%). East Asia and Pacific has
12.8 million borrowers (14% of global total) with 71% of rural and 64% of female borrowers. This region
has the second highest portfolio size at USD 21.2 billion, second only to Latin America and Caribbean
(USD 33.4 billion).
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3.2 Institutional Credit to Rural and Agriculture Sector

Among the many causes of rural poverty, the lack of access to formal and adequate financial services
remains a major impediment to the socio-economic choices of rural poor people and smallholder
farmers (IFAD 2009). Many studies have demonstrated the crucial role of finance in raising agricultural
productivity and incomes. Based on a study in India Binswanger et al. (1993) concluded that the
availability of credit was more important than subsidized interest rates, and the expansion of banking
had a larger impact on output through expanding fertilizer use than through increased investments.
Bank expansion was facilitated by public investment on roads and reduced transaction costs for banks
and farmers. World Bank (2007) argued that financial constraints are more pervasive in agriculture than
in other sectors. In order to provide broader access to financial services-credit, savings, insurance, and
transfer services for remittance to smallholders and to reduce their exposure to uninsured risks, financial
instruments will be required that improve the productivity, profitability, and sustainability of smallholder
agriculture. In addition to farming, agricultural households in developing economies diversify
their income across different sources, and credit constraints can adversely affect their ability to take up
non-farm activities (Ellis 2000).

There are many challenges to providing financial services to poor rural households, including weak
infrastructure and low population density in rural areas (IFAD 2009). The capacity of financial service
providers and the level of client education are usually limited in rural areas. The financial market may
be distorted from subsidized, targeted lending. Also, financial institutions may be hesitant in lending to
the agriculture sector because of its seasonality and inherent risks of farming. Another important
challenge has been the lack of access of women and the poorest of the poor to credit due to lack of
property rights or secure land tenure. These challenges increase the transaction costs and risks of
providing financial services to smallholders and other rural entrepreneurs.

Many studies have shown that the supply-led approach to agricultural credit that has historically been
followed in many developing countries has created viable alternatives to moneylender, although for
households with somewhat greater assets and sources of collateral. Better access to bank has also
increased fertilizer use and investment in agriculture, but has been less successful in generating viable
institutions, including failing to generate agricultural employment (Binswanger and Khandker 1995). The
contemporary approach to rural/agricultural finance includes a broadened view of finance to include
farming and rural non-farm activities, recognition of the importance of savings, and a realization that
market discipline is reinforced through market interest rates for both savings and credit (Meyer 2013).
In this new paradigm, the focus of lending shifted from meeting supply targets to responding to
demand, and the measure of success of financial institutions changed from loan disbursements to
financial viability and sustainability. The efforts of governments and development partners focused on

Table 2.  Microfinance coverage, 2012

Region

Number of Annual
 borrowers Growth (%)

Total Male Female
2012 2013

million (%) (%)

East Asia & Pacific 12.8 36 64  7.2 3.5 71 21.2  157

South Asia 47.5  8 92  2.9 9.6 80  8.9  166

Middle East & North Africa  1.8 41 59  1.9 1.0 45  1.6  39

Europe & Central Asia  2.7 53 47  9.2 3.7 64 11.4  206

Sub-Saharan Africa  7.3 37 63 10.9 0.9 54  4.9  313

Latin America & Caribbean 19.2 32 68  8.2 2.8 37 33.4  374

World total 91.2 21 79  5.0 6.5 66 81.5 1 252

Source:  Mix Market

Share of Portfolio No. of
rural size MFIs

borrowers (USD reporting
% billion) to Mix
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the creation of a conducive policy environment, improving the legal and regulatory framework for rural
financial market, building institutional capacity, and promoting innovations to lower transaction costs
and improve risk management.

3.3 Microfinance in Agriculture

Microfinance programmes were started in many countries by non-governmental organizations to help
the poor. Several innovative lending technologies and institutional designs played an important role in
the success of many of these programmes (Gonzales-Vega 2003). First, group lending on a joint liability
basis helps resolve the lack of collateral by the poor. Peer pressure contributes to timely loan repayment
as the whole group cannot get a new loan if any member defaults. As the loans are small, it helps
reduce risks for both lenders and borrowers. Frequent loan payments allow lenders to effectively
monitor borrowers. A wide variety of delivery systems and institutional models exist for microfinance,
including non-governmental organizations, cooperatives, self-help groups, rural banks, commercial and
agricultural development banks.

The microfinance sector has grown very rapidly during the 2000s attracting almost $ 1 billion a year
(CGAP 2006). It has also become increasingly commercialized with large investments from private and
social investors. As of December 2008, a total of 61 donors and investors had committed $ 14.8 billion
to microfinance (CGAP 2009).

Historically, microfinance involved small group loans in urban areas and rural areas with high population
densities, as the high cost of making and recovering small loans required high volumes per loan officer.
As these loans did not require collaterals, frequent loan repayments, usually weekly or monthly were
considered essential to maintain financial discipline. This approach favoured borrowers with more
regular sources of cash income (e.g. petty trade). As a result, microfinance has not been able to
cater to farmers with seasonal cash flows. Bangladesh provides a good example of this trend. Some
25-30 million borrowers had access to microcredit in Bangladesh in 2008, with 6-7 million of these
engaged in crop production but only 1-1.5 million borrowers took loans specifically designed for
seasonal or investment lending in agriculture (Alamgir 2009). Within the agriculture sector, MFIs usually
provide loans for small livestock or dairy production with relatively quick returns but not for crop
production with seasonal returns.

There are several challenges in designing microfinance products suitable for farmers (Meyer 2011). First,
most MFI borrowers are women whereas crop farming is usually dominated by men. Second, for MFIs
standardized annual loans are earlier to manage, as most of them still use manual bookkeeping. Third,
MFIs prefer loans with periodic payments rather than lump-sum ones, as it is easier to monitor clients
who make periodic payments. Fourth, agriculture is perceived as a risky enterprise by MFIs. Finally,
decentralized decision making and capacity building of staff is needed to develop flexible loans that suit
farmers’ cash flows.

In recent years, there have been many initiatives to design innovative loan products suitable for seasonal
agriculture. For example, the International Fund for Agricultural Development (IFAD) and the Asian
Development Bank (ADB) have sponsored projects to support apex funding institutions such as the Palli
Karma Sahayak Foundation (PKSF) in Bangladesh to find innovative ways to provide agricultural loans.
There are several examples showing that MFIs have found ways to reduce costs and risks of agricultural
lending. The success of MFIs in agricultural lending in recent years has been facilitated by a number of
innovative practices. These include treating the borrower as a firm household, determining loan size and
repayment schedules based on the cyclical cash flow of the household, and delinking loan payments
from loan use (Meyer 2011). In order to reduce risks, MFIs lend to borrowers with diversified cash flows,
diversify portfolio risks by lending to farmers in different regions with different crop and livestock
enterprises, link credit with area-based index insurance, and insulate themselves from political
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interference (CGAP/IFAD 2005). Box 1 below describes a successful example of microfinance in
agriculture.

Box 1:  Microfinance in Agriculture: The Experience from an IFAD-Supported Project in
Bangladesh

The International Fund for Agricultural Development (IFAD) funded a project entitled Microfinance for
Marginal and Small Farmers Project from 2005 to 2011 at a total project cost of US$ 29.74 million
(of which IFAD loan was US$ 20.06 million) which was implemented by Palli Karma Sahayak Foundation
(PKSF), a government apex funding agency for non-governmental organizations (NGOs).

