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Abstract”

In most Asian courtries including Vietnam, inadequate access of smal farmers and
microentepreneurs including women and the poa to effedive financial services presents a mgor
challenge. Such services must include fadliti es to deposit microsavings, accessto microcredit for
production, consumption and emergencies, and the provison d some basic insurance Only viable
financial institutions with sound practices will be @le to respondto the evergrowing demand d
the microeacnamy for such services and to contribute to its growth.

There ae threeprincipal approaces to the development of the system of microfinance:
« aregulatory reform approach to improve the palicy environment of microfinance
« an ingtitutional transformation approach to improve the financia infrastructure and the
microemnamy's accessto it; and
« asound padices approad to improve the dfedivenessof microfinancial services.

(1) Regulatory reform comprises:
« interest rate deregulation,
« arevised banking law to faalit ate the establi shment of locd financid institutions, and
» effedive supervison owr locd institutions by an appropriate regulatory authority.

(2) Institutional transformation pertains to competing forma and norformal institutions. There
arefour mgjor strategies:

(2.1) Adapting banksto the needs of the microeconomy,

« whichisof particular relevancy to institutionslike VBA. This grategy comprises changesin:

« the ddlivery system, bringing the bank to the people;

« thebank's corporate aulture, making it customer-oriented;

« itsbusinessand product pdicy towards profitable, savings- and demand-driven banking;

 bank procedures, which must be mnvenient and effedive;

« terms and condtions, to be differentiated acording to transadion costs and loan sizes,
maturiti es and instalments adjusted to the cgpadti es of types of customers,

 risk management, to prevent arreas through appropriate loan terms, reliance on trad record,
proper coll ateral substitutes and repayment incentives,

« the training system to foster skills and bkehaviors geaed a microfinance and the
microecnamy; and

« theorganizationa structure, which may encompassthe transformation d bank operations into
autonamous snall i nstitutions owned by the locd people.

" This paper was prepared for National Consultation-Workshop a Alternative Mechanisms for the Promotion of
Microfinance in Vietnam, organized by APRACA (Asia Padfic Rura and Agricultural Credit Association) and VBA
(Vietnam Bank for Agriculture), Hanoi, September 24-26, 1996



(2.2) Upgrading nonformal financial institutions,

including self-help groups, governmental and norgovernmental development organizations,
by improving their financia pradices or
by asssting them in aayuiring legd status upto the level of alocd bank.

(2.3) Linking formal and nonformal financial institutions,

respeding the aittonamy of participating banks, sdf-help groups and development
organizations as businesspartners, and promoting a variety of viable schemes of cooperation
with appropriate flexible terms.

(2.4) Establishing new microfinance institutions,

provided the eisting ones cannd be transformed through the institutional adaptation,
upgrading or linkage strategies. They must be demand- and savings-driven and cover their
costs from the margin. They may be initated by banks, governmental or norgovernmental
development organizations. They may start with any appropriate legal form, be it informal or
semiformal, and might eventually be upgraded to the status of alocd bank.

(3) Sound practices are aucia to the sustainability of microfinancia services. They may comprise:

the mobili zation d interna resources for institutional self-reliance through savings colledon,
higher interest rates onloans, share caoital, profits andinsurance premiums;

the promotion d microsavings as a source of microenterprise self-financing, including
voluntary withdrawable savings, time depaosits, compulsory savings, lottery savings, and caily
savings colledion at doarsteps,

appropriate microcredit products with small loan sizes growing acwrding to repayment
performance and absorptive cgadty, mostly short maturities and instalments acwrding to
customer cgpadty, insistence on timely repayment, and market rates of interest covering the
costs of ead product;

microinsurance products contributing to loan seaurity, such aslife and hedth insurance
product redprocity, tying credit to savings and insurance to enhance financial discipline and
bankabilit y;

colledion redprocity as a means of areas prevention, combining savings and loan
installment colledion a financial and commodity transadions;

customer-oriented microfinance procedures and services st by financia institutions rather
than government, including soundfinancial management, convenient colledion and depasit
fadlities, appropriate loan processng, adequate risk management, timely repayment
colledion, monitoring and eff edive information gathering;

terms and condtions which benefit from the experience of formal and noriormal institutions
and satisfy bath the ingtitutions' and the austomers interests.



