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PREFACE

Why does IFAD need rurd finance guiddines? With its exclusve emphasis on rurd poverty dlevia-
tion, IFAD enjoys a competitive advantage over other development agencies, and should strengthen
itsrole by providing support for the development of rurd finance as an important instrument. The
god of IFAD’ s support for rurd finance is the sustainable improvement of the livelihood of the rurd
poor. This paper offers guiding principlesto IFAD’ s Saff and partner indtitutions to stimulate innova
tion and despen impact by providing options for the effective development of sustainable financid
services of increasing outreach to the rura poor. Once adopted, it will serve as abasisfor the
elaboration of more specific technica papers aswell as strategy papers within IFAD’ s regiond divi-
sons.

In anutshdll, the guiddines focus on the impr ovement of access of therural poor asusersand
user-ownersto sustainablelocal financial institutions which mobilise their own resour ces,

cover their costsfrom their operating income, and finance their expanding outreach from

their profits.

IFAD faces anumber of concernsin rura finance. Its experience shows that frequently, there have
been wide gaps between the objectives of programs and actua achievements. In some countries,
thereislittle evidence of how assistance for rura finance has helped dleviating poverty and making
countriesricher. How to use aid effectively — thisis afirst concern.

Under competition, microloans are to be invested in agricultural and nonagricultural microenterprises
with the highest rates of return. This makes the poor, the lending inditutions and their country richer.
Yet, IFAD’ s loans have frequently been used by governments of poor countriesto target predomi-
nantly invesmentsin low-yieding agricultura activities. How to make the poor, their microfinance
ingtitutions and their countries richer, not poorer — this is a second concern.

In many countries, IFAD and other donors have supported development finance inditutions. A few
have been reformed; but many are poorly performing or have been closed. This has cut off access
by the poor to financia services. How to make rurd financid ingtitutions sustainable and increase
their outreach to the poor as users and owners— thisis athird concern.

IFAD, governments, financia intermediaries and the poor are al accountable for the good use of
their funds. In many instances, monitoring and supervison of implementing agencies and participating
deve opment finance ingtitutions have not been adequate, resulting in inefficiencies and repayment
problems. Trangparency in the use of the funds and their impact on sustainable rura poverty dlevia-
tion and development — thisis a fourth concern.

IFAD has prepared rurd finance guidelines to better cope with these concerns. Y et, modesty has to
prevail in their presentation. There are no best practices and optimal solutions that could smply be
replicated. In the infinitely complex and congtantly changing world of development, one can only of-
fer options to be adjusted according to circumstances and experience; and these options may differ
according to region, country and area. In fact, innovationsin rura finance have frequently resulted
from acrigsin thefinancid system, rather than its smooth development; and the innovators have fre-
quently been local people risking their own money, and not necessarily donor or government ex-
perts. This has an important consegquence for us at IFAD: respect for the autonomy of people and



thelr indtitutions in responding to the challenges of poverty and determining the shape of their own
financid system. Their autonomy in decisonmaking pertains to ownership and governance, target
dientele, srategies and ingruments, and the terms and conditions of financid contracts including loan
purposes, interest rates, maturities and instalment periods. No such decisions should be adminisira-

tively imposed.

Thereisyet another, deeper reason for our modesty. Thisliesin our experience, over the past half
century, that there is no shortcut to development. Microfinance is no panaces; and sustainable finan-
cid inditutions will not eradicate poverty overnight. It isimportant for the poor to have accessto
savings deposit and credit facilities now, and thiswill certainly have some impact on their income
and wellbeing. But the degper impact of microfinance will only be felt in the long run, when the con-
ditionsfor rura development arein place, such as physica and socid infrastructure, appropriate
pricing and rurd-urban terms of trade, marketing opportunities, and effective non-financia services.
Sugtainable rurd financid inditutions have to be in place when these opportunities emerge lest they
be wagted. Indtitutiond sustainability and sdf-reliance are thus long term objectives, not short-term
prerequisites of support. This poses a certain dilemmafor IFAD and its partners: Poverty is rampant
now and needs to be dleviated. This may require direct investments, which are within IFAD’ s man-
date, as well astransfer payments and charity, which are not. Y &, a the same time, crucia criteria
for investing IFAD’ s scarce resources are the sustainability of poverty dleviation and the leverage of
its support. IFAD and its partner governments may thus be confronted with Stuationsin which the
importance of sugtaingble results that will only be felt in the long run has to be carefully weighted
againgt support with short-term effects that may not be sustainable.

