~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Seibel, Hans Dieter

Working Paper

Upgrading, Downgrading, Linking, Innovating:
Microfinance Development Strategies - A Systems
Perspective

Working Paper, No. 1997,6

Provided in Cooperation with:
University of Cologne, Development Research Center

Suggested Citation: Seibel, Hans Dieter (1997) : Upgrading, Downgrading, Linking, Innovating:
Microfinance Development Strategies - A Systems Perspective, Working Paper, No. 1997,6,
Universitat zu KéIn, Arbeitsstelle fir Entwicklungslanderforschung (AEF), K6In

This Version is available at:
https://hdl.handle.net/10419/23668

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/23668
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

Universitat zu Koln
Arbeitsstelle fur Entwicklungslanderforschung

University of Cologne
Development Research Center

Working Paper No. 1997-6

Hans Dieter Seibel

UPGRADING, DOWNGRADING, LINKING, INNOVATING:

Microfinance Development Strategies
— A Systems Perspective —

Universitat zu Kdln University of Cologne
Arbeitsstelle fir Entwicklung slanderforschung Development Research Center
Bernhard-Feilchenfeld-Str. 11, 50969 K&In Bernhard-Feilchenfeld-Str. 11, D-50969 Cologne
Tel.: 0221-470.4078, Fax: 0221: 0221-470.5195 Tel.:""49-221-470.4078, Fax: ""49-221-470.5195

seibel@uni-koeln.de




Abstract”

In the transition processfrom financial represson to a prudentially deregulated financial system,
an increasing number of developing courtries are beaming concerned abou accessof the rural
and wban masses to microfinance Only viable institutions with sound padices, which mobili ze
their own resources and cover their costs from the margin, can respondto the increasing demand
for microsavings, microcredit and microinsurance services on a sustainable basis. Three major
approadies contribute to the development of a system of microfinance reform of the padlicy
environment; institutional transformation; and instrumental innovation. In this framework there
is a wide variety of institutions that have to undergo maor adjustments to play their role
effedively as financial intermediaries for the microeconamy: commercial and development
banks; forma locd banks and semiforma financial institutions under private, cooperative,
community or locd government ownership; credit NGOs, and informal financial institutions.
Contingent uponthe palicy environment, the institutional infrastructure, and the degree of market
integration, there ae four major strategies of institutional transformation: institutional adaptation,
or downgrading, of forma financia institutions; institutional enhancement, or upgading, of
norformal financial institutions; linking formal and norformal financia institutions; and, in the
absence of a sufficient number of adaptable forma and norformal institutions, infrastructural
innovation: establishing new microfinance institutions. In ead case, sound financial pradices
appropriate to the institution and its market are esential. There is no single best approach that
can be smply replicaed withou regard to the unique situation d a @urtry or region.

" This paper was first published as Economics and Sociology, Occasiona Paper No. 2371, Rural Finance Program,
Department of Agricultural Economics, The Ohio State University, 2120Fyffe Road, Columbus, Ohio 432101099



1. The Core Problem of Financial Systems Development

In recent yeas a growing number of developing courtries have enmbarked on reforming and
deregulating their financia system. They have transformed their financial institutions into
effedive intermediaries and extended financial services to a wide aray of its popudation. In the
process a new world o finance has emerged which is demand-led and savings-driven,
conforming to sound criteria of effedive financia intermediation. By gradually increasing the
outreadr o their banking system some developing courtries, among them Indoresia & an
example (Binhadi 1995, have substantially all eviated poverty.

Yet in many other developing courtries financial systems have not performed well, the
institutional infrastructure is inadequate, institutions are not viable and financia services are not
sustainable. Theirs is a world of finance which is upgy-led and credit-driven, adhering to
principles of social banking. The e@namy in these developing courtries has usualy remained
depressed. Even where growth-oriented pdicies were of some success vast segments of the
popuationwere excluded from accessto formal finance

Many governments, donas and experts have dosen to ignore new insights into the aucial
importance of financial systems development (McKinnon 1973, savings mohili zation (UN 1984
USAID 1991, sound credit markets (Adams, Gonzalez-Vega & Von Pischke 1990 Adams,
Graham & Von Pischke 1984 Von Pischke 1991 and financial deregulation (McKinnon 199)
They have ontinued to provide subsidized targeted credit to the microeconamy through
development finance institutions (DFIs). The wmbined emphasis on (i) targeting, (ii)
subsidization, (iii ) agriculture, (iv) credit only, and (v) development banking has fail ed to contri-
bute to the viability of financial institutions and the sustainability of financial systems. Despite
numerous government credit programs and credit guarantee schemes (mostly a aire of symptoms
rather than the disease), the financial requirements of the ever-growing market of
microentrepreneurs and small farmers, women and the urban and rural poa were not adequately
met.

The result was that the poar had no access to finance institutions lost their money and
governments ended upin externa debts not matched by productivity increases. Thisin turn has
restricted the asorptive cgadty of bath the institutions and their customers for external credit
while & the same time fueling the spiral of productivity losses, defaulting and hghtened govern-
ment requests for additional funds to fill the gap. In the end the poa in many developing
courtries have remained poa, financial institutions are sick and governments are bankrupt
though there ae notable exceptions with important lesons for the future.

Reamgnizing the ill consequences of financia represson, developing courtries are now
embarking in increasing numbers and at varying degrees of determination on pudential
deregulation. In the process they are faang adual core problem:
- on the one hand the lad of viability and sustainability of national financia institutions and
services accessbleto all segments of the popuationincluding thase in the microeconamy;
- on the other hand the asence or inadequate number, of locd financial institutions (which
may be member-owned, community-owned or privately owned), which are so prominent in
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the financial systems of many industria courtries.

This core problem is closely related to the issue of
- suppy-led finance of national financial institutions, with their exorbitant transadion costs
andloan losses; vs.
- demand-led finance of locd financia institutions and retional institutions with a locd
delivery network,
related in turn to an inappropriate regulatory environment, an inadequate financial infrastructure,
ineffedive institutiona strategies, and ursound lkanking pradices. The financial system thus
falled in its three mgjor functions: financia resource mohili zation, financial intermediation and
alocaion d scarce resources to the investments with the highest marginal rates of return. As a
result, paential savings went uncolleded; institutional intermediation between savers and
borrowers was inadequate; and resources that only the market can efficiently allocae were
misallocaed by government bureaucrades and government-controlled development banks,
frequently with dona suppat and expert advice

While inadequades of the financia system have dfeded al emnamic sedors and segments of
the popdation, their impad has been most aautely felt by the rural and uban masss in the
informal sedor and thase below the powverty line. To guide their future operations governments
and donas neel a microfinance policy, with a microsavings, a microcredit and perhaps a
microinsurance omporent, centering on loca financia institutions or services under condtions
of prudential deregulation and supervision. Such a palicy must depart from the experience that
only the balanced growth o the savings, investment and repayment capadties of the microsedor
will lead to a steady increase in its absorptive cgadty for external credit; and that only
sustainable financial services provided by viable financial institutions with adequate caadties
within a market econamy and a favorable palicy environment will contribute to that balanced
growth. These ae ncens which in recent yeas, and particularly in the context of the
Microcredit Summit in February 1997 in Washington DC, have led to an avalanche of new
microfinance literature (Almeyda 1996 Berenbadh & Churchill 1997 Bouman & Hospes 1994
Garson 1996 Getubig et al. 1997 Gentil & Hugon 1996 Germidis et al. 1991 Ghate 1992 Hoff
et a. 1993 Hulme & Mosley 1996 Johrnson & Rogay 1997 Krahnen & Schmidt 1994 Kropp
& Clar de Jesus 1996 Otero & Rhyne 1994 Quifiones 1997 Remenyi 1991 Rock & Otero
1997 Schreider 1997 Seibel 1996, 199&c; Von Pischke 1991 Whbster & Fidler 1996.
Through the DEVFINANCE@LISTS.ACS.OHIO-STATE.EDU network of the Rura Finance
Groupin the Department of Agricultural Econamics at The Ohio State University, it has also led
to hightened debates on the internet as a new medium of communication.