The project was designed with the realization that earlier policies that channeled formal credit for
agriculture through the nationalized commercial banks did not cater to many small and marginal farmers,
and that any barriers to lending for agriculture by microfinance institutions (MFIs) should be removed.
The project strategy was built on the channeling of microcredit funds to beneficiary groups organized
by MFIs. These NGO-MFIs were selected partner organizations (POs) of PKSF, which had a well-established
system to provide microfinance services to the landless poor. The project aimed to extend these services
to a new target group—small and marginal farmers. The project design saw the need for loans and other
financial services (savings and insurance) to be tailored to meet the needs of farmers. The design
recognized that lending to farmers needed to account for the special risks involved in agriculture.

During the course of the project, a number of changes/innovations were introduced. The first of these
was a move from loans with weekly repayments to loans where repayment was in a lump-sum after
harvest or sale of animal. The second change introduced was the concentration of agricultural extension
advice and training on five main topics, all of which can lead to substantial savings in production costs
and an increase in yields. A third important development, introduced at the time of the mid-term review
of the project was the recognition that the partner organizations needed more agricultural expertise. As
a result, the project created additional posts of assistant agricultural officers.

The project made an important breakthrough in extending microfinance services to agriculture. Women
members accounted for 85% of total borrowers. Over half of loans have been seasonal loans, an
important innovation which fit better with the cash-flow from farming. PKSF has developed simple
methods of supervising seasonal loans and has succeeded in getting them accepted as an appropriate
financial product to meet the needs of farmers. Partner organizations have reported good loan
repayment rates.

The project implemented through 35 POs of PKSF in 133 Upazilas spread over 14 districts of the country
assisted more than 200,000 producers to become active microfinance clients. Currently, innovative
financing and agricultural technologies tested by the project have been made available to more than
800,000 marginal and small farmers across the country. In 2014, the US Department of Treasury selected
this project as a winner of Development Impact Honors Award 2014.

Sources:  (i) operations.ifad.org/documents/654016/c97ff515-fd4d-4371-987a-e305cf873389, (ii) pksf-bd.org/?p=2227
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CHAPTER 4

Challenges of Rural/Agricultural
Finance

4.1 Challenges related to provision of services to rural households

There are many constraints to supplying agricultural and rural finance in developing countries. These
constraints have been classified into four broad categories: (i) vulnerability constraints, including
systemic, market, and credit risks; (ii) operational constraints due to low investment returns, low
investment, low asset levels, and geographic dispersion; (iii) capacity constraints including infrastructural
capacity, technical capacity and training, social exclusion and institutional capacity; and (iv) political and
regulatory constraint, such as political and social interference and regulatory framework (Miller 2004).

Borrowers in rural areas are more dispersed than in urban areas due to low population densities.
Transaction costs for delivering loans are high for financial institutions because rural clients demand
relatively small loans and savings accounts. Poorly developed infrastructure in rural areas increases
information costs for service providers as well as users. Agricultural incomes are subject to seasonality
and several types of risks: yield risks due to weather, diseases, and insects; market risks due to local and
global weather and market variations; timing uncertainties due to farm-specific weather variations;
uncertainties in the timing of repairs and reinvestments; and illness, accidents, and other life-cycle risks
(Meyer 2011). Rural borrowers usually do not have loan collateral due to lack of assets or poorly defined
property rights. Inadequate regulation and supervision of financial intermediaries, limited lobbying
power among the rural poor, weak governance, corruption, and other political factors also limit the
provision of rural finance (Yaron et al. 1997).

A number of studies have analyzed the determinants of increased use of institutional credit in
agriculture. A study in India found that a number of socio-demographic factors, such as education, farm
size, family size, caste, gender and occupation of household, affected the quantum of institutional credit
availed by farm households (Kumar et al. 2010). The study showed that bigger household size and larger
farm size increased the probability of taking credit from institutional sources. It also reconfirmed the
disadvantages faced by poorer segments of society (e.g. lower castes, tribal populations) and women
in accessing institutional credit. The level of education was positively correlated with access to
institutional credit indicating the need for capacity building of farmers. The study also highlighted the
need for procedural simplification for loan disbursement to enable less educated and illiterate
household to access institutional credit.

It is estimated that there are 500 million smallholder farms in the world with 2.5 billion people living
in these households (IFAD 2014). Several studies argue that different kinds of smallholders have different
kinds of financial needs and financial products needs to be tailored to suit their differentiated needs.
A recent divides the world’s smallholder farms into three broad categories: approximately 300 million
(60% of total) subsistence oriented or noncommercial smallholder farmers, 165 million (33%)
commercial smallholders in loose value chains, and 35 million (7%) commercial smallholders in tight
value chains (Peck and Anderson 2013). Noncommercial smallholders usually grow staple food crops,
have limited access to land, technology, markets, and technical information and use limited amounts of
purchased inputs. They are highly vulnerable to income and other shocks and are not linked to any
structured value chains. They meet their basic financial needs through informal financial mechanisms
such as local savings and loan groups. Their demand for financial services poses three major challenges
to service providers: their income is low, irregular and unpredictable; the average size of financial
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transaction is small; and the cost of developing a financial product is large relative to its potential
income.

Commercial smallholders in loose value chains grow a mix of staple food and high-value crops but have
limited access to purchased inputs, financial services and markets. Although these farmers have access
to a wider range of financial products than subsistence farmers, some financial products or approaches
(e.g. weather-index based insurance, contract farming) may not be suitable or available to them.
Commercial smallholders in tight value chains grow high-value crops and usually have production
contracts with buyers. They benefit from specialized agricultural finance approaches such as contract
farming, equipment leasing, and long-term investment loans. They also demand more sophisticated risk
management products including crop and livestock insurance. One important challenge they face is the
need to maintain high standards of quality and phyto-sanitary requirements of outputs to be sold under
contract framing.
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CHAPTER 5

Emerging challenges in microfinance
for agriculture

5.1 Product design for rural poor and smallholders

The microfinance revolution has shown that innovative financial products and processes can contribute
to financial inclusion by expanding outreach among the poor. However, experience has shown that
microfinance schemes are concentrated in urban areas or rural areas which are densely populated and
have bypassed the remote rural areas where the poorest of the poor live. Furthermore, as discussed
above, the cost of developing a financial product for the unserved population (e.g. noncommercial
smallholder farmers) may be large relative to the potential income from such development (Peck and
Anderson 2013). Governments and donors have an important role in supporting MFIs and other
financial institutions to develop innovative financial products that are appropriate for poor rural
producers including smallholder farmers. One example of such support is the programme funded by
CGAP and the Ford Foundation to test nine graduation models that target the poorest of the poor
(El-Zogbi et al. 2009). More such efforts are needed to develop and/or adapt new financial products for
poor households in rural areas.

5.2 Appropriate use of subsidies

Many studies have documented that rural finance that subsidized interest rates led to distortion of
financial markets without significant impact on the welfare of borrowers. However, there is now
a growing interest in identifying areas for smart or market friendly subsidies that focus on economic
environment, rules and regulations and support institutions that can contribute to the performance of
the financial system (Meyer 2011). Subsidies can be used to provide innovation grants to help MFIs
develop and test new financial products, develop management information systems, and provide
capacity building training.