1. Introduction

Thequest for equitable growth and development in Asia:
In most Asian courtries, accessto financia services has been a matter of growing concen
to large numbers of people. Many governments have responded pasiti vely to this concern by
embarking on financial system reform. They have dtempted to match the demand d the
people for adequate financial services with the government's resporsibility for financial
stability and ecmnamic growth.

In this endeavor, they have begun to deregulate the interest rate regime, to adjust the lega
environment including the banking law, to transform financia institutions into effedive
intermediaries between savers and investors, to provide oppatunities to locd people to
establish and own their own financia institutions, and to encourage sound lanking
pradices.

Many bridges have been built i n the process over the gap between financid institutions and
clients, the gap between formal and noriorma finance the gap between government and
people, the gap between savings and credit. By bulding these bridges and gradualy
increasing the outread o their banking system, some developing courtries have
substantialy alleviated powerty.

It is now being reamgnized that only a harmonious balance between the interests of
governments, financia institutions and the people including the poa will guaranteestability
and leal to equitable growth. At the sametime it is being redized in many Asian courtries
including Vietnam that speaa care must be taken nd to leave out the poarer sedions of the
popuation from econamic and financia development; for they acourt for up to 80 percent
of the popuation and represent ead courtry's greaest resource for development. It is this
part of the popuation which has nat been adequately served by conventional banks with
conventional savings and credit products. APRACA has therefore propased to its member
institutions to evauate their experience and prepare for innowetions in a field that is
presently being brought under a new heading: microfinance

Objective of the paper:

The coreisaieto be addressed in thisworkshopis how best to develop the financial system
in Vietnam in the interest of al segments of the popuation including the poaer sedions,
pertaining to the pdicy environment, the institutional infrastructure aad sound financial
pradices. Workshop prticipants will work ou strategies of sustainable financial
development which are most appropriate to the socia and ecnamic requirements of the
courtry and its people. Based onthe Asian experience, this paper is to provide agenera
overview over the various grategies that can be gplied to make afull range of financial
services accessble to all segments of the popuation, particularly its poaer sedions in the
rural aress.



2. Therole of microfinancein development

Microfinance:
Microfinance is that part of the financia system which provides financial services to the
microeconamy.

Microfinancial services:
Such financial services encompassat least savings, credit and insurance, or more concretely:
- fadliti esto depasit microsavings,
- accessto microcredit for production, consumption and emergencies, and
- the provision d some basic insurance’.
A sole eanphasison credit only is amost aways mistaken!

Target population:
The microeconamy comprises snall farmers and microentrepreneurs, including women and
the poar, which may acourt for as much as 80 % of the popuace

Corechallenge:
In most developing courtries, inadequate accses of people in the microeconamy to
sustainable financial servicesisa cre problem and maor challenge.

Goal of intervention in thefinancial sector:
To solve this problem onanationa basis and in the long run and improve accasto finance
a urtry neals viable financia institutions with effedive microfinancia services. Any
intervention must thus be geaed to the viability of financia institutions and the
sustainahility of their services to the microeconamy.?

Development goal:
Thisin turn will then benefit the small farmers and microentrepreneurs, contributing to their
employment, production and income. It has been reaognized that creding accessto viable
financia ingtitutions is the most efficient way (efficient in terms of costs incurred and
impad adieved) of making the microecnamy grow.

The harmonious balance prerequisite:
Effedive interventions must thus drike abalance between the supdy side and the demand
side of finance On the one hand, they must improve the dfediveness of financia insti-
tutions and their supfy of financia services to the microeconamy. On the other hand, such
services must be gpropriate to the ad¢ual demand o small farmers and microentrepreneurs

1 Particularly life and hedth insurance and, in the rural ecnomy, perhaps cattle insurance but, for ecnomic reasons,
rarely crop insurance

? Ingtitutions are viable if they cover their costs from the margin and make aprofit. Their services are sustainable if
they mohili zetheir own resources and utili zethem profitably.
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and the requirements of their microenterprise adivities. Only those interventions will be
succesgul in the long run which satisfy bath requirements.

Strategic approachesto the development of the system of microfinance

Strategic appr oaches:

D)

)

3)

There ae threeprincipal approades for enhancing the dfedivenessof the financia system
andits srvices to the microeconamy:

aregulatory reform approach:
to improve the pdicy environment in which financial institutions with microfinancial
services operate;

an institutional transfor mation approach:
to improve the financia infrastructure and the microemnamy's accessto it;

a sound practices (or: best practices) approach:
to improve the dfedivenessof financia institutions with microfinancial services.