2. The Conventional Policy Framework: a Systems Perspedive

Targeted preferential credit has been ore of the mgor instruments of regulated finance in
developing courtries. Overregulation hes led to financial represson at severa systemslevels:

(i) The government as banker, entrepreneur, pdicymaker, planning and exeauting agency
has taken control over the total financial, econamic and pditi cd system. Thishasled to a
bregkdown in acourtability.

(it) On the palicy framework level, the government has repressed the red sedor through
price @ntrols and qudas and the financial sedor through monetary pradices governed by
paliticd concerns rather than budjetary restraint and market rules. Controled exchange
rates and agricultural prices undermined market medianisms. Fixed interest rates
prevented financial intermediation. Fiscd pdicies were negleded. External debts
replaced damestic resources.

(iii) The lega framework has suppressed financial degpening by preemption d dedsions
by government bureaucrades, legal barriers against new banks and lranches, and
restrictions of savings mobili zation and financial intermediation through institutional
spedalization and rarrow coll ateral requirements.

(iv) A supervisory infrastructure was deemed unrecessry in a tightly regulated
environment.

(v) Governments repressed the growth o the institutional infrastructure by submitting
ingtitutions to oljedives defined through centralized panning processes and by
preventing the emergence of formal locd financia institutions, which were & best
relegated to the semiformal and informal financial sedors.

(vi) Credit products were differentiated by target groups, areas and production puposes
defined by the state. Savings products were mostly undfferentiated.

(vii) Banks were required to follow administrative procedures st by Government,
confining services to aminimum and shifting the bulk of transadion coststo barowers.

(viii) Contrad terms and conditi ons were determined by administrative expediency.

(ix) Credit-driven and suppy-leading finance has focused on target beneficiaries rather
than customer demands.

(x) Strategies centered on credit channeling rather than resource mobili zation and insti-
tutional viability, with financia repressonthe overal result. (Seibel 1994, 1996



3. Microfinancefor the Microeconomy: Financial Systems Development Strategies

Microfinance, comprising microsavings, microcredit and microinsurance, is geaed to the vast
and expanding market of small farmers, tenants, small and microentrepreneurs, women and the
urban and rura poa. Thisis a highly differentiated and segmented market, with segmentation
serving the function o adaptation d terms and condtions to unque condtions on unintegrated
markets (Garson 199§. It reades from the very poa to small enterprises which give
employment to the poa. In some ourtries this market comprises as much as 60-80 % of the
popuation. Thereis awide range of demands for financial services, comprising accessto savings
depasit fadliti es, credit, capital markets and insurance services. Microsavings, the forgotten hdlf
of rural finance (Vogel 1984, is of fundamental importance for locd and damestic resource
mohili zation: (i) for the microentrepreneur in terms of his slf-financing capaaty; (ii) for the
ingtitution in terms of financial self-reliance Savings are hedth foodfor both microentrepreneurs
and banks. More sick enterprises and financial institutions can be ared by savings promotion
than by any other remedy. Enhancing the savings cgpadty of financial institutions in developing
courtries and, indiredly, in microenterprises is perhaps one of the gredest challenges » to be
promoted through the diffusion and exchange of experience @ou successul savings
mohili zation strategies and products in various developing courtries.

Only financia institutions with loca delivery systems can effedively provide microfinancial
services to the broad masses of the popuation. Microfinance may be promoted through five
strategic approaches:

(i) transformation of the total financial system comprising monetary policy reform,
transformation d the financial infrastructure, and instrumental innovetion in coordination
with fiscd and aher measures geared to maaoeamnanmic stability, reforms of the red sedor
and, if necessary, pditi cd and administrative reforms geared to acourtability;

(it) reform of the policy environment comprising the palicy framework proper « with a
particular emphasis oninterest rate palicy « , thelegal and the supervisory framework;

(i) institutional transformation geaed to the development of the financial infrastructure
with particular emphasis onlocd financia services and institutions,

(iv) instrumental innovation geaed to sound kanking and sound @ best practices” through

'Best practicesor sound practices? Originally introduced by the World Bank, the term best
practices has gained wide recognition. It is an inappropriate term, as we leaned from the
organizational sciences during the 196Gs that in complex organizations there ae only satisficing, no
optimal (or best) solutions. It isalso adangerousterm in that it may leal to a seach for universal
solutions and to carelessrepli cation without regard to given circumstances.

Take formali zation d MFIs (ie.,, the transformation d norformal into formal MFlIs that fall
under the banking law) as an example: in all li kelihoodan effedive strategy in a prudentialy
deregulated environment where MFIs are freeto charge intererest rates that cover their costs; but
probably nat so under condtions of financial represson when formal ingtitutions are barred by



appropriate financial products, procedures and services, terms and condtions of financial
contrads and adequate risk management; and

(v) poverty lending, comprising dired and indired approades.

Policy reform, institutional transformation and instrumental innovation canna al be
initiated at the same time; in many developing courtries they may be contingent upon pior
paliticd reform. Prudential reform and adjustment is a gradual processwhich dces not proceed
along a predetermined path. Carried ou by reformers whose experience evolves during that very
process it requires careful adaptation to an extremely complex set of internal and external
fadors. The development of locd and microfinance must be acorded high priority in tota
system reform.

Policy reform, with an emphasis on pudential deregulation, is the most dired approad to
financial and econamic transformation, bu may not be immediately feasible for palitica or other
reasons. There dso is a better chance of successfor pdlicy reform if its path haes been prepared by
succesdul institutional and instrumental experimentation. At the international level reforms of
the pdlicy environment are most appropriately promoted by the IMF and the World Bank, with
regional development banks in a suppative role. Locad and microfinance will best evolve in a
deregulated environment but requires degper measures than mere palicy changes.

Institutional transformation focuses on the institutional environment as its entrypoint,
encompassng two system levels: structuraly the institutional infrastructure and functionally
appropriate strategies for its development.

Instrumental innovation, which encompasses und fkanking pradices in terms of financial
products, transadion cost management and interest rate margins, procedures and services, risk
management and terms of contrads may be dfedively used as a separate strategy and can gredly
improve the institutional viability and effediveness of forma and norforma financia

interest rate celi ngs from covering the @sts of microloans. Asaresult, microentrepreneurs will
either have no accessto credit; or they bea the brunt of a substantial transfer of transadion costs
from lender to barower.