However, critics argue that subsidies for financial institutions can create subsidy dependence as the
recipients of subsidies expect it to continue in the future in increasing amounts. Also, the high level of
profits that private and institutional investors earned from microfinance operations has led to ethical
questions about the use of and gains from public subsidies and from high interest rates charged for
microcredit (Von Pischke 2008). High returns from microfinance have encouraged investors to invest
private capital in the microfinance sector. However, concerns have been raised about the high profits
earned by the private investors by charging extremely high rates of interest to poor borrowers.

Development partners have also reviewed their experiences in the use of grants and subsidies and have
identified new strategies. IFAD developed its rural finance policy in 2009 based on six guiding principles
for support at the micro, meso and macro level (IFAD 2009). These guiding principles are: (i) support
access to a variety of financial services, including savings, credit, remittances and insurance, recognizing
that rural poor people require a wide range of financial services; (ii) promote a wide range of financial
institutions, models and delivery channels, tailoring each intervention to the given location and target
group; (iii) support demand-driven and innovative approaches with the potential to expand the frontiers
of rural finance; (iv) encourage, in collaboration with private sector partners, market-based approaches
that strengthen rural financial markets, avoid distortions in the financial sector and leverage IFAD’s
resources; (v) develop and support long-term strategies focusing on sustainability and poverty outreach,
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given that rural finance institutions need to be competitive and cost-effective to reach scale and
responsibly serve their clients; and (vi) participate in policy dialogues that promote an enabling
environment for rural finance, recognizing the role of governments in promoting a conducive
environment for pro-poor rural finance. IFAD recognizes that donor support is required mainly to
strengthen the delivery capacity of financial service providers in rural areas and to upgrade non-formal
institutions to higher level forms as necessary. It considers the provision of training and consultancy
services, improvement of professional standards, and purchase of operating assets as different forms of
subsidies.

World Bank (2006) has developed a strategy involving three pillars of support for rural finance sector
development: (i) government policies and the legal, regulatory, and supervisory framework; (ii) financial
sector and real sector infrastructure; and (iii) financial institutions. It has identified several areas for
subsidies that can contribute to poverty reduction without distorting the development of sustainable
rural finance. These areas include: providing technical assistance to financial intermediaries to improve
systems that enhance efficiency, such as management information systems; developing and introducing
demand-responsive products on a pilot basis; helping develop or improve service delivery mechanisms
that enable greater outreach into rural areas; covering a portion of the cost of establishing new
branches in areas that do not have financial intermediaries that serve the poor; creating capacity within
regulatory and supervisory bodies; supporting the creation of industry associations; and developing
training institutes and credit information agencies. World Bank recommends that subsidies should be
time-bound, limited, and decreasing over time.

5.3 Rigorous evidence of impact

Increasingly, donors link funding to evidence of impact of rural/microfinance on the welfare of the poor
and sustainability of financial system. Historically, most studies have confirmed the positive impact of
rural/microfinance on businesses and the welfare of poor borrowers. Some studies based on more
robust impact evaluation techniques challenged these results (Duflo et al. 2008). However, as discussed
above, more recent studies using similar methodologies have shown positive impacts of rural/
microfinance on businesses and the welfare of the poor (e.g. income, food consumption, women’s
empowerment).

Notwithstanding these findings, there is a dearth of studies that examine the welfare impacts of
innovative financial products introduced in recent years, such as youth financing. There is a need to
develop monitoring tools to collect data and evaluation techniques that can rigorously assess the
impact of such programmes. Similarly, evidence-based evaluations are needed to show the impact of
the new index based insurance products in terms of reducing vulnerability, providing income protection,
improving risk taking ability, farm level investments and enterprise diversification, and the ripple effects
of such insurance products on the uninsured to help formulate policies (Nagarajan 2011). For this, there
is a need to develop cost-effective methodologies to collect long-term data from weather stations,
insurers and clients, and to conduct rigorous impact evaluations.

5.4 Over-indebtedness among poor borrowers

Historically, microcredit has had an impressive repayment record with very low levels of loan
delinquency. However, in recent years, there have been many reports of rising rates of delinquency in
several countries such as India, Pakistan, Bosnia-Herzegovina, Ghana, Morocco, etc. This has not only
threatened the viability of microfinance institutions but has also increased vulnerability and welfare loss
of poor borrowers. Reduced consumption levels and a loss of creditworthiness are some of the adverse
effects of over-indebtedness on borrowers. It can also cause a loss of social prestige of borrowers
and more serious psychological effects on their mental health including suicides in extreme cases.
Over-indebtedness can also lead to damaging over-reaction by policy makers (e.g. interest rate caps) or
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cutback in funding level from donors and private investors for microfinance schemes. Studies show that
there are three broad categories of factors responsible for over-indebtedness—lender behavior (e.g.
slackening of lending standards, pressure on borrowers to take out new loans, coercive loan collection
practices), borrower behavior (e.g. focus on current consumption by borrowers with little attention to
future consequences), and external shocks (e.g. idiosyncratic risks faced by the poor such as illness in
the family, natural disasters, conflicts).

Schicks and Rosenberg (2011) have reviewed the findings of six recent studies covering six countries
(Bolivia, Bosnia-Herzegovina, Cambodia, Ghana, India, and Peru), which have looked at the issue of
over-indebtedness of microcredit borrowers. These studies have used different approaches to define
and/or measure over-indebtedness—negative impact of loans on borrowers, incidence of default and
arrears, debt ratios, incidence of multiple borrowing, and borrower struggle and sacrifice. There are two
major issues with respect to these approaches. First, all of these methods of assessing over-indebtedness
have limitations. For example, several studies find the incidence of multiple borrowing to be associated
with a higher risk of default. However, borrowing from multiple sources is a common strategy of poor
households for cash-flow management. Assessing over-indebtedness based on whether loans are
making borrowers worse-off seems theoretically attractive but it is difficult and cumbersome to reliably
determine whether loans are hurting borrowers. Second, the countries selected for these studies do not
represent the vast majority of countries where microcredit is an important component of rural finance
service delivery. By design, these countries are those which were facing problems related to repayment
of microcredit loans and therefore represent a biased sample. Third, the evidence from these studies is
insufficient to draw definitive conclusions about the degree of microcredit indebtedness. In view of
these limitations, there is a need for further carefully designed studies covering representative
sample of countries using a standard methodology to draw general conclusions about microcredit
over-indebtedness and to find appropriate solutions to address the problem.

5.5 Replication and scaling up

Several innovative approaches to deliver financial services to the poor in rural areas have been
successfully demonstrated in many countries. These include weather index based insurance, youth
financing programmes, digital finance, etc. However, these approaches have not been scaled up to
expand outreach. It is important to understand the constraints related to policies, infrastructure,
technologies, etc. which impede the successful replication and scaling up of such new approaches. It will
then be possible to take necessary measures to tackle these problems.

5.6 Institutional Development

Diverse types of financial institutions provide financial services to rural households. These include
agricultural development banks, commercial banks, microfinance institutions, self-help groups,
cooperatives, saving and credit associations, etc. These institutions offer different advantages and suffer
from different limitations. For example, the agricultural development banks were established in the
1960s and 1970s to provide financial services to farmers and other rural entrepreneurs. They focused on
the subsidized directed-credit programmes. However, they failed in most countries as their operations
proved to be costly and unsustainable in the long-term and they failed to reach the majority of rural
producers. Membership-based institutions have the potential to provide financial services to rural
households in remote areas in a cost-effective manner, as they are based in such areas and have access
to local information. However, such institutions usually face problems related to governance. Commercial
banks have the advantage of providing multiple financial services, have wider network of branches, and
are regulated better than other types of institutions. However, experience shows that they shy away
from remote rural areas, as they find it cost prohibitive to manage small loans.
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This shows that there is no single best type of delivery channel for every rural area, the most appropriate
model (private, cooperative, community, local or national government) will depend on the given
sociocultural factors and legal framework. It is important to design institutional development
programmes with incentives to build internal capacity and reduce dependency, and encourage the
inclusion of training and technical assistance in the institution’s programme (IFAD 2009). Governments
and donors should support financial institutions on a competitive basis and based on their performance.
Interest rates should not be subsidized at client level or support the establishment of interest rate caps
or other mechanisms that distort markets.