While they are interrelated within an oweral financial systems context, ead approad can
be dosen as a separate entry point of development interventions. Even in a repressve
regulatory environment, sound padices such as appropriate loan sizes and instalment
periods or postive incentives to repay on time can be feasible. However, the ultimate
effedivenessof interventions focussng on institutional transformation and sound anking
pradices will gredly vary depending onthe gpropriatenessof the padlicy environment.

Theregulatory reform approach:
strategiesfor creating an appropriate policy framework

Regulatory strategies:

)

Microfinance is part of a @urtry's wider financial system. Three reform measures are of
crucial importanceto the development of viable institutions with sustainable microfinancial
Services:

the deregulation of interest rates on depositsand loans:

permitting ead institution to adjust its interest rate structure to its costs, particularly the
costs of serving margind clients in remote aess, of colleding microsavings and
microinstallments, and o doarstep services
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3)

arevision of thebanking law:
fadlit ating the establishment of awide branch network of banks and permitting locd people
to establi sh their own small financial institutions with moderate caital requirements.

In addition, the legal system shoud provide for dienable private land wse rights or land
ownership titles as a basis of collateral and for the dficient processng of claims arising
from bad debts.

the provision of effective bank supervision:

providing guidance and supervision to institutions with microfinancial services in the
interest of bath the banks and their clients. In the cae of a multitude of small locd
microfinance institutions, such supervison my be provided by a separate secondtier
regulatory authority.

Theinstitutional transformation appr oach:
Strategiesfor developing vible microfinance institutions

Thefinancial infrastructure:
In many courtries thereisavariety of financia institutions of national and locd outread, ead with
its own comparative advantages for microfinancial services at thelocd level:

formal ingtitutions which fal under the banking law, including agricultura banks,
development banks, commercial banks, private sharehading banks and sometimes vill age
banks,

semiformal institutions authorized by some government agency, including savings and credit
cooperatives, NGOs and various projeds and rograms; and

informal institutions beyond the purview of government agencies, including rotating and
norrotating savings and credit associations, community-owned fundraising and credit
arrangements and aher types of self-help groups.

Institutional transformation strategies:

Depending on the eistence and vigor of such institutions in a given areg four mgor
institutional transformation strategies have emerged that offer strategic entry paints for the
development of microfinance

(1)  Adapting forma financia institutions to the needs of the microeconamy

2 Upgrading norformal (comprising semiforma and informal) financial
ingtitutions

(3) Linking formal and norformal financial institutions

4 Establi shing new locd financia ingtitutions with microfinancia services.

Interest ratefexibility asa policy prerequisite:

The prime prerequisite and at the same time aucial pdicy incentive for institutional
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transformation is an interest rate regime which alows for market oriented interest rates.
Banks must be permitted to difer attradive and dff erentiated interest rates to savers and to
charge interest rates on loans which cover their fixed and variable sts, and include an
adequate profit margin. If banks are to serve aistomers which dffer widely in terms of
service osts andrisks, the only viable inducement for them is an adequate margin, lest they
exclude the small farmers, microentrepreneurs and peoplein remote aeas.

In the dsence of this prime prerequisite banks may pursue one of the following three
courses. they may request an exemption from the central bank; they may externdize part of
their costs by working through intermediaries with separate fundng (e.g. NGOs); or they
mey set up anontbank arganization with a separate legal persondity (e.g., alimited liability
company) which daes nat fal under the interest rate regulations of the banking law.
However, these gproadhes shoud orly be transitory; they are no long-term substitute for
interest rate deregulation.

Formal finance and theinstitutional adaptation strategy

Relevancy for ingtitutonslike VBA:

Existing agricultural, development and commercia banks frequently have apotential for
adjustment to the financial requirements of the microeconamy. Tapping thisvast potentia is
amajor challenge for institutions like the Vietnam Bank for Agriculture.

Areas of adaptation:

D)

2

Institutional adaptation d banks to the microfinance market concerns the following areas:
(2) their delivery system; (2) their corporate allture; (3) their internal businessand product
pdicy; (4) bank procedures; (5) terms and condtions; (6) risk management; and (7) the
manpowver and training system.