Or ancther example: Savingis agoodthing for microentrepreneurs, MFls and the
monetization d the locd econamy and shoud therefore be promoted. Isit therefore abest practice,
to be disseminated through training and consultancy advise aoundthe world? Well, it depends:
under condtions of arunning inflation, microentrepreneurs shroud be alvised not to put their
money in the bank.

Inthis ense, nore of the strategies and pradices described o recommended in this paper
are optimal or best, they are & best effedive or satisfactory under condtionsto be spedfied. Every
replicationrequires a caeful examination d the drcumstances under which it isto be gplied.
When the repli cation concerns a mmplex strategy or approad (such as Grameen banking [cf. Todd
1994, linkage banking, or vill age banking), thor ough adaptation is most likely required. The term
sound pactices would therefore be more gpropriate.



institutions.

Direct poverty lending is usualy contingent uponthe supgy of government or dona funds and
therefore, on ginciple, ursustainable. This also applies to a growing number of revolving and
credit guaranteefunds supdied by donas to governmental and norrgovernmental agencies and
projeds. Indirect poverty lending, through appropriate institutions and products, may be
demand-led and savings-driven. The dedasion as to whether or not an institution limits its
operations to a particular target group, such as the very poa, the poa or the nonpoa, shoud be
left to the institution and nd be impaosed by a dona. Member-based institutions owned and
managed by microentrepreneurs, women o the poa know best what is in their own interest;
dona's and government agencies shoud nad interfere with that deasion. (Cf. Malhotra 1992

4. The Institutional Infrastructure of Microfinance

There is a wide range of financial institutions, ead with its own comparative advantages for
microfinance services, including,
B formal financial institutions which comprise
B institutions deding adually or patentialy with microentrepreneurs and small
farmers as customers,
B institutions owned by microentrepreneurs and small farmers;
B semiformal financial institutions which comprise,
B seoonday barks nat supervised by the central bank
B nea-bank institutions ladking some aiteria, e.g. equity capital, to fully qualify for
bank status
B financia ingtitutions and credit projeds run by government agencies but not
falling under the banking ad
B projeds of government agencies suppated by bilatera donas with a aedit
window, e.g. in the form of arewlving fund
B NGOs ading as financial intermediaries, operating credit windows or otherwise
suppating savings and credit adivities
B savings and credit cooperatives not formally reaognized as financial institutions
B informal financial institutions which may be,
B individually based and spedali zed such as moneylenders and depasit colledors
B individually based and norspedali zed such as traders
B groupbased and speadized such as rotating savings associations (ROSCASs,
tontines) and nomotating acaimulating savings and credit associations (ASCRAS -
Bouman 1999
B groupbased and norspedaized such as voluntary asociations or business
asciations with savings and credit adivities as soondary functions.
(Adams and Fitchett 1992 Bouman 1979, 1989 Germidis et a. 1991 Ghate 1992 Seibel &
Damadi 1982

Together semiformal and informal financial institutions comprise the norformal financial sedor.
Within that sedor, savings and credit associations which are group-based informal financial
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intermediaries appea to have alarge development potential that some donas have in receit
yeas darted to recognize.

Nonforma (semi- and informal) financial institutions are in most cases locd financial
ingtitutions. Two types of institutions are of particular importance cutting acossdividing lines
between the formal, semiformal and informal financial sedors:

B nstitutions deding with microentrepreneurs and small farmers as customers (Banking
with the Poor)

B institutions owned by microentrepreneurs and small farmers

(Banking by the Poor).

Institutions deding with microentrepreneurs as customers may be government-owned or
privately owned. Furthermore, they may be national, regional, provincia or locd institutions.
Such institutions may either ded solely with microfinance, or microfinance may be but a part of
its operations. There is evidencethat any of them may eff edively mohili ze its own resources and
provide financial services along sound lkanking principles with perfed or nea-perfed loan
recovery and a profit margin that permits wlf-sustained growth. Bank Rakyat Indoresia in
Indoresia may serve & an example of a large government-owned commercial bank in a
deregulated environment that mohili zes its own fundsin rural areas and succesgully lends to vast
numbers of microentrepreneurs and small farmers at market rates (Patten & Rosengard 1991
Schmit 1991, Seibel 1992). Private sedor examples are Bank Dagang Bali in Indoresia and
Northern Mindanao Development Bank in the Phili ppines.

Under conditions of represdve regulation viable and sustainable financial services may be
offered by semiformal and informal financial institutions which are exempt from the impasitions
of the regulatory framework. Examples of viable semiformal institutions initiated by locd
government is BKK on Java (Malhotra 1992 Patten & Rosengard 1991, LPN on Sumatra and
severa others most of which started around 1970in Indoresia (Seibel 1989. An example of
locd financial institutions at the borderline of the forma and semiformal sedors are the new
community banks in Nigeria, which are under their own secondtier regulatory authority, the
National Board of Community Banks (Seibel 19940). Tedhnicd assstance can gredly contribute
to the establi shment, expansion and enhancement of such institutions.

There ae threemajor types of locd institutions:

B member-owned (cooperative) institutions,
B community-owned institutions; and
B privately owned institutions.

These ae mostly small locd institutions, which are flexible and adaptive. Because of their
ingtitutional size, their sole business is microfinance They may be formal, semiformal or
informal, or combine two levels, asin the cae of a vill age bank with a surroundng network of
informal savings and credit associations as retail ers. They may have grea evolutionary patential:
from informal to semiformal, from semiformal to formal, and from unit banking to branching-
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out.

Member-owned institutions of the coperative type can be formed by any type and nunber of
people within or acaossneighbaing communiti es, including microentrepreneurs, small farmers,
women and the poa. Membership is normally contingent uponan equity capital contribution bu
may also include other criteria (e.g. gender asin the cae of awomen's bank, accupation asin the
case of a market or traders bank) and is a prerequisite for accessto the institution's srvices. In
some caes such institutions are dso open to norrmembers but at different terms. Depending on
the legal framework provided by the wider financial system, forma and semiformal
member-based institutions may be aoperatively owned (cooperative banks) or individualy (as
as in sharehoding banks). Member-owned institutions rely fully or largely on their own
resources, i.e. on equity and savings. Among the financialy self-reliant institutions owned by
their members are vast numbers of group-based informal financia institutions. Among them are
the ubiquitous rotating and nomotating savings and credit associations. Whether norformal
institutions can evolve into banks depends on the legal framework, which is of course subed to
change.

Community-owned financial institutions may be people- or locd government-based. They are
people-based if the members of the community are ather diredly (through individua or
household membership) or corporately owners of the institution. There must be aprovisionin the
rules and regulations or bye-laws that the community members or its recognized representatives
have asay in the running of their affairs. This $oud also be refleded in the perceptions of the
people, who shoud consider the institutions as theirs. In some developing courtries community
banks are government-based, be they government-owned or government-impaosed and percaved
as government ingtitutions. In fad the dividing line between institutions owned by locd
government or by the people of the community is not aways sharply drawn and may be & much
alegal asasocia isae. Similarly, while there ae caes where the distinction between ownership
by members or the community as a corporate body islegaly or culturally clea and urequivocd,
there ae dso many other cases where it is blurred. A useful quantitative indicator may be the
extent to which community banks depend on government resources vs. savings and retained
eanings as a source of funds.