5.7 Ensuring sustainability

In microfinance, sustainability can be considered at several levels – institutional, group and individual
– and can relate to organizational, managerial and financial aspects. However, the issue of financial
sustainability of microfinance institutions has attracted more attention in mainstream analysis at the
expense of the sustainability of the client/borrower (Thapa 2006). Generally speaking, two types of
self-sufficiency have been defined for MFIs. Operational self-sufficiency requires MFIs to meet all
administrative costs and loan losses from operating income. It is computed by dividing operating
income by operating expenses. It is suggested, based on international experience, that successful MFIs
should be able to achieve operational self-sufficiency within three to seven years. MFIs achieve financial
self-sufficiency when are able to cover all administrative costs, loan losses and financing costs from
operating income, after adjusting for inflation and subsidies and treating all funding as if it had
a commercial cost. Successful MFIs are expected to achieve financial self-sufficiency within five to ten
years.

A true test of the sustainability of any microfinance institution lies in its ability to perform during
financial crises. A survey of Indonesia, the Philippines, Malaysia and Thailand showed that MFIs in general
fared better than the commercial banking systems during the Asian financial crisis of 1997-1998
(McGuire and Conroy 1998). The crisis seemed to have more adverse impact on institutions catering to
small business clients than on specialist MFIs serving the poor, and that the adverse impact on
microfinance was most severe in those countries where it was linked most closely to the formal financial
system. Those microfinance programmes, including Grameen Bank replications, which targeted the
poorest were least affected by the crisis. In contrast, those MFIs which relied on government and donor
agencies for resources fared better. However, it does not mean that microfinance should not be more
integrated into the formal financial system. In order to expand outreach and serve the poor, MFIs have
to establish such linkages. What it indicates is that such linkages make MFIs more prone to cyclical
fluctuations.

In discussing sustainability of MFIs, some distinguish between the intended beneficiary school and the
intermediary school, where the former is more concerned with the impact of microfinance on the client
households and the latter with outreach and institutional sustainability of MFIs (Hulme and Mosley
1996). Microfinance institutions come under pressure to increase the number of beneficiaries so that
economies of scale can be achieved and the cost of servicing numerous small transactions starts to fall.
These MFIs face major organizational and management problems as they scale up their operations.

This duality reflects the apparent tension between financial sustainability and poverty reduction, that
is, whether financial sustainability of MFIs can be reconciled with the objective of reaching the poorest
households. Exclusion of the poorest from microfinance schemes is well-known, although the reasons
for their exclusion remain unexplored. There is often a perception that moderately poor are less likely
to default than poorest of the poor. In such a case, targeting moderately poor is likely to be more
sustainable financially. Therefore, exclusion of the poor may well be connected with a concern for
financial sustainability. For example, a study points out that “… shifting of the target group to the
marginal farmer category (the not-so-poor or the vulnerable non-poor) may be the only way for the



Rural and Agricultural Finance Development in Asia and the Pacific:
Challenges, Opportunities, Threats and Future Directions

16

MFIs to achieve their twin goals of poverty reduction and financial sustainability”. Indeed, this is
symptomatic of a “…. shift in emphasis of targeted credit programmes from exclusive anti-poverty
towards primarily financial sustainability with a bit of poverty reduction on the side” (Sinha 1998). Besley
(1997), on the other hand, contends that inclusion of the non-poor may be necessary to a limited degree
to prevent them from capturing benefits meant for the poor. But whether, in fact, participation of the
non-poor is self-limiting and beneficial to the poor remains to be demonstrated.

5.8 Governance

The term ‘governance’ assumed prominence in the discussion of economic and social development
issues since the early 1990s. In microfinance literature, the term was first used by CGAP in 1997 when
governance was defined as, ‘a system of checks and balances whereby a board is established to manage
the managers. Governance is sometimes conceived as a virtuous circle that links the shareholder to the
board, to the management, to the staff, to the customer, and to the community at large’.

As microfinance reaches a large number of clients, manages increasing volume of financial resources,
borrows substantial amounts from financial markets, and starts to earn profit, governance becomes an
important requirement (Thapa 2006). Four unique attributes of microfinance makes governance of MFIs
different and more challenging than that of other types of institutions: the dual mission of
microfinance—achieving profitability and maintaining a social objective; ownership of MFIs; the
fiduciary responsibility of the board; and risk assessment in MFIs (Rock et al. 1998).

Most MFIs are promoted by NGOs with donor support and start with a social objective of reaching the
poor. As they evolve and expand outreach, they start to focus on achieving financial self-sufficiency, as
donor money and subsidies decline. As a result, most MFIs attract private capital including deposits to
expand their operations. Although the dual objectives of MFIs appear contradictory, several MFIs have
shown that the social objective and profit are not mutually exclusive.

Different stakeholders may have different objectives for a MFI. For example, donors, non-profit
organizations and technical assistance providers may emphasize the MFI’s social mission, while private
investors and employees may be more interested in financial sustainability. However, there are cases
where diverse interests have been preserved by making sure each stakeholder has representation on
the board of directors. Acknowledging the multiplicity of stakeholders can help in maintaining an
institution’s initial strategic orientations.

The mission of an institution and the choices it makes for institutional type and ownership structure are
closely related and influence each other. Different types of MFIs show structural weaknesses related to
ownership that can have an adverse effect on the effectiveness of microfinance. NGOs do not have real
owners, as the capital for non-profit NGOs is provided by donors, foundations and individuals. MFIs’
ownership has not expanded significantly beyond NGOs and public sector organizations. The focus of
commercial banks on profit maximization and the lack of representation of microfinance in their board
is a structural weakness. In the case of credit unions, the divergent priorities of borrowers and savers can
create conflicts in the board.

Generally speaking, the fiduciary responsibility of the board of any financial intermediary like MFIs is
greater than for other non-financial entities. Since in many developing countries, there is a lack of
deposit insurance, the board’s fiduciary responsibility increases further. Although MFI board has
a fiduciary responsibility when a non-profit MFI secures funds from donors, the responsibility is greater
when the MFI intermediates funds by borrowing from a bank, by mobilizing deposits or by floating an
instrument in the securities exchange.

Guarding against risks is the responsibility of the management of an MFI. Establishing mechanisms to
manage risks is directly related to how governance works. MFIs should be aware that microfinance is
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subject to a variety of risks. These include operational risks (e.g. loan default), information related risks
(e.g. unreliable management information system), organizational risks (e.g. risks related to internal
control procedures), strategic risks (e.g. competitive environment), and environmental risks (e.g. climate
or political risks).