Délivery system:

Adapting the ddivery system of a bank may comprise four magor avenues towards
microfinance, al geared at one tenet, bringing the bank to the people:

B extending the branch and sub-branch network;

B the establishment of part-time officesin vill ages, markets or small i ndustry sites,

B mobil e services through cars, motorcycles, bicycles, or onfodt;

B full-time or part-time agents providing doastep o other decentrali zed services.

Corporate culture:

Adapting the @rporate alture d thelocd leve requires:

B an adjustment of the bank's material culture (such as the gopeaance of the bank bulding
andits offices, types of vehicles, fadlities sich as air-condtioning);

B socid culture (such as ocid badkground, desscode, language and kehavior of staff as
well as quality of staff-customer relations); and
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(4)

()

B the bank's value orientation system (comprising values guch as horesty and reliability,
dili gence and hard work, innowetiveness being of serviceto the austomer, making the bank
grow).

This customer-oriented corporate allture must be internalized through staff training and
propagated as the bank's image through public relations.

Business and product policy:

Adapting the banks businessand product pdlicy reguires a reorientation towards svings-
and demand-driven sound kanking. This comprisesin particular:

B an arientation d abank towards cost coverage andinstitutiona viability,

B market and customer-oriented banking and

B sdf-reliance through mohilization d its own funds of which savings are the most
important sourcein the field of microfinance

Thisreorientationisto be operationali zed through:

B gppropriate savings and credit products; and

B redprocd savings-cum-credit schemes,

which are dl designed to bring the mutua business interests of the banks and their
customersinto balance

Bank procedures:
Adapting procedures requires:
B asmplification o formsand procedures,
B convenient fadliti es and kanking hours,
B customer-oriented services of high quality and reiability, including
B timely delivery and colledion services,
B doastep services,
B dail y savings coll edion,
B creditworthiness examination and coll ateral requirements adjusted to the needs of small
customers.

Termsand conditions:

Adapting terms and condtions to the requirements of microentrepreneurs and informal
sedor househa ds comprises:

B a differentiation d terms acwording to areaor customer groups with dfferent risk and
cost structures;

B adifferentiation d terms acarding to the length and quality of the businessrelationship,
including adifferencein terms between initia and subsequent reped loans,

B an emphasis on small sizes of savings, loans and install ments;

W variable but short maturiti es;

B frequent instalments,

B no a short graceperiods.
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()

(8)

Risk management:

Adapting risk management comprises a @mprehensive strategy for arreas prevention,
including:

B gppropriate loan terms,

B reliance on a borrower's tradk record based on savings and previous loan repayment
behavior,

B gppropriate forms of coll atera, if any, including norformal coll ateral substitutes,

B persona guarantees, and

B various forms of joint liability, passbly in cooperation with self-help groups including
joint liability groups formed by customers.

Manpower development and training system:

Adapting the manpower and training system requires.

B a sdedion d daff with particular language and social skills, which may be more
important than formal cetification, and

B incluson d customer-oriented socia behavior, microloan appraisal and arreas
preventionin the training curriculum.

This may further include:

B exposure training programs for bank exeautives and management in ather banks, perhaps
in neighbaring courtries, which can serve & examples of successul adaptation.

Transformation into separate locd institutions:

Development banks or national agricultural bank adivities which are plagued by a lad of
dynamism, high costs and low repayment rates can be salvaged through privatization d
their small farmer and microenterprise lending operations, e.g.:

B as member-owned locd banks or semiformal financia institutions;

B as community-owned locd banks or semiformal financia institutions;

B as private shareha ding banks.

Experience shows that this can gredly enhance locd resource mobili zation, repayment
behavior, institutional viability, vdume and quality of services, ouread), and people's
participation.

Limitations:

Forma financia ingtitutions srve but a fradion d the population which typicdly lies
within the upper quartile of the socia hierarchy. Through adaptation to the microfinance
market requirements, they may gradually expand into the semnd-highest quartile and into
segments of the lower quartil es. Within the foreseednle future they will normally nat be ale
to fully serve that market. To read the whoe market, the institutional adaptation strategy
for formal financia ingtitutions must be cmplemented by an upgading strategy for
norformal financia ingtitutions. The former isatop davn approad, the latter bottom up.