Privately owned financial institutions are owned by one or several individuals, who are
frequently, bu not aways, locd people. Examples are the rura banks in the Phili ppines and
Indoresia.

Community Banksin Nigeria ae an example of a aosdreead between al threetypes, combining
avariable mix of member, community and private ownership. By Decenber 1993there were 879
Community Banks co-owned by Community Development Associations, informal self-help
groups and individuals (Seibel 19940).

5. Institutional Adjustment Strategies



The basic principle of institutional adjustment must be gpropriateness with institutiona
viability and sustainability as lead values. Depending on the situation in a @urtry, there may be
one or severa effedive strategies. There ae four major prerequisites, eat related to a
particular adjustment strategy:

(i) Effedive formal locd financia institutions exist with a potential for adaptation to the
demands of the microeconamy

(i) Effedive norformal (semiformal and/or informal) locd financial institutions exist
with a potential for adjustment

(i) Both forma and norformal locd financia institutions exist with a potential for
adjustment and businesscooperation

(iv) Thereis alad or shortage of effedive or adaptable formal and norformal financial
institutions.

Depending on these @ndtions four major institutional adjustment strategies have emerged
offering strategic entrypoints for the devel opment of microfinance

(1) Institutional adaptation (or downgrading) of banksto the locd environment

(i) Ingtitutional enhancement (or upgading) of norforma (informa or semiformal)
financial institutions

(iii) Linking formal and norformal financial institutions
(linkage barking)

(iv) Creding new locd institutions (infrastructural innovation).

None of these strategiesis universaly applicable, nar does any single one offer optimal solutions.
Their appropriatenessdepends onlocd circumstances and condtions, which neel to be caefully
asesxd. The interrelations between strategies and condtions, together with some examples, are
summarized in Table 1.



Table1: Appropriateinstitutional adjustment strategies

Strategy Condtions Examples
Adapting formal financia Effedive formal ADBN, Nepd
ingtitutions to the rural/informal institutions exist BAAC, Thailand

sedor environment
(downgrading)

Enhancing norformal
financial institutions

(upgrading)

Enhancing informal
financial institutions

Enhancing semiformal
financial institutions

Linking formal and norformal
financial institutions
(linkage barking)

Creating new institutions
(infrastructural

Eff ecive norformal
institutions exist

Effediveinforma
institutions exist

Eff edive semiformal
institutions exist

Both effedive
formal and norformal
institutions exist

Absence or shortage of
effedive formal or

BRI, Indoresia
NMDB, Phili ppines

Bank MBM Indon.
Numerous NGOs

Coop. a NGO
banks

Linkage banking
projedsin APRACA
member courtries

Grameen Bank
VBA inVietham

innovation) informal institutions APB in Laos
CBsin Nigeria

Notes:

ADBN Agricultura Development Bank of Nepal (a government-owned agricultural
development bank)

APB Agricultura Promotion Bank, Laos (a government-owned national-level
agricultural develoment bank)

BAAC Bank for Agriculture ad Agricultural Cooperatives, Thaland (a
government-owned agricultural bank)

Bank MBM  Bank Maha Bogha Marga, Denpasar (the first NGO bank in Indoresia)

BDB Bank Dagang Bali (a privately owned commercial bank in Indoresia)

BRI Bank Rakyat Indoresia (the largest rural-agricultural Bank in Indoresia,
government-owned, operating as a awmmercia bank)

CBs Community Banks, uncer the National Board of Community Banks as a
seaond-tier regulatory authority in Nigeria

Grameen Grameen Bank, Bangladesh (a group-based bank, mixed owvnership)

NMDB Northern Mindanao Devel opment Bank (a private thrift bank, Phili ppines)

VBA Vietnam Bank for Agriculture (a government-owned agricultural bank)
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5.1. Downgrading:’
Formal Financeand the Institutional Adaptation Strategy

In wvirtually every developing courtry there ae cmmercial and development banks with a
potential for adjustment to the banking requirements of microentrepreneurs and the poar. To tap
this vast potential isamajor chall enge.

The prime prerequisite and at the same time aucia padlicy incentive for institutional adjustment
IS an interest rate regime which alows for market oriented interest rates. Banks must be
permitted to offer attradive and dfferentiated interest rates to savers and to charge interest rates
on loans which cover their fixed and variable wsts, and include an adequete profit margin. If
banks are to serve aistomers which dffer widely in terms of service ®sts and risks, the only
eff edive inducement for them is an adequate margin, lest they exclude the small farmers, micro-
entrepreneurs and people in remote aeas. In the dsence of this prime prerequisite banks may
pursue one of the following three ©urses: they may request an exemption from the central bank;
they may externali ze part of their costs by working through intermediaries with separate fundng
(e.g. NGOs); or they mey set up anonbank organization with a separate legal persondity (e.g., a
limited liability company) which dces nat fall under the interest rate regulations of the banking
law. However, these goproadches $houd only be transitory; they are no long-term substitute for
interest rate deregulation.

Institutional adaptation of banks to the microfinance market concerns: (i) their governance and
incentive structure; (ii) their corporate aulture; (iii ) their internal businessand product palicy; (iv)
their financial service structure; (v) bank procedures; (vi) terms and condtions; (vii) risk
management; and (viii ) the manpower and training system. For virtually all of these dimensions,
Bank Rakyat Indoresia (BR) may serve as amodel case.

(i) Adapting a bank's governance and incentive structure may follow any of the following
avenues:
B transformation d a subsidy-dependent government bank, with management and staff
seleded and rewarded acording to administrative aiteria, into a profit-oriented self-
reliant institution, with management and staff seleded acwrding to performance aiteria;
B transformation d branches into profit centers with a performancerelated staff
incentive scheme, as in the cae of the so-cdled vill age units (unit desa) of Bank Rakyat
Indoresig;
B separation d commercial banking with hig clients and social banking with small

3 adopted the term downgrading from the tedindogy debate in the 1970G. Downgradingisthe
adaptation d a sophsticated tecdhndogy to an environment requiring asimpler tedindogy, e.g. the
substitution d handtod s for powertods in an areawithou accessto eedricity. If productionis
shifted at the sametimeto products for which powertods are nat suitable (e.g., artistic
woodcaving), there ae gains from downgrading in terms of effedivenessas well as efficiency. In
this ®nse, downgrading may aajuire apaositive onndation.
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clients in dfferent sedions and gradua transformation d socia into commercial

microfinance, asin the cae of the Agricultural Development Bank of Nepal (ADBN) and

the Vietnam Bank for Agriculture;

B privatization d agovernment-owned bank, a its commercial sedionas afirst step

B transformation d branches or microfinance projed offices into cooperatively owned

locd financial institutions, as in the cae of ADBN in Nepal, which is currently

transforming the financial operations of the Smal Farmer Development Program

subprojed officesinto Small Farmer Cooperatives Ltd. (SFCL)
There is widespread, though nad universal, consensus that government shoud give up its
ownership of commercial and development banks und pu it into more acourtable hands.
However, what remains controversial is whether these hands $oud be private, cooperative
under dired member control, cooperative under the @ntrol of management, or either one
depending on given circumstances or on the objedives or misson d an institution (e.g.,
maximization d profits vs. optimization o client services). An addtiona variant for
government, cooperative and private banks is the separation d ownership and management, with
management placel in the hands of a management firm which beas al costs and shares in the
profit (as pradiced by some banks in Belgium and by some aedit NGOs in Guatemala initi ated
by ACT, a Belgian NGO). The strategy of some ayricultura development banks (like the
Vietnam Bank for Agriculture) to dvest themselves of their microfinance operations by setting
up a heavily subsidized Bank for the Poor for the disbursement of preferential targeted credit to
the poa and the very poa repeaes the mistakes of the past; it contravenes the principles of
sound lanking and sustainable powverty aleviation;, and lacks the dynamics of adequately
respondng to the growing demands of vast numbers of the poa for a full range of financial
services.