This policy paper is meant to be aliving document. Based on the learning experience of IFAD, its
partner indtitutions and the poor, it will be periodicaly revised and adapted to the requirements of
participants and loca conditions.



SUMMARY

INTRODUCTION

Rural finance, an important tool of poverty alleviation, but no panacea: IFAD considers ru-
ral finance to be an essentia tool for poverty reduction. Most of IFAD’ starget group are margina
and smd producers with agriculturd and non-agricultura activities. Their direct accessto financid
services affects productivity, income and food security. At present Fund resources dedicated to
rural finance account for about 25% of the IFAD portfolio. To provide an overal framework for
the work of the Fund on rurd finance, IFAD isin the process of defining a corporate policy frame-
work and, eventually, adapted regiond drategies. On that basis, guidelines will be prepared in due
course for use by staff, consultants and partner ingtitutions, to provide scope for innovations as well
asfor consolidation of successful exigting practices.

Rurd finance is no panacea. It is but one of severd important areas for investment in poverty reduc-
tion; and itsimpact may only be fully felt in the long run. However, through these guidelines IFAD
confirms its commitment to continually search for better ways of providing support to therurd fi-
nance sector for the benefit of the rural poor. It is understood that genera guiddines cannot be me-
chanically applied; they need to be adapted to the requirements of each area and its socio-
economic setting.

Defining rural finance: Given IFAD’s specid concern for women and the very poor, amgjor, but
not exclusve, emphasisis placed on rurd microfinance, which is beyond the purview of converr
tiond banking. Rurd finance comprises forma and informd financid indtitutions, smdl and large,
that provide small-sze financid servicesto the rura poor, aswell as larger-sze financid sarvices to
agro-processing and other smal and medium rura enterprises, thus generating employment for the
rurd poor. Rurd finance aso flows through other channels, such as trader and processor credits,
which tend to be less sustainable than inditutions and less efficient in terms of transaction cogts,

IFAD’s history of rural finance sarted in most countries with credit as an agricultura input har-
died by project saff. Thiswas followed by credit channdling through agricultura development
banks and their retail intermediaries. Early on, the Fund aso contributed to indtitution building, most
notably of the Grameen Bank. However, in apolicy environment of financia repression, many pro-
grammes failed to cover their costs and turned out to be unsustainable; there were adverse effects;
and outreach stagnated. IFAD support is now shifting to indtitutiond diversity and rurd finance sys-
tems development, with the emphasis on access of rura poor to financia services. Thisinvolvesthe
grengthening of the sustainability of rurd financid inditutions, aswdl asthe viability of the farm and
non-farm enterprises of the poor.

IFAD has drawn lessons from various notable new developmentsin rural finance. In anumber
of countries, macroeconomic stability and deregulation have created a conducive policy environ-
ment. This has prepared the ground for reforming rurd financid indtitutions, among them rura

banks, savings and credit cooperatives, agricultural development banks, Grameen banks and credit
NGOs. New banking legidation has provided alegd framework for initiating regulated microfinance
inditutions on acommercia bass This has aso crested opportunities for upgrading informd finan-
cid inditutions, which in many regions are based on ancient traditions among the poor of forming



sdf-reliant savings and credit groups through sdlf-help. As aresult, increasing numbers of poor
people now have access to financia servicesin these countries — not only as users but also as own-
ers. However, in the mgority of countries, there are gill mgjor shortcomingsin rural finance,
requiring country-driven, coordinated interventions.