5.2. Nonformal finance and the institutional upgrading strategy

Approacheswith or without legal status:
Nonformal finance mostly rests on locd institutions which are diredly accessble to all
segments of the popuation. There ae two principal approadies. (1) organizational
development withou the aoption d lega status;, (2) transtion d an institution to a
higher-order legal form, such as a aedit cooperative or bank.

These two approadies may be direded at enhancing the caadty of (1) grasgoats financial
institutions including self-help groups and people's organizations; (2) self-help promoting
ingtitutions like NGDOs, nongovernmental development organizations, or GDOs,
governmental development organizations.

Q) Self-help groups (SHGS):
SHGs are member-owned and member-controlled locd ingtitutions. They may either be
financia groups, with financial intermediation as their primary purpose, such as savings and
credit assocdions; or norfinancial groups, with financia intermediation as a seondary
purpose, such as vendas asociations, craft guilds, family planning groups and numerous
other types of voluntary asociatiors.

Functions of SHGs:

Functions that may be enhanced through devel opment assstance may include:
B providing guidanceto members

B coll eding savings from members

B building up an internal oan fund

B |oan appraisal and creditworthinessexamination

B financia consultancy servicesto members

B arranging for norformal coll ateral or guaranteesincluding joint liability

B granting loans to members

B size andterm transformation

B colleding installments

B gpplying socia control medhanisms to enforce repayment

B granting emergency loans

B granting norfinancial emergency assstance

B providing insurance services

B communication and exchange of experience

B providing linkages with banks, NGOs or donas

B suppating the loan applicdions of indviduad members to banks through
recommendations.

Weaknesses:
While the adivities of SHGs are usually well-adapted to locd condtions, they frequently
lack technicd skill s, networking capadti es and accessto sources of refinance
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Thefeasbility of bank statusfor SHGs:

The posshility and appropriatenessof aaquiring bank status by SHGs depends on the legal
framework and on their financid and aganizational maturity. In courtries with an
appropriate legal framework financial SHGs may be adgsted in establishing a bank owned
and controlled by members. In courtries without such a framework, SHGs may be agsted
in establishing a nonbank institution urtil the law is changed. In cases where an SHG
canna immediately fulfil the condtions of the banking law, aajuisition d a nonbank legal
status, e.g. under cooperative law, association law, etc., may provide an interim solution
which permits a SHG to undergo a processof upgrading until it i s mature enough for bank
status. In courtries with effedive savings and credit cooperatives, the feasibility of
converting them into cooperative banks must be caefully examined. In courtries where
cooperatives have fail ed to mature into viable financia institutions (e.g., as aresult of credit
conduting on kehaf of the government), rehabilit ation with the objedive of transforming
them into viable institutions under the supervison d the centra bank may provide a
feasible dternative. Thiswould in turn require massve technicd asgstance

Governmental and non-gover nmental development or ganizations:

GDOs and NGDOs may be established and suppated by government or humanitarian
organizations, relying on done suppat and working for the benefit of others sich as
self-help groups and microentrepreneurs or small farmers. Or they may be gex or umbrella
organizations of financial self-help groups, business associations and the like working for
the benefit of their own members. The latter are, or may be, member-owned and
member-direded, the former are not. Examples of the latter are regiond and retional
federations of credit cooperatives, craft unions or market vendars associations. While their
start-up phase may be dona-suppated, they areto be financially self-reliant in the long run,
drawing ontheir own resources or thase of their members.

Functions of development organizationsasfinancial intermediaries:

GDOs and NGDGOs ading diredly as financia intermediaries or working through financial
self-help groups may have two besic functions: (i) guidance training and consultancy in
financiad and norfinancial matters; (ii) ading as a financial intermediary between
microentrepreneurs or their self-help groups and donas or banks.

The adivities of GDOs and NGDOs as financia intermediaries may include ayy of the
following:

B financial extension services

B bookkeging training

B financial management training

B proof innowtive savings <hemes, eg. daly or doastep savings colledion in the
informal sedor, withdrawable voluntary savings as well astime depositsin self-help groups
(SHGs), €tc.