(i) Adapting the wrporate alture at the locd level requires an adjustment of the bank's
material culture (such as the gpeaance of the bank bulding and its offices, types of vehicles,
fadlities such as ar-condtioning); socia culture (such as scia badkground, dress code,
language and behavior of staff aswell as quality of staff-customer relations); and the bank's value
orientation system (comprising values such as horesty and reliability, diligence and herd work,
innowetiveness being of serviceto the austomer, making the bank grow). This customer-oriented
corporate adlture must be internalized through staff training and propagated through pubic
relations as the bank's image.

(i) Adapting the banks business and product policy requires a reorientation towards
savings- and cemand-driven sound lanking. This comprisesin particular an arientation d a bank
towards institutional viability, market and customer-oriented banking and self-reliance through
mohili zation d its own funds of which savings, and perhaps retained eanings are the most
important sources of loanable funds for MFIs. This reorientation is to be operationdli zed through
appropriate microsavings, microcredit and microinsurance produwcts as well as redprocd
savings-cum-credit schemes which are dl designed to bring the mutual businessinterests of the
banks and their customersinto asound kaance

(iv) Adapting the financial service structure of a bank may comprise four major avenues
towards locd finance
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B extending the branch and sub-branch network;

B the establishment of part-time officesin vill ages, markets or small i ndustry sites;
B mohil e services through cars, motorcycles or bicycles;

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

(v) Adapting procedures requires asimplification d forms and procedures, convenient faaliti es
and hanking hous, customer-oriented services of high quality as well as reliability and speed of
services, creditworthinessexamination and coll ateral requirements adjusted to the neeads of small
customers.

(vi) Adapting terms and conditions of contracts to the requirements of microentrepreneurs and
informal sedor households comprises a differentiation o interest rates and aher terms acording
to areaor customer groups with different risk and cost structures; a differentiation d terms
acording to the length and quality of the businessrelationship, including a difference in terms
between initia and subsequent reped loans; an emphasis on small sizes of savings, loans and
install ments; variable but short maturiti es; frequent instalments; no a short graceperiods.

(vii) Adapting risk management comprises a mmprehensive strategy for arreas prevention,
including appropriate loan and instalment periods, effedive wlledion services; an adequate
mixture of formal and norformal collateral and collateral substitutes; reliance on a borrower's
tradk record based on savings and previous loan repayment behavior; personal guarantees and
various forms of joint liability in cooperation with vduntary associations including joint liability
groups, the latter successully pradiced by BAAC in Thailand and VBA in Vietnam on a broad
scde; and incentives for timely repayment, e.g. in the form of a substantial interest rate rebate &
pradiced by BRI in Indoresia

(viii) Adapting the manpower and training system requires a seledion d staff with particular
language and socid skill s, which may be more important than formal certificaion, and inclusion
of customer-oriented socia behavior, microloan appraisal, arreas prevention etc. in the training
curriculum. This may aso include exposure training programs for bank exeautives and
management in ather banks, perhaps in neighbaiing courtries, which can serve & examples of
successul adaptation.

Formal financial institutions srve but a fradion d the popuation, typicdly within the upper
quartiles of the socia hierarchy. When adapting to requirements of the microfinance market,
they may gradualy expand into the lower quartiles. Within the foreseedle future they will
normaly not be ale to fully serve that market. To read the whole market, the institutional
adaptation strategy for formal financial institutions (downgrading) must be complemented by an
upgading strategy for norformal financia institutions. The former is a top dovn approad, the
latter bottom up.
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5.2. Upgrading:
Nonformal Financeand the I nstitutional Enhancement Strategy

Nonforma finance, which mostly rests on locd institutions, comprises thase financial sedors
which are diredly accessble to virtualy the whole popdation. There ae two principa appro-
adhes: (i) organizational development within the framework of their given legal form (which is
legal acording to common law in a given area but extralegal in terms of national law); (ii)
promoting the transition d an institution to a higher-order legal form, such as a aedit
cooperative or bank.

These two upgrading approadhes may either be direded at primary or secondary organizations.
(i) enhancing the caadty of grassoats financia institutions including self-help groups and
peopl€'s organizations; or (i) enhancing the cgadty of self-help promoting institutions like
NGDOs (non-governmental devel opment organizations).

Self-help groups (SHGs) as member-owned and member-controll ed locd institutions may either
be (i) financial groups, with financial intermediation as their primary purpaose, such as rotating
and nomotating savings and credit assocations, or (i) norfinancial groups, with financial
intermediation as a seandary purpose, such as vendars asociations, craft guil ds, family planning
groups and numerous other types of voluntary associations. Their functions may include:

B providing guidanceto members

B colleding savings from members

B bulding up an internal loan fund

B |oan appraisal and creditworthinessexamination

B financia consultancy services to members

B arranging for norformal collateral or guarantees including joint liability

B granting loans to members

B size and term transformation

B colleding instalments

B gpplying social control mechanisms to enforce repayment

B granting emergency loans

B granting norfinancial emergency asdstance

B providing insurance services

B communication and exchange of experience

B providing linkages with banks, NGOs or donas

B suppating the loan applicaions of individua members to banks through

recommendations

While the adivities of SHGs are usually well-adapted to locd condtions, they frequently ladk
technicd skill s, networking cgpaati es and accessto sources of refinance

The possbility and appropriateness of acquiring bank status by SHGs depends on the legad
framework and ontheir financial and aganizational maturity. In courtries with an appropriate
legal framework financial SHGs may be adsted in establishing a member-owned and
member-controlled bank. In courtries withou such a framework, SHGs may be &ssted in
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establi shing a semiformal financial institution registered as a non-bank institution urtil the law is
changed. In cases where an SHG canna immediately fulfil the condtions of the banking law,
aqquisition d a nonbank legal status, e.g. under cooperative law, asociation law, etc., may
provide an interim solution which permits a SHG to undergo a process of upgrading urtil it is
mature and capitalized enowgh for bank status. In courtries with effedive savings and credit
cooperatives the feasibility of conwerting them into cooperative banks may be examined. In
courtries where @operatives under the aithority of a moperative department have faled to
mature into viable financia ingtitutions (e.g., as a result of credit conduting on kehalf of the
government), rehabilit ation with the objedive of transforming them into member-owned banks
under the supervision d the central bank may provide afeasible dternative, which would in turn
require massve tedhnicd assstance SHGs may also be partia or full owners of locd banks, as
in the cae of the Nigerian community Banks (Seibel 19940).