One important risk that MFIs face is that of mission drift, which appears when a MFI transforms from
a project with strong social objectives to a formal institution with a strong pressure to mobilize financial
resources and achieving sustainability quickly. In order to achieve financial sustainability, MFIs have to
reduce costs and increase revenues. This usually involves higher loan amounts, lending to sectors with
strong economic potential, diversifying products and increasing staff productivity. These measures may
lead to redirecting services towards a different type of clientele or changes to the client-MFI relationship,
for example, less proximity with clients or less in-depth knowledge of clients (IFAD et al. 2006). Some
NGOs have been able to manage the transformation to a regulated MFI and avoid the mission drift. In
discussing governance in microfinance, it is important to broaden the scope of study to include all
stakeholders involved (employees, managers, elected officials, clients, donors, bank partners,
shareholders, the government, etc.) as well as any organizational form with a governing role that may
have been set up at the establishment of the institution (IFAD et al. 2006).

5.9 Regulation of financial sector to ensure client protection

As discussed above, lenders’ pressure on borrowers to take out new loans, and coercive loan collection
practices were some of the reasons for rising loan delinquency in microcredit schemes in several
countries in recent years. In many cases, this caused severe hardships for poor borrowers. It is now
generally agreed that financial institutions should provide to borrowers necessary information so that
they can make informed decisions about financial products. Also, the borrowers should have access to
dispute settlement mechanisms. However, there is no consensus on the most effective ways to bring
about discipline among financial sector actors. Possible approaches include government regulations,
self-regulation by financial institutions, and peer monitoring. For example, following the microfinance
crisis in India during 2010-2011, the Reserve Bank of India (Central Bank) introduced a number of
measures to regulate the functioning of MFIs. These included a limit on the maximum income of
borrowers (Rs. 60,000 for rural and Rs. 120,000 for urban areas), maximum limit on indebtedness (not to
exceed Rs. 50,000), interest rate cap (maximum of 26%) and net interest margin (12%)2 [Mahajan and
Navin 2012)]. These measures have given greater clarity on the regulatory role of the central bank. In
addition, there have been other reforms such as the strengthening of consumer protection norms,
increased self-regulation by MFIs, etc. It is now important to assess the effectiveness of these different
measures under different contexts. At the same time, it is also crucial to develop new approaches to
measure the effectiveness of different measures.

2 The interest rate cap was revised by the Reserve Bank of India as follows: cost of funds plus net interest margin (10% for large
MFIs with loan portfolio exceeding Rs. 1,000 million and 12% for small MFIs).
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CHAPTER 6

Opportunities in Rural/Agricultural/
Microfinance

After the failure of the subsidized directed credit approach of the 1960s and 1970s, a contemporary
approach to rural finance emerged since the late 1980s, which focuses on building the sustainability of
financial service providers, thinking beyond the short life cycle of donor-driven projects (IFAD 2009).
Strong rural institutions and models present promising partnerships and business opportunities for
development banks and commercial banks to participate in rural finance by scaling down their services
with financial products suited to the needs of the poor and marginalized households in partnership
with membership based organizations. In addition to institutional innovations, technological innovations
have also provided new opportunities for different types of financial institutions to expand their services
to poor rural households in remote areas. Some important developments and resultant opportunities
are discussed below.

6.1 Advances in institutions

Following the adoption of the new approach to rural finance in the late 1980s, a number of institutional
developments have taken place, both at the retail level and at the wholesale and apex levels which have
opened up new opportunities for financial inclusion. At the retail level, microfinance institutions (MFIs)
have designed and implemented innovative approaches to expand the delivery of financial services to
poor rural clients. As discussed above, more than 1,250 MFIs reach more than 91 million clients
worldwide, two-thirds of whom are in rural areas. Although most MFIs focused on urban areas with high
population density, they have gradually expanded the coverage of rural areas. Also, although the
majority of them provide only microcredit, there are innovative MFIs which also provide deposit and
crop and livestock insurance. Some MFIs have also started to provide microcredit to the agriculture
sector by introducing modifications in the mainstream microcredit methodologies to suit the needs of
smallholder farmers. There is a lot of potential for MFIs to expand services in rural areas beyond
microcredit.

Member-based institutions have also proliferated in many countries to provide financial services in rural
areas. They not only own, manage and operate these institutions but also are their main clients. Most
of these institutions are informal in nature but some are linked to banks as in the case of self-help
groups (SHGs) in India. Although these institutions have limitations in becoming main financial
intermediaries and face governance challenges, they are widely prevalent in rural areas and provide
financial services to poor rural households.

Agricultural development banks were established in many developing countries during the 1960s and
1970s to provide credit and other financial services to the agriculture and rural development sector.
Most of these banks did not perform well and had to be either privatized or closed. There have been
some exceptions including the Bank of Agriculture and Agricultural Cooperatives (BAAC) in Thailand.
Some argue in favour of reforming such development banks based on two reasons. First, there have
been some examples of successful reform of such banks. Second, the closure of such institutions leads
to the loss of banking outlets in rural areas. International partners such as the International Fund for
Agricultural Development (IFAD) and Deustsche Gesellschaft fur Internationale Zusammenarbeit (GIZ)
have supported reform of agricultural development banks based on their potential to serve the rural
poor if they implement an appropriate framework of reform. In Asia and the Pacific region, the
successful reform of BAAC in Thailand and the Bank Rakyat Indonesia (BRI) in Indonesia has
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demonstrated the potential for similar efforts in other countries (Seibel 2000). Some argue that these
institutions should be transformed into sustainable financial intermediaries based on mobilization of
domestic resources and provision of positive real returns to depositors; repayment of loans and
coverage of costs from operational income; production of sufficient retained earnings to offset the
erosion of resources from inflation and to finance expansion; and continually increased outreach to
savers and borrowers and improved quality of services provided to all segments of the rural population,
including the poor (Seibel et al. 2005).

Meyer (2011) identifies three important lessons from the reform efforts of agricultural development
banks. First, successful reform is possible only if governments make fundamental changes in ownership,
governance, products, and services. Second, selected microfinance procedures and lending methods
should be adopted and applied to agriculture. Third, more sophisticated risk management techniques
will be needed if these financial institutions provide large loans to farmers and nonfarm businesses
linked to agriculture.

6.2 Apex institutions

Apex institutions are those which channel funds to retail financial institutions for on-lending to targeted
categories of borrowers (Nagarajan and Meyer 2005). Governments and donors use these institutions
to finance MFIs. Although the performance of such institutions in developing microfinance has been
mixed, there are some success stories. One such example is the Palli Karma Sahayak Foundation (PKSF)
in Bangladesh which was established by the Bangladesh Government in 1990 to provide funds to
various organizations for their microcredit programmes to help the poor with no land or other
collaterals. It provides funds to non-governmental organizations, voluntary agencies and societies,
local government bodies, etc. to give microcredit to the poor. As of 2014, it has lent about USD 1.5 billion
to its 268 partner organizations covering more than 8.23 million borrowers of which 91% are women
(PKSF 2015).

Through a project funded by IFAD, PKSF made innovative contributions to enhancing access to finance
by marginal and small farmers, who had little access to credit either from banks or MFIs. The project
introduced a lump-sum repayment modality that could better match the farmers’ cashflows, in place of
weekly repayments that had normally been practiced by MFIs (IFAD 2014). The project introduced
seasonal loans and agriculture sector microcredit products as part of their core programmes. Combined
with technical support, the project contributed to improved agricultural production. This case of PKSF
shows that with strong commitment from the government and the support of external development
partner, apex institutions can play an important role in promoting financial inclusion.