B mediating contads with abank o dona
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B coll eding and safekegoing savings

B depositing savings of microentrepreneurs of SHGs in abank

B examining the aeditworthinessof microentrepreneurs or SHGs
B negotiating bank loans for microentrepreneurs or SHGs

B onlending to microentrepreneurs or SHGs

B coll eding installments from microentrepreneurs or SHGs

B beaing the aedit risk

B repaying bank loans

Functions of development or ganizations as nonfinancial intermediaries:

GDOsand NGDOs nat ading as financial intermediaries may still carry out severa of these
functions, except concluding loan contrads and keaing the aedit risk. For NGDOs ading
diredly or indiredly as financia intermediaries it is mandatory to pessess an adequate
acourting system, financial management skill s and financia reserves to absorb arreas and
bea therisk. For DOs which strengthen financial cgpadties of microentrepreneurs or SHGs
it ismandatory to passessadequate training and consultancy cgpadties. Thisin turn requires
major ingtitutional enhancement inpus from donas, as most DOs ladc the required skill s
and cgpadties.

Bank statusfor development organizations acting asfinancial intermediaries:

DOs ading as financia intermediaries are very strongly encouraged to og for banking
status or otherwise formalize their financia operations. In adual fad, they may:

(1) contribute to the bankability of their target group (individuals or SHGs) and turn their
financia operations over to suitable banks;

(2) establish their own bank operating along sound kanking principles;

(3) establish a bank jointly with the SHGs or microentrepreneurs under their guidance In
the latter case the DO may either consider its engagement in banking permanent or transit-
ory, with the intention d eventually turning ownership and management over to the SHGs
or microentrepreneurs.

Upgrading assistance:

The upgrading of norformal financia institutions or operations of DOs and SHGs into
member-based banks of microentrepreneurs, small farmers, women and the poa, which
operate dong sound lanking criteria, may be a mgor fiedd o financia or tedhnicd
asgstance The operationd detail s of SHG upgrading are presented in a manua of training
modues.

Formal and Nonformal Finance and the Linkage Strategy

Reducing transaction coststhrough linkages:

Departing from the transadion cost problem the linkage strategy focusses on sdlf-help
groups as grasgoats financia intermediaries between banks and the vast numbers of



microentrepreneurs and small farmers to cut down ontransadion costs for both banks and
customers. The linkage strategy usually encompasses measures of upgrading norformal
financia institutions and the institutional adaptation d banks as well as the aloption d
sound padices.

Guiding principles:
The following guiding principles have energed:
B \Working through existing formal and noriormal institutions
B Respeding the aitonamy of participating institutions
B Promoting savings mohili zation
B Promoting credit delivery at market rates
B |inking savings and credit
B Reped loans growing in size with ead succesgul repayment cycle
B Substituting groupliability or norformal coll ateral for conventiona coll ateral
B Ensuring ingtitutional viability
B Covering the risk from the margin
B Promoting sound kanking pradices ("best pradices')

Participative processresulting invariable schemes:
The linkage strategy is designed to participatively initiate linkage processes, rather than
prescribe spedfic models. Any spedfic schemes are to be the outcome of participative
processes among the respedive participants. Each bank, GO and sdlf-help groupis freeto
negotiate their own scheme with its business partners. This may result in a multitude of
schemesin agiven courtry.

Theevolution of linkage schemes:
Institutional li nkages between banks and SHGs may proceeal in an evolutionary sequence of
three steps: from indred linkages to dred linkages and utimately to dred access of
microentrepreneurs to banking services. Between these stages, there may be intermediate
steps, with NGOs or SHGs, respedively, in a consultative role.

World Bank assessment:
In the 1989World Development Report linkage banking was reammmended as a promising
strategy of financial system development: Informal finarcial institutions have proved alde
to serve the househdd, agicultural, and microenterprise sedors on a sustained besis.
Measures that link informal ingtitutions to the formal financial system will i mprove that
service and ensure a competitive ewvironment (p. iv; cf. p. 119. Through APRACA, the
approach is now spreading to many courtriesin Asia and, through AFRACA, in Africa



5.4.

Thestrategy of establishing new institutions

Infrastructural innovation asaresidual strategy:

Infrastructural innowetion, i.e. the establishment of new locd financia ingtitutions, can be
an appropriate goproach where no suitable institutions exist or existing institutions canna
be upgraded o adjusted to locd requirements. If approadhes of adaptation, umgrading or
linkage banking are found inadequate in coping with locd demands, infrastructural
innowation can also serve & a omplementary or competitive strategy and cortribute to
institutional differentiation.