Non-governmental, or private voluntary, development organizations (NGDOs, NGOs,
PVOs) may either be (i) humanitarian organizations, usualy relying on dona suppat, working
for the benefit of others such as slf-help groups and microentrepreneurs or small farmers; or (ii)
apex and umbrell a organizations of financia self-help groups, businessassociations and the like
working for the benefit of their own members. The latter may be member-owned and
member-direded; the former, as arule, are not. Examples of the latter are regional and retional
federations of credit cooperatives, craft unions or market vendas associations. While their
start-up phase may be dona-suppated, they are to be financialy self-reliant in the long run,
drawing ontheir own resources and those of their members.

NGDOs ading diredly as financial intermediaries or working through financia self-help groups
may have two basic functions: (i) guidance, training and consultancy in financial and norfinan-
cial matters; (ii) ading as a financial intermediary between microentrepreneurs or their self-help
groups and donas or banks.

The adivities of NGDOs as financial intermediaries may include ay of the foll owing:
B financial extension services
B bookleging training
B financial management training
B promotion d innowative savings shemes, e.g. daily or doarstep savings colledion in the
informal sedor, withdrawable voluntary savings as well as time deposits in self-help groups
(SHGs), etc.
B internal resource mobhili zation through debt instruments (e.g., titulo de aedit of Genesis
Empresario, a aedit NGO in Guatemala not authorized to mobili ze cnventional savings)
B mediating contads with abank or dona
B colleding and safekeeping savings
B depositing savings of microentrepreneurs of SHGs in a bank
B examining the aeditworthinessof microentrepreneurs or SHGs
B negotiating bank loans for microentrepreneurs or SHGs
B onlending to microentrepreneurs or SHGs
B colleding installments from microentrepreneurs or SHGs
B beaing the aedit risk
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B repaying bank loans

NGDOs not acting as financial intermediaries may still carry out severa of these functions,
except acceting savings and entering into loan contrads. For NGDOs ading diredly or
indiredly as financial intermediaries it is mandatory to passessan adequate acourting system,
financial management skills and financial reserves to absorb arreas and bea the risk. They
shoud also strive for external auditing of their books. For NGDOs which strengthen financial
cgpadties of microentrepreneurs or SHGs it is mandatory to passess adequate training and
consultancy capadties. Thisin turn requires major institutional enhancement inpus from donas,
as many NGDOs lad the required skill s and cgpadti es.

NGDOs ading as financia intermediaries operate under precarious economic and legal
conditions. Lega constraints keg them from offering a full range of financial services,
particularly the mlledion d savings, easy money lures many, though na all, into dona-
dependency; absence of supervision keg them from having their books audited; ladk of
performance presaures and banking skill s makes them unviable.

Llanto and Chua (1996 examined the transaction costs of two NGOs in the Phili ppines, which
they found exorbitant: 34.0% of loans outstanding in ore and 83.9%6 in the other case; they
compared urfavorably with private rural banks (12.1%), cooperative rural banks (7.5%), credit
cooperatives (6.3%) and d course private commercia banks (8.0%) as well as gedalized
government banks (10.0%) with their much larger loan sizes. (McGuire & Conroy 199779). Do
NGOs promote savings in any significant way? Almeyda (1996117-118) found, no, uhke
ROSCASs, they dornit, except "NGOs that have evolved into new formal financial intermediaries”.
However, if cheg dona funds continue to be suppied generously, asin the cae of the Grameen
Bank (Yunus 1997, the mohili zation d internal resources in the form of voluntary savings may
be discarded as too expensive.

To pu their operations onasound legal foating, they may formali ze their financial adivities and
governance structure in ore of the following ways: (i) contribute first to the bankability of their
target group (individuals or SHGs) and then turn their financial operations over to suitable banks
while spedalizing on training and consultancy services; (ii) establish their own bank operating
along sound fkanking principles (usualy as a subsidiary); (iii) establish a bank jointly with the
SHGs or microentrepreneurs and small farmers under their guidance. In the latter case the NGDO
may either consider its engagement in banking permanent or transitory, with the intention o
eventually turning ownership and management over to the SHGs or microentrepreneurs.

The upgrading of norformal financia institutions or operations of NGDOs and SHGs into
private or cooperative banks which operate dong sound kanking criteria may be amajor field of
financial or technicd assstance The operational details of SHG upgrading are presented in a
moduar training manual (Seibel 19923). One of the most prominent recent examples of an NGO
turned bank is BancoSol in Bolivia (Gonzalez-Vega @ al. 1996. Since the institutiona
deregulation d 1988, there has been a variety of NGO banks in Indoresia (e.g., by Bina
Swadaya, Duta Bina Bhuana, Maha Bogha Marga, Purba Danarta) which may serve & models
(Seibel 1997a). With the passng of a development banking ad in Nepal, Grameen-type NGOs
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are now being replaced by Grameen-type development banks (Seibel 1997H.

As MFIs are upgraded from norformal to formal, regulation and supervision become isaues of
increasing importance (Rock & Otero, 1997. Given their large number and dversity, centra
banks or bank superintendencies (Christen 199747) may nat be well suited for their effedive
supervision. MFIs may therefore be well-advised to establish networks with their own second
tier regulatory authority, with effedive off- and onsite medanisms, as in Peru and Bolivia
(Berenbach & Chruchill 1997.49-55), Nigeria (Seibel 1994 and developed courtries such as
Germany with its long tradition d differentiated sewmndtier supervison d commercial,
cooperative and savings banks under asingle aedit law.

5.3. Linking:
Formal and Nonformal Financeand the Linkage Strategy

The linkage banking strategy focusses on the establi shment of businessrelations between formal
and norforma financial institutions, the latter encompassng endogenous and exogenous lif-
help groups. It first emerged from sportaneous locd initiatives in Africa which found the
attention o reseachers, the FAO and GTZ (Seibel 1984, 1985, 1987Seibel, Dédy, Herwegen &
Kadja 1987 Seibel & Marx 1987). In 1986,the strategy gained momentum when it was adopted
by the Asian and Padfic Regional and Agricultura Credit Association (APRACA) as led
agency, resulting in pilot projeds in Indoresia, the Phili ppines, Thailand and Nepal (Acharchya
et al. 1990 ADB 1990209211, APRACA 1996 Cornroy et a. 1995 Ghate 1992184192,
Kroppet a. 1989 Kropp& Quinones 1992 Kropp & Clar de Jesus 1996 Seibel 1989 Seibel &
Parhusip 1993. The gproach is now spreading to ather courtries in Asiaincluding India where
NABARD applies the gpproach on a broad netional scde and, through AFRACA (1996, in
Africa Nagaranjan & Meyer (1996 have shown how rotating savings and credit associations
(ROSCAS) in Gambia have been succesdully linked to NGO banks. In the 1989 World
Development Report linkage banking was recommended as a promising strategy of financial
system devel opment:
Informal financial institutions have proved alde to servethe househald, agicultural, and
microenterprise sedors on asustained basis. Measures that link informal institutions to
the formal finarcial system will improve that service and ensure a competitive
environment (p.iv; cf. p. 119.