6.3 International partnerships

The changing landscape of rural finance, which includes new types of financial service providers and
innovative technologies has led to new partnerships between donors and a range of public, social and
commercial investors. For example, recognizing the increasing importance of remittances in rural areas,
a multi-donor funding facility was established at IFAD in 2005 to promote innovative approaches to
remittances in rural areas (IFAD 2009). This facility, with funding support from the European Commission,
Inter-American Development Bank, CGAP, Luxembourg, Spain, UNCDF and IFAD provides seed money to
test innovative delivery mechanisms and money transfer products in rural areas. So far, it has funded
50 projects in 40 countries, some of which have been scaled up within IFAD-funded investment projects.

Since 2008, a joint IFAD-World Food Programme (WFP) initiative is supporting the sustainable
development of weather risk management instruments in developing countries. Funded by the Bill and
Melinda Gates Foundation and hosted by IFAD, the Weather Risk Management Facility (WRMF) has
documented and analyzed innovative ways of responding to the needs of smallholder producers for risk
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management. It has funded pilot projects to develop weather index-based insurance, an insurance
product correlated to weather patterns for crops, such as rainfall levels. Based on the findings of these
pilots, it has published a book with 36 cases, six on disaster relief insurance programmes in 21 countries
and 30 on index-based insurance programmes in 19 countries. These pilots show that there is lot of
potential for scale and sustainability bin weather index-based insurance for agriculture and rural
livelihoods.

In 2013, a new international partnership was started with the establishment of the Platform for
Agricultural Risk Management (PARM), which is hosted by IFAD and supported by Agence Francaise de
Developpment (AFD), European Commission (EC), Italy, New Partnership for Africa’s Development
(NEPAD) and IFAD. It is an outcome of the G8 and G20 discussions on food security and agricultural
growth and is a partnership between developing countries and development partners designed to
make risk management an integral part of policy planning and implementation in the agriculture sector.
It is a four-year initiative initially focusing on the Sub-Saharan Africa. As a knowledge broker, PARM will
facilitate the identification, assessment, quantification and management of agricultural risks in
programme countries. Its initial focus will be on nine African countries and will subsequently cover
countries from other regions of the world.

6.4 Innovative financial products

In recent years, several new financial products have been developed and piloted by various types of
financial service providers with the objective of targeting smallholders and other rural households. They
show the potential for expanded outreach as well as to provide non-credit financial services to these
households.

Savings. Savings are important for poor households as a risk management strategy and for smoothing
consumption. Deposit services are provided by commercial banks to poor clients but rarely to the
poorest households. In recent years, some advances have been made to expand deposit services to the
rural poor by introducing new products and processes. For example, in the Philippines access to
commitment savings account led to an increase in the decision-making power of women, resulting in
a shift toward female-oriented durable goods purchased in the household (Ashraf et al. 2010). BASIX, an
MFI in India offers a flexible daily deposit scheme in which savings are collected daily from rural
depositors by mobile deposit collectors (Nagarajan and Meyer 2005). Post-office banks are becoming
important providers of deposit services to the poor in rural areas. Such post-office banks are operational
in several Asian countries like China, India, Indonesia, South Korea and the Philippines. Although these
banks are contributing to rural savings mobilization, they face governance problems and have limited
capacity to intermediate the funds mobilized in rural areas. If these issues are resolved, they can play
a crucial role in providing sustainable financial services to the rural poor.

Insurance. Providing sustainable insurance to smallholders for crops and livestock has always been
a challenge. In recent years, the introduction of weather index-based insurance has opened up new
opportunities to protect smallholder farmers against production risks. Under this type of insurance
scheme, payments are made when an independently observed trigger, e.g. level of rainfall shows that
an insurable event has happened. Index-based insurance has the potential of addressing the moral
hazard and adverse selection problems, which have plagued the traditional crop or livestock insurance
schemes. Additionally, administrative costs are reduced in such schemes as there is no need for
verification of individual loss claims. Under an IFAD-WFP programme, a total of 30 index-based insurance
pilots have been tried out in 19 developing countries with encouraging results (Hazell et al. 2010). This
programme identifies a number of drivers which are important for the sustainability and scalability of
weather index-based insurance: (i) create a proposition of real value to the ensured, and offer insurance
as part of a wider packages of service; (ii) build the capacity and ownership of implementation
stakeholders; (iii) increase client awareness of index insurance products; (iv) imbed onto existing,
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efficient delivery channels, engaging the private sector from the outset; (v) get access to international
risk-transfer markets; (vi) improve the infrastructure and quality of weather data; (vii) promote enabling
legal and regulatory frameworks; and (viii) monitor and evaluate products to promote continuous
improvement.

Remittances. Increasingly, remittances are becoming an important source of income for poor households
in developing countries and they help the poor meet consumption needs as well as make an
investment. Asia and the Pacific region is the source of nearly 60 million migrant workers who sent
almost US$ 260 billion to their families in 2012 (IFAD 2014c). Nearly 70 million Asian households benefit
from this source of income, mostly in rural areas. There is thus an enormous potential to utilize this
important source of income not only for consumption but also for investment in agriculture and rural
development. Providing remittance-receiving households with more options for using their money will
leverage the development impact of remittance on the communities where they live. However, MFIs and
post offices, which have a wide network in rural areas are not active players in the remittance market.
Regulatory framework and institutional capacity are the two main reasons that MFIs and postal
networks have not yet captured a significant share of the remittance market. Regulations in most
countries do not allow MFIs to perform foreign exchange transfer, unless they participate as subagents
of commercial banks or authorized entities. In addition, most MFIs and postal networks lack staff trained
to meet regulatory compliance rules, have insufficient infrastructure to handle remittances, are deficient
in data management systems, and face financial liquidity issues (IFAD 2014c). If these challenges are
addressed, these institutions can play an important role in channeling remittances for productive
investment in rural areas.

6.5 Technological advances

Providing financial services to the poor in remote rural areas with low population density is costly for
any financial institution. This leads service providers to shy away from such rural areas. However, in
recent years there have been several technological advances which have helped reduce transaction
costs for rural finance.

Mobile banking. Recent experiences in Asia, Africa and other regions of the world have shown that
mobile banking and mobile money transfer have the potential to overcome the traditional barriers to
financial inclusion by providing financial services in a convenient, transparent and secure manner to the
rural poor, who are disadvantaged by the inaccessibility of appropriate financial services. Mobile banking
includes mechanisms that enable clients to perform banking activities using alternative delivery
channels such as point of sales machines, ATMs, internet banking and mobile phone banking. Increasing
use of mobile phones and the widespread use of mobile-based financial services in developing
countries have generated rising expectations in the development sector.

Use of mobile technologies can help more widespread access to rural and agricultural financial services
by reducing the administrative costs to financial institutions and providing more accessible repayment
and savings options for customers. Mobile money transfer enables agribusinesses to provide farmers
more financial services such as payments into savings accounts or electronic vouchers for inputs and
services (USAID 2013). In agricultural value chains, the use of mobile phones can reduce the cost to
agribusinesses working with large numbers of small farmers and support increased investment in rural
areas.