Requirements:

There ae three basic requirements for viable and sustainable institutional innowations in
microfinance on a mwmpetiti ve market:

B they must be demand-driven, i.e. respond to felt needs and articulated demands for
financia services by microentrepreneurs, small farmers, women and the poa;

B they must be savings-driven, bdh in the interest of institutions and their customers as
savers,

B they must cover their costs from the margin.

There ae three types of ingtitutions which are likely to med these requirements. (1)
community-based financia ingtitutions which are owned and controlled by a locd
community; (2) member-based financia institutions which are woperatively owned and
controlled by their members, and (3) privately financia institutions, such as locd
sharehdding banks. Mixed ownership isalso passble.

Initiatives;

Depending on retional and locd circumstances new ingtitutions may be established in the
formal, semiformal or informal financial sedors. New formal financia ingtitutions may be
initiated by the central bank or by maor national, regiona or provincia banks, including
development banks and banks with a rural mandate, as fadlit ators or intermediaries. They
may be secnded by well-prepared NGOs in their cgpadty as training and consultancy
agencies. New semiforma financial institutions which include @operatives and GO and
NGO-suppated financia programs, may be established through cooperative or NGO
networks and apex organizations which neal to be alequately qualified for that task.
Group-based informal financia ingtitutions may be set up in cooperation with NGOs and
cooperatives, usualy through their respedive networks and apexes, which in turn have to
provide alequate training and fadlities to their member indtitutions. Under favorable
condtions government institutions may also succeel in establishing financia self-help
groups. Private financid institutions may be set up by any number of private locd people
with variable share caita contributions; among their co-owners may aso be sdf-help

groups.



Phasing:
In any of these caes, infrastructural innowation shoud be planned and implemented with a
view towards the other threeingtitutional strategies as complementary or successve strate-
gies:
(1) In courtries with an inappropriate pdicy environment and deplete of adaptable
ingtitutions intervention may start with infrastructural innowetions a the informal or
semiformd level;
(2) to befoll owed in ancther phase by upgrading within the norformal framework;
(3) next by infrastructural upgrading of the most succesdul institutions to semiformal
institutions or banks;
(4) then by linkages between norformal and formal institutions;
(5) and eventually by atransition to formal institutions.

6.  Thesound practices’ strategy:
Strategiesfor providing sustainable microfinancial services

Scope and applicability:
The sustainability of microfinancia services hinges on two fadors: (1) the mohbili zation d
internal resources and (2) the soundressof financial pradices.

To some extent, sound padices can be gplied in any pdicy environment and by any type
of financia ingtitution, ke it forma or norformal. A succesdul ingtitutional adjustment
strategy must encompass a sound padices drategy. This comprises improved a new
financia products, good pocedures and effedive mntradua terms and condtions. Certain,
but nat al sound padices such as cost coverage from the margin, will depend onthe padicy
environment; but in government-approved niches or in the norformal sedor virtualy any
pradice ca be implemented regardlessof the regulatory environment.

I nternal resour ce maobilization:

Own internal resource mohilization makes microfinance institutions independent of
government and done fundng. It provides a solid besis for the sustainability of
microfinancial services. Mgjor resources include share caital, savings deposits and profits.
For microfinancia institutions operating in the microeamnamy, high interest rates on loans
may be far more dfedive an instrument of internal resource mohili zation than the lledion
of voluntary savings; this is a form of self-imposed compusory savings mohili zation
frequently chasen by small i nstitutions in the informal financial sedor.

Microsavings:

*The World Bank hes introduced the term best practices. This term evokes the notion of optimal pradices applicéble
anywhere. In contrad, experience has sown that sound pradices vary by environment and must be aljusted to a given
stuation. What is ound in one situation may be unsound in another.



Savings prodwcts and innowations to be promoted may comprise nwvenient depaosit
fadlities for the acomulation and safeguarding of savings for microenterprise
self-financing, consumption and emergencies; positive red returns to prevent erosion by
inflation; savings products that differ in yield, maturity and incentive structure, such as
voluntary savings withdrawable & any time or fixed deposits vs. regular compulsory
savings that are nonwithdrawable, lottery savings, raffles, etc.; and colledion services
organized by ingtitutions or customers, such as doastep daily savings colledion, which
differentidly distribute transadion costs. In small locd microfiance institutions, high
interest rates onloans may serve & amajor medianism of self-impaosed compul sory savings
mohili zation.