Departing from the transadion cost problem the linkage strategy focusses on self-help groups as
grasgoats retail ers mediating between banks and the vast numbers of microentrepreneurs and
small farmers to cut down on transadion costs for both banks and customers. The linkage
strategy aso encompasses measures of upgrading norformal financial institutions and the
institutional adaptation d banks. Severa guiding principles have energed:

B Working through existing formal and informal institutions
B [nstitutional autonamy

B Promoting savings mohili zation

B Promoting credit delivery at market rates
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B |inking savings and credit

B Substituting groupliability and noriormal for physicd coll ateral

B Ensuring institutional viability by covering the asts from the margin
B Sound lanking pradices

In the implementation 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. There ae two principa linkage
dimensions: (i) institutional linkages between SHGs and tanks, which may either be indirea
through self-help promoting institutions as intermediaries; or dired; and (ii) financial linkages
(redprocity) between savings and credit, either in fixed ratios, with the amourt of credit contin-
gent uponthe amourt of savings, or in dynamic ratios, with the anourt of credit increasing with
the number of succesdul repayment cycles, ensuring a gradual growth of the balance between
credit and barower capaaty to save, invest and repay.

After the aismal record of subsidized targeted group lending lending schemes in the past, such
as BIMAS in Indoresia, linkage banking has frequently been regarded with suspicion. Is the
performance of schemes in which existing self-help groups with internal savings and credit
adivities are linked to banks different from thase in which the Government establi shes groups as
credit channels?’ In India Puhazhendhi (1995 found that linkage banking raised repayment
rates from 34.7%6 to 97.26 At the same time bank transaction costs fell from $3.68 @r loan
(held constant at $170aaossmodels) inindividua lending to alow of $2.19in loans to SHGs as
financial intermediaries; transadion costs were between these two figures when banks lent
diredly to individuals invalving SHGs and NGOs as norfinancia intermediaries ($2.72 and
when banks lent to NGOs whoin turn lent to SHGs as retail ers ($2.85. The impad on borr ower
transaction costs was foundto be more substantial: amourting to $9.40 jer loan in individual
lending withou NGO and SHG invdvement, $5.70in dred bank lending to individuas with
NGO and SHG invavement as norfinancia intermediaries; $1.40in bank lending to SHGs with
NGOs invaved as norfinancia intermediaries; and $1.25in bank lending to NGOs who in turn
lend to SHGs as retailers. (McGuire & Conroy 1997 The overal conclusion is that linkage
banking can be a1 effedive transition facilitator (Remenyi 1997 between banks and
microbarowers who may eventually graduate to dred accessto banks (unlessthey dedde to
upgrade their SHG to a forma sedor MFI). As a result of NABARD's fadlitation d linkage
banking, substantialy more banks in India now lend to microentrepreneurs and small farmers;
and substantially more poa people have accesto bank services.

Institutional linkages between banks and SHGs may proceal in an evolutionary sequence of
threesteps: from indired linkages to dred linkages and utimately to dred accessof microentre-

% amnat arguing that government agencies are unable to channel credit through groups
efficiently. With the right incentives and pricesignals, areasonable performance ca be dtained.
An exampleis P4K in Indoresia, an IFAD- and UNDP-suppated government projed, in which
BRI has suppied credit to some 40,000small farmer groups (12/1996 onthe condtionit would
make aprofit in the process which BRI clamsit did. (Seibel 199659-62; 1997)
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preneurs to banking services ¢ with the proviso that SHGs might also evolve into locd banks
servicing their members diredly. Between these stages, there may be intermediate steps, with
NGOs or SHGs, respedively, in a mnsultative role. It isimportant not to ignore these transition
dynamics, which were part of the model from its onset (Seibel 1985, and nd to blindly replicae
the gproach asif linkage banking, like Grameen banking, were apanacea

5.4. Innovating:
Thelnfrastructural Innovation Strategy

Infrastructural innovation, i.e. the establishment of new loca financial institutions, can be an
appropriate gproach where no suitable institutions exist or existing institutions canna be
upgraded or adjusted to locd requirements. If approades of downgrading, upgrading or linkage
banking are foundinadequate in coping with loca demands, infrastructural innowetion can also
serve & a mmplementary or competiti ve strategy and contribute to institutional diff erentiation.

There ae three basic requirements for viable and sustainable institutional innowations in
microfinance on a cmpetitive market: (i) they must be demand-driven, i.e. respondto felt needs
and articulated demands for financial services, (i) they must be savings-driven, bah in the
interest of institutions and their customers as savers; (iii) they must cover their costs from the
margin. In addition to commercia and developing banks which may be downgraded, there ae
threetypes of locd institutions fadng the dhall enge of these requirements:

B community-based financia institutions which are owned and controlled by a locd

community

B member-based financial institutions owned and controll ed by their members.

B privately owned institutions, such as rural shareholding banks and finance mmpanies.
Mixed ownership is of course dso passble, e.g. comprising owners such als members of the
locd community, locd, provincial and retional Government, and NGOs.

Community and member-based institutions’ are normally small locd institutions, bu
member-based institutions may also have awider, paentially national, ouread. An example is
Grameen Bank in Bangladesh, a national ingtitution which is 80% member-owned and 20%
government-owned. Starting from small and semiformal projed origins, it now links informal
groups as grasgoats intermediaries to a ammplex formal bank branch network. Another example
are the community banks in Nigeria, which are independent locd institutions forming part of a
national network under their own national regulatory institution and regional representative
offices. Examples of private banks with sustainable microfinance services are the Northern
Mindanao Development Bank in the Phili ppines, Bank Shinta Daya and Bank Dagang Bali, bah
in Indoresia

In Germany, community-owned savings banks (Spakassen) and member-owned cooperative
banks (Raiffeisenbarken, Volksbarken), which evolved from informal beginningsin the ealy 1%th
century, today acourt for 50.9% of al loansand 77.2% of al savings[Decenber 1993: one of
the biggest and most succesgul network of microfinanceinstitutionsin the world.
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Given the proximity of community- and member-based institutions to the grasgoats level and
their amenability to locd control, the two types of institutions faceparticular risks and cope with
problems arising from social stratification and inequdity in dfferent ways. Community-based as
well as private financial institutions tend to integrate different classes, risking unequal accessto
services and an internal transfer of resources from the poa to the wedthy. Depending on the
volition d the members, member-based financial institutions may or may nat integrate diff erent
classs, running the danger of adverse seledion. Appropriate @ping strategies are a
reinforcement of democratic control through carefully seleded baards (which may be alvisory,
supervisory or management boards) in the former and o professonal management in the latter
case. An appropriate balance between democratic control and professonal management will

present a permanent chall enge to any cooperative banking system, considered by some a(mostly
social) strength and by other a (mostly econamic) weakness at present a hotly debated issue in
the German cooperative banking system.