One crucial challenge in expanding the use of mobile banking and mobile money transfer is that the
traditional difficulties, such as enrolling customers and developing agent networks, are amplified when
dealing with smallholders who not only have generally lower levels of financial capability but who also
generally live in rural areas with lower levels of infrastructure and network coverage (Grossman and
Tarazi 2014). Training and capacity building can play an important role in such areas given the risk
averse nature of smallholders and their lack of experience with technology.
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6.6 Strategic alliances to offer new financial products

There are several instances in which rural financial institutions (RFIs) in developing countries have used
strategic alliances and development partnerships to overcome barriers to financial inclusion by
introducing new financial products. Such alliances and partnerships can help RFIs access financial
resources, reduce transaction costs, acquire technical and management skills, access banking technology
and infrastructure, and provide diverse financial products and services in rural areas (Gallardo et al.
2006). For example, the BASIX Group, a prominent MFI in India leveraged business alliances with
insurance companies to provide livestock insurance, crop production insurance, and a specially designed
life insurance policy for poor households. BASIX could not provide these services on its own. It also tried
to develop a mechanism to protect its loan portfolio against risk of loan default by customers due to
livestock death, adverse weather, etc. Its strategic partner ICICI Lombard General Insurance Company
issued the bulk insurance policy to BASIX, which in turn retailed insurance coverage to smallholders and
medium-sized farmers in Andhra Pradesh state of India. Likewise, as a corporate agent of Dabur CGU
Life Insurance Company, BASIX provided specially designed life insurance policy to borrowers and
non-borrowing customers.
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CHAPTER 7

Threats to rural/agricultural/
microfinance

7.1 Future Financial crises

Following the 2008-2009 global financial crisis, there was contraction of credit, and the concomitant
reduction in rural credit, with serious implications for the rural poor (Imai, Gaiha, Thapa and Annim 2010).
Even though interest rates fell to stimulate demand for credit, there was a strong reluctance to lend in
an environment lacking trust. So, effectively, contraction of credit implied higher interest rates and
shorter maturities. The demand for credit reduced especially in the target groups of MFIs, and poverty
increased through financial constraints on raising agricultural productivity. Vulnerability of low income
households also got aggravated because of their failure to smooth consumption. On the other hand, the
loan portfolio of MFIs shifted in favour of wealthier clients. In such a situation, the financial viability
erodes because of moral hazard and adverse selection. A major priority therefore is to inject more
capital into the financial system-especially MFIs. That these concerns emerged as major priorities was
reflected in a survey conducted by the Microcredit Summit Campaign, reported in Microcredit Summit
e-news, vol. 6, issue 2: October, 2008). A summary of the responses to the questions asked is given below.

The concerns stemmed from a tightening money market, higher cost of funds, and drying up of foreign
funds. Higher rates of interest resulted in repayment difficulties and reduction in borrowing.
Consumption of food is reduced in the event incomes cannot be supplemented. MFIs were being forced
to be more cost-effective or else were likely to be wiped out. What was indeed most worrying was the
pessimism of investors in microfinance. Few, if any, concrete strategies were identified to deal with the
financial turmoil.

Another survey (CSFI, 2009), based on 430 respondents from 82 countries, including observers,
regulators, investors and practitioners, threw new light on many of these issues. Going by the aggregate
of responses, the concerns about credit risk and too little funding moved centre-stage. The fact that
much funding was in non-local currency had added to foreign currency risk owing to volatility in the
foreign exchange markets. All these risks taken together were reflected in more serious concerns about
erosion of profitability. “Many respondents saw a vicious circle here: the recession creating a worse
business environment, leading to mounting delinquencies and shrinking markets, leading to declining
profitability, loss of investor confidence, and cutbacks in funding , and so on” (CSFI, 2009, p. 7).

Associated with the vulnerability of MFIs is the larger risk of mission drift and abandonment of their
social objectives. There was a mixed response to how well prepared were the MFIs to handle these risks.
Barely 5% of the respondents acknowledged that they were well prepared and 13% confessed that they
were ill-prepared. The rest gave a mixed response. Among the Asian respondents, however, the concerns
about these risks were more muted: liquidity and credit risks figured in their top ten, but not in the
concentrated form of other regional respondents. There were also concerns about mission drift and
political interference.

Similar impact of future financial crisis on microfinance and rural finance cannot be ruled out given their
greater integration with domestic and international financial markets. It is also not easy to separate
effects of financial and food price crises. CGAP Survey of 2008 showed that rising food prices following
the financial crisis of 2007-2008 led to savings withdrawal, reduced spending on non-food items, and
difficulty in loan repayments together with liquidity and credit risks for MFIs (CGAP 2008). Another study
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also showed that the effects on credit contraction were severe, though emerging Asian countries
recovered quickly after the crisis (IFAD 2009b). The potential impact of global financial crisis on
microfinance is multi-faceted: global liquidity crunch can affect the cost and availability of funding to
MFIs, especially the non-deposit taking ones; anticipating funding shortage, MFIs will slow growth and
reduce new lending; loan portfolio of MFIs may shift in favour of wealthier clients; rural credit flow may
diminish with major implications for the rural poor; borrowers will likely default on loans fearing no new
loans; and MFIs’ borrowing in foreign exchange can face both interest rate increases and currency
depreciation.

7.2 Climate change

Studies show that climate change will affect all countries, sectors and people. However, the poor
countries and the poorest people in these countries, including the smallholders will be the most
affected as they have the least resources to cope with the impact of climate change. There have been
only a few studies to assess the linkage between climate change and microfinance. One important study
has been the one conducted by the OECD in 2010, which analyzed existing portfolio of 22 leading MFIs
each in Bangladesh and Nepal (Agrawal and Carraro 2010). This study revealed that many existing
microfinance projects are already directed at sectors and activities that would be vulnerable to climate
change. This overlap was found to be particularly strong for Bangladesh where agriculture, disaster relief
and preparedness, and water and sanitation, which are particularly affected by climate change,
constitute almost 70% of the existing microfinance portfolio. The degree of overlap between the priority
categories of microfinance programmes and the key climate change vulnerabilities is 47% for Nepal. The
main climate change vulnerability in Nepal is in water resources and hydropower sectors but the
vulnerability is lower for water and sanitation sector. Agriculture, health and forestry are other sectors
with high degree of climate change vulnerability.

Interestingly, there are two important characteristics of microfinance, which make it a good vehicle to
implement programmes for adaptation to climate change. First, MFIs have good network of access to
the rural poor including women, who are especially vulnerable to the impacts of climate change.
Second, microfinance lending helps the poor build their assets, which helps them reduce overall
vulnerability and also enhance their capacity to cope with the impacts of climate change.

In fact, several MFIs including those in Asia and the Pacific have started to provide funds to implement
forestry and clean energy projects. MFIs can provide loans to rural households to enable them to buy
energy saving devices. They can also finance entrepreneurs who supply energy saving devices to
households. For example, BASIX, a prominent MFI in India provides a wide variety of services through a
group of linked firms, including financial institutions serving the poor (Rippey 2009). It offers off-grid
decentralized community-level power projects that bring energy to off-grid villages and promote
creation of micro-enterprises in rural areas. In Bangladesh, Grameen Shakti, a non-profit company which
is a member of the Grameen family distributes clean-energy products in remote villages. As of
December 2014, it has distributed 1.55 million solar home systems, installed 30,291 biogas plants, and
distributed 890,905 improved cooking stoves (Grameen Shakti 2015).

7.3 Political/policy backlash

In many developing countries, MFIs witnessed rapid growth particularly from 2006 onwards. To cope
with this growth, they recruited a large number of staff but could not provide adequate training to
them. Competition among the MFIs led to a focus on financial results at the cost of development
priorities. In many cases, regulatory bodies could not provide adequate supervision of MFIs and client
protection could not be ensured. MFIs could raise more funds as long as they maintained capital
adequacy and a good repayment rate. In such a situation, multiple lending led to over-indebtedness
among the borrowers and many MFIs resorted to coercive practices to ensure repayment of loans. There
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were also reports of exorbitant profits made by some social investors through IPOs in an environment
of lack of transparency among financial service providers and a weak credit information sharing
framework.