In subsistence ayriculture and marginal informal sedor adivities, where virtualy any type
of credit may be inappropriate, savings promotion that strengthens the self-financing
cgoadty of small farmers and microentrereneurs may be the only resporsible financial

strategy.

Microcredit:

Microcredit products are more gpropriately differentiated in terms of maturities,
instalments, services and collatera requirements (ranging from joint liability and personal
guarantees to tangible llateral and pawning) than in terms of loan use, which is costly to
appraise and, for fungibility reasons, difficult to control. Viable and sustainable microcredit
schemes require: prudent adjustment to howsehdld savings, investment and repayment
cgoadties, smal | oan sizes, with cdlings growing over a g/cle of repea loans up to alevel
determined by the ésorptive cgacity of the microenterprise and howsehdd emnamy;
dynamicdly growing savings-to-credit ratios, market rates of interest autonomousy
determined by financia ingtitutions and dfferentiated acording to costs and services
provided; loan maturities and repayment moddlities acording to customer needs and
differentiated, in case of whaesaling, acording for ead level of intermediation; short
maturities, no graceperiods and short instalment periods in case of initial loans; insistence
on, and incettives for, timely repayment; and the development and povison d
cost-eff edive monitoring systems.

Microinsurance:
Microinsuranceis the most underdevel oped part of microfinance Y et various £hemes exist
that are viable, benefiting both the institutions and their clients. Such schemes have
generaly served two mgor purposes. (1) They have contributed to loan seaurity; and (2)
they have served as instruments of resource mohili zation.

On a modest scde, various forms of life and hedth insurance have been successully
pradiced by different institutions in dfferent courtries. There ae dso successul examples
of acadent insurance and cdtle insurance There ae virtualy no cases of viable aop
insurance schemes,



Product reciprocity:
Product redprocity ties credit to savings and insurance It avoids mora hazard and
improves financia discipline. For otherwise unbankable astomers, it establishes a track
record. To banks, it offers a wst-eff edive solution to the information problem.

Collection reciprocity:

Through coll edion redprocity an institution may combine the @lledion o savings with the
colledion d instaments, which can be aucid to arreas prevention in the informa sedor
where incomes are daily or irregular, bu not monthly, and are likely to escgpe wlledion
withou appropriate timing and colledion tedhniques. Rewvery rates can be further
improved by tied lending, which interlinks credit with commodity transadions, which are
widespread in the norforma sedor but may aso be succesdully applied by formal
institutions.

Microfinance procedur es and services:

They shoud be set by financia ingtitutions rather than government; be aistomer-oriented,
i.e. smple, fast and ontime; be market-oriented and in competition with thase by other
formal or norformal ingtitutions; and cover their cost. Appropriate procedures and services
shoud be gplied to attain (1) soundfinancial management, (2) convenient and safe savings
colledion and depasit fadliti es, (3) appropriate loan appraisal and processng procedures,
(4) adequate risk management (including collateral substitutes, norformal collateral, loan
protedion schemes and prudent loan dsbursement), (5) timely repayment colledion, (6)
monitoring and (7) effedive information gathering, al of which may include woperation
between dfferent forma and norforma intermediaries in fields where eab is most
effedive.

Termsand conditions:

Financia contrads must be soundfrom bath an institution's and its customers' viewpaints.
To arrive & balanced loan contrads, an exchange of experience and mutual leaning may be
required between between the various types of norformal and formal ingtitutions including:
(1) informa financial ingtitutions with their wide range of contradua terms concerning
interest rates, loan sizes, maturities, grace periods, loan puposes, redprocities, collateral
requirements, services, transadion cost sharing arrangements and unbouned innowetions;
(2) semiforma financia ingtitutions including projeds and pograms, which tend to be
influenced by governmental or nongovernmental dona's and may combine cwmprehensive
services with alad of commercia orientation; (3) formal ingtitutions on tightly regulated
markets, with a narrow and wsualy inflexible range of contradua terms; and (4) formal
institutions on ceregulated markets with their much wider range of terms, transadion cost
sharing arrangements and innovations.

Ultimately savers and barowers must be regarded as a market for financia institutions:
with the ingtitutions as intermediaries, and savers and barowers as customer's rather than



beneficiaries. Contradual terms and condtions on that market are the result of negotiation
and competiti on rather than administrative imposition and convenience
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