Depending on retional and locd circumstances new institutions may be established in the formal,
semiformal or informal financial sedors. New formal financial institutions may be set up in
cooperation with the ceitral bank or major national, regional or provincial banks, including
development banks and banks with a rura mandate, as fadlit ators or intermediaries, seconded
perhaps by well-prepared NGOs in their cgpadty as training and consultancy agencies. New
semiformal financial ingtitutions which include @operatives and GO and NGO-suppated
financial programs, may be established through cooperative or NGO networks and apex
organizations which need to be adequately qudified for that task. Group-based informal financial
institutions 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 fadliti es to
their member institutions. Under favorable andtions government institutions may aso succeel
in establi shing financial self-help groups, as in the cae of the PAK projed of the Department of
Agriculture in Indoresia; between 1990and 1996it has st up 47,500small groups, provided
access to bank credit (at a repayment rate of 97.3% of credit disbursed and 90.4%6 of credit
outstanding as of 12/1996 and inspired processes of institutiona self-reliance through the
mobhili zation d savings and the formation d closeto 2,000asciations (Seibel 1997).

The sequencing of infrastructural innovetion shoud be planned and implemented with a view
towards the other three institutional strategies as complementary or successve strategies. In
courtries with an inappropriate paicy environment and a ladk of adaptable institutions
intervention may start with infrastructural innovations at the informal or semiformal level; to be
followed in another phase by upgrading within the norformal framework; next by infrastructural
upgrading of the most succesgul institutions to semiformal institutions and eventually banks;
then by linkages between norformal and formal institutions; and finally by a general transition to
formal institutions. Grameen Bank in Bangladesh is one of the most impressve examples.

Dedsions concerning the most effedive strategy, level and approac are best left to competitive
market forces rather than government or dona authority.
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6. Supportive Strategies and Sound (Best) Practices

Strategies suppative of institutional adjustment are important at the policy and instrumental
level. A friendy, deregulated pdicy environment with an appropriate legal framework will
gredly fadlitate any approacd to institutional adjustment. In alessthan friendly or even hastile
environment, two suppating strategies may be feasible: (i) niche-seeking in the short run and (ii)
palicy reform in the medium or long run. Experience from pre-deregulation Indoresia shows that
even within an inappropriate palicy environment financial services can be viable & the grassoots
level. Examples are BKK in Central Java and LPN in West-Sumatra (Mahotra 1992 Seibel
1989 Seibel 1996.

A succesdul institutional adjustment strategy must encompassa soundinstrumental innovation
strategy, which in turn comprises improved o new financial products, good pocedures and
effedive mntradual terms and condtions, which may be summed up as banking acwrding to
sound commercia principles. This applies to any sedor, forma or norformal. Certain, bu not
all, instrumental strategies, such as the aility of a bank in the formal financial sedor to cover its
costs from the margin, will depend onthe padlicy environment, spedficdly on the existence or
absence of interest rate celings. But in government-approved niches or in the norformal sedor
virtually any strategy can be implemented regardless of the regulatory environment (though
perhaps at a spedal cost for the drcumvention d existing regulation).

Microsavings products and innowations to be promoted may comprise @nvenient deposit
fadliti es for the acamulation and safeguarding of savings for microenterprise self-financing,
consumption and emergencies, positive red returns to prevent erosion by inflation; savings
produwcts that differ in yield, maturity and incentive structure, such as voluntary savings
withdrawable & any time or fixed depasits vs. self-impaosed regular compulsory savings that are
nonwithdrawable, lottery savings or raffles; debt instruments (titulo credito) for the mobili zation
of internal resources by institutions not authorized to mobili ze savings deposits; and colledion
services organized by institutions or customer groups, such as doarstep daily savings coll edion.
In subsistence ariculture and margina informal sedor adivities where virtualy any type of
credit may be inappropriate savings promotion that strengthens the self-financing cgpadty can be
the only resporsible financia strategy.

Microcredit products may be gpropriately differentiated in terms of maturities, instalments,
services and collateral requirements (ranging from joint liability and personal guarantees to
tangible mllateral and pawning), rather 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 howsehald savings, investment and repayment cagpadties; small | oan sizes,
with ceilings growing over a gycle of reped loans up to a level determined by the asorptive
cgoacity of the microenterprise and howsehold econamy; dynamicdly growing savings-to-credit
ratios; market rates of interest autonomously determined by financial institutions and
differentiated acrding to costs and services provided; loan maturiti es and repayment modaliti es
acording to customer neals and dfferentiated, in case of whalesaling, acording for eat level
of intermediation; short maturiti es, nograceperiods and short instalment periods in case of initial
loans; insistence on, and incentives for, timely repayment; and the development and provision o
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cost-eff edive monitoring systems.

Product reciprocity ties credit to savings, improves savings discipline and establishes a tradk
record for otherwise unbankable aistomers, thus offering an inexpensive solution to the
information problem.

Through colledion reciprocity an institution may combine the olledion o savings with the
colledion d instalments, which can be aucial to arreas prevention in the informal sedor where
incomes are daily or irregular, bu not monthly, and are likely to escgpe olledion withou
appropriate mlledion techniques. Rewvery rates can be further improved by tied lending,
interlinking credit with commodity transadions: a widespreal pradice in the norformal sedor
that can also be successully applied by formal institutions.

Microfinance procedures and services shoud be (i) set by financia institutions rather than
government; (ii) customer-oriented, i.e. simple, fast and ontime; (iii) market-oriented and in
competition with those by other formal or norformal institutions; and (iv) cost-covering. These
principles shoud be gplied with the objedive of attaining: (i) soundfinancial management, (ii)
convenient and safe savings colledion and deposit fadliti es, (iii) appropriate loan appraisal and
processng procedures, (iv) adequate risk management (including collateral substitutes, norfor-
mal coll ateral, loan protedion schemes and prudent loan dsbursement), (v) effedive monitoring
and repayment colledion and (vii) effedive information gathering, al of which may include
cooperation between dfferent formal and norformal intermediaries in fields where eab is most
effedive.

Terms and condtions of financial contrads must be sound from both an institution's and its
customers viewpoints. To arrive & balanced loan contracts an exchange of experience and
mutual leaning may be required between the various types of norformal and formal institutions
including: (i) informa financial institutions with their wide range of contradua terms
concerning interest rates, loan sizes, maturities, grace periods, loan pupases, redprocities,
collateral requirements, services, transadion cost sharing arrangements and unboundd
innowetions; (ii) semiformal financial institutions including projeds and programs, which tend to
be influenced by governmental or nongovernmental dona's and may combine comprehensive
services with a ladk of commercia orientation; (iii) formal institutions on tightly regulated
markets, with a narrow and wualy inflexible range of contradua terms; and (iv) formal
institutions on deregulated markets with their much wider range of terms, transadion cost
sharing arrangements and innowetions. Ultimately savers and barowers must be regarded as a
market for financial institutions, with the institutions as intermediaries and savers and barowers
as customers rather than beneficiaries. Contradual terms and condtions on that market are to be
the result of negotiation and competition rather than administrative imposition and convenience
In thisregard, it is up to the microfinance institutions and their businessassociations to articul ate
their demand for changes in the pdicy and lega environment, in bank supervision, and in
training and consultancy services to be provided ona national level « rather than leaving this to
impasition from the Central Bank and the IMF and their goodintentions.
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