This situation led to a major backlash against the financial service providers in several countries since
2008. The government tightened the regulation of financial sector, especially of the microfinance sector
that is generally loosely regulated. For example, after the microfinance crisis in India, especially in Andhra
Pradesh state, the Reserve Bank of India implemented several regulatory measures including an interest
rate cap on individual loans (26%), a net margin cap (12%), maximum income of the clients (Rs. 60,000
for rural and Rs. 120,000 for urban borrowers), size of indebtedness (not to exceed Rs. 50,000), and the
extent of loan that can be used for consumption (maximum of 25%) [Mahajan and Navin 2012]. While
most of these measures are important to strengthen consumer protection and for closer monitoring of
the sector, the issue of interest rate cap remains a tricky one. Historically, microfinance has thrived
despite high operating costs and risks because this sector has been able to avoid interest rate caps.
Some argue that the microfinance sector is threatened in several countries that have imposed interest
rate ceilings (Meyer 2011). Low interest rates may be less critical to borrowers than policy makers expect,
as rates of return in most cases are higher than assumed.
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CHAPTER 8

Future Directions

As discussed above, there have been many new developments in recent years in countries of Asia
and the Pacific region in terms of new set of service providers and new financial products. These
developments have created new opportunities to expand outreach to unserved areas and unserved
populations in rural areas and to provide new financial services like micro-insurance, remittances, etc.
Most of technological and institutional innovations have been initiated by financial service providers but
the governments have also played an important role in creating conducive policy and regulatory
environment. However, many challenges persist in expanding services to the poorest segments of
society including women and smallholders. There is also a threat of government interventions and
imposition of interest rate ceilings.

Fortunately, two new types of initiatives have been taken in recent years by a coalition of stakeholders
to promote financial inclusion and responsible finance. The effective implementation of these initiatives
is expected to address the challenges faced by the rural finance and microfinance sector. A brief
description of these initiatives is presented below.

8.1 Promoting financial inclusion

As discussed earlier, recent studies using rigorous methodologies confirm that financial inclusion has the
potential to improve the welfare of the rural poor, enhance business activities, and improve delivery of
other social benefits cost effectively. However, as the Global Findex data show, a lot needs to be done
to expand financial inclusion because millions of rural poor in developing countries, particularly women,
poorest of the poor including smallholders do not have access to financial services. So, it will be an
important challenge for policy makers and development partners to tackle the challenges constraining
the expansion of financial inclusion.

In recent years, a number of important initiatives have been taken, both by policy makers and
international development partners as well as financial service industry actors to promote financial
inclusion. Global and national policy makers have identified financial inclusion as an important
development priority. This topic was included as one of G20’s pillars at the 2009 Pittsburgh Summit
(G20 2009). More than 50 national level policy making and regulatory bodies have publicly committed
to financial inclusion strategies for their countries (World Bank 2013a). The G20 Principles for Innovative
Financial Inclusion were developed in 2010 and endorsed at the Toronto Summit in May 2010 and
underpin the Financial Inclusion Action Plan endorsed at the Korea Summit in November 2010
(G20 2010). Innovative financial inclusion means improving access to financial services for poor people
through the safe and sound spread of new approaches. The principles aim to help create an enabling
policy and regulatory environment for innovative financial inclusion. These principles derive from the
experiences and lessons learned from policy makers throughout the world, particularly leaders from
developing countries. An important principle is a broad-based government commitment to financial
inclusion to help reduce poverty. These principles call for the implementation of policy approaches that
promote competition and provide market-based incentives for delivery of sustainable financial access
and usage of a broad range of affordable services and a diversity of service providers. They promote
technological and institutional innovations as a means to expand financial system access and usage,
including by addressing infrastructure weaknesses. Also, they encourage a comprehensive approach to
consumer protection that recognizes the roles of governments, service providers and consumers.
G20 leaders have committed to take strong practical measures to prioritize financial inclusion while also
approving an updated Financial Inclusion Action Plan at the G20 Leaders’ Summit held on 15-16
November 2014 in Brisbane, Australia.
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At the non-governmental level also, there have been many initiatives in recent years to promote
financial inclusion. Initiated in September 2011 by the Alliance for Financial Inclusion (AFI), the Maya
Declaration represent a measurable set of commitments by governments of developing and emerging
countries to unlock the economic and social potential of the unbanked people through greater financial
inclusion (Knaute 2014). More than 90 countries have supported this initiative. When a country signs the
declaration, it makes measurable commitments in four broad areas related to financial inclusion: the
creation of an enabling environment to harness new technology that increases access to and lowers the
cost of financial services; the implementation of a stable and adapted framework that advances
synergies in financial inclusion, integrity, and stability; the integration of consumer protection and
empowerment as a key pillar of financial inclusion; and the use of data for informed policy making and
tracking results.

While these measures taken both at governmental and non-governmental levels have great potentials
to promote financial inclusion in developing countries, the impact of such measures has not yet been
assessed independently. The key to success will lie in the conducive policy and regulatory actions taken
by national governments in individual countries. Only then external development partners can
meaningfully provide needed support to promote financial inclusion.

8.2 Promoting responsible finance

Following the recent microfinance crisis, this sector has acknowledged the need for a proactive
responsible finance agenda. A consensus is emerging that providers of financial services to the poor
should adopt standards that minimize risks for their clients, who have low and variable incomes, and
limited formal education and exposure to formal finance. Responsible finance focuses on responsible
delivery of financial services to the poor through client protection and social performance. Client
protection is a core element of responsible finance. Three important strategies to promote client
protection include: (i) client protection-focused codes of conduct and standards development,
(ii) consumer protection regulation and supervision, and (iii) efforts to improve consumer awareness and
financial capabilities (McKee et al. 2011). A second core element of responsible finance, especially for
service providers with a social mission is social performance—a commitment to benefit clients.

Since the 2007-2008 global financial crisis, several initiatives have been taken to promote responsible
finance. These include the Smart Campaign, the Universal Standards for Social Performance
Management (USSPM), the Equator Principles and Global Alliance for Banking on Values, Financial
Education initiative supported by Master Card and Citibank, and the World Bank Global Program on
Consumer Protection and Financial Literacy (Goodall 2013). The Smart Campaign, which is committed
to embedding client protection practices in the microfinance industry has developed tools to support
practitioners. USSPM, launched in 2012 by the Social Performance Task Force (SPTF) is a set of
management standards and practices that apply to all MFIs pursuing a double bottom line. The World
Bank Global Program was launched in November 2010 to strengthen consumer rights and consumer
education for clients who use three types of financial services—credit, savings and payment systems.

Although the above-mentioned initiatives have raised awareness among the financial sector actors
about the role of responsible finance and progress has been achieved in promoting consumer
protection and social performance, there are several unresolved issues to be addressed to move forward.
First, the MFIs and other service providers will find it challenging to have time and resources to keep
abreast of evolving principles and standards. Second, it is not clear what constitutes the most effective
way to bring about discipline among the financial sector actors. It has not been established if
government imposed regulations are more effective or self-regulation by service providers or through
peer monitoring. Countries will have to find the most appropriate combination of different approaches
that are suitable for their purpose. Third, simple and cost-effective methods need to be developed and
tested to monitor the compliance by financial service providers.
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