CHALLENGESIN RURAL FINANCE

Based on the experience of the various stakeholders, anew consensus has emerged: Many of the
poor can save, invest and repay their loans. They need access to credit, deposit, insurance and
other financid services. Only sustainable financial ingtitutions - which cover their costs, mobilize
their own resources and make a profit to finance their expansion - can reliably provide such ser-
vices and continually increase their outreach to the rural poor. Many diverse types of financid ingti-
tution can become sustainable over time. This requires sound practices and a conducive policy and
regulatory environment. In addition to finance, a functioning system of nonfinancid services, such as
marketing, supply and extension is needed for effective impact on poverty. Hence, while indtitutiona
sugtainability and outreach with impact can be made compatible and mutualy reinforcing, there may
be short-term trade- offs between them, requiring specid interim drategies.

Goal and objective: IFAD’s development god is reduced poverty amongst the rura poor,
through sustainable improvements in household food security and incomes. In order to contribute to
that god, one of IFAD’ s objectivesisto support provison of financid and related non-finencid
servicesin rurd areas that meet the needs of the rura poor; and to promote an effective system of
rurd finance accessible to al segments of the rura population, including women and the poor, as
users or user-owners of sustainable financid inditutions. IFAD is confident that it can subgtantiadly
contribute to expanding the frontier of institutional sustainability and outreach to the poor.

In rurd finance IFAD will support solutions to the following key challenges in rurd finance as me-
jor areas of work:

» Enhanced participation of stakeholders, including the rura poor, in the development of the rura
financid sector

> Diverdfied rurd finance infragtructure and provison of financid and rdaed non-financid ser-
vices according to local conditions

> Improved capacities within financid inditutions to provide services and among households to
use such sarvices

> Policy and regulatory frameworks that are conducive to the hedthy development of rurd finan-
cia services and ther use by the rura poor

Domestic resour ce mobilization isof crucid importance for self-financing and indtitutiond self-
reliance. Y et, locd savings and other domestic resources are frequently not sufficient to alow full
exploitation of economic opportunities. Credit lines may fill that void. However, they have not d-
ways adequately responded to the challenge of sustainability. In some regions, this has resulted in
low disbursement rates. The bankable poor need loca financia ingtitutions offering a broad range of
financid services, as addressed in Salvador by Prodap-11 (Box 2.1). In Bénin, the poor have
established locd inditutions with their own equity, being users and owners a the same time (Box
2.2). Not al poor people require credit, as demonstrated by the vast numbers of saversin reformed
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cultural development banks (Boxes 2.10, 2.12). In response to the universal demand of the poor
for deposit services, Plandero in Honduras has helped an indigenous organisation to establish rura
savings banks for the landless poor (Box 2.4). However, credit lines may have tart-up and bridg-
ing functions for new inditutions anywhere in the developing world, including the extremely under-
monetised rural economies of Eastern Europe (Box 2.3). Care has to be taken that they do not
counteract a drive for sustainability and sdf-reliance.

A. ENCOURAGING STAKEHOLDER PARTICIPATION

Effective project planning and implementation requires the active participation of al stakeholders.
Governments, which are IFAD’ s direct partners, have generally not performed well in their combined
roles as planner, banker and entrepreneur. In rurd finance, their specid role is to provide a conducive
policy and lega environment to encourage the active involvement of dl private and public stake-
holders. Participation patterns according to sex, socia strata or group affiliation are culture-bound; in
case of conflict, participants must determine the balance between their social and economic concerns.

(1) Participation by the poor in the development of rural finance, through their representatives
in organized production groups, self-help groups, networks and NGOs, is of crucial importance. IFAD
will strengthen their decisionmaking role as users and as owners of MFIs. In P4K, Indonesia, the poor
have initiated the trangition from a top-down credit project to a genuine sdf-help movement, with
women being the prime movers (Box 2.6).

(1) Stakeholder coordination at national level is required to ensure an integrated approach to the
development of an effective system of rura finance. Cameroon is an example of how government
and donor agencies, together with networks of MFIs and NGO as representatives of the poor, effec-
tively design a comprehensive microfinance project (Box 2.5). IFAD may enter into strategic linkages
with donors who have a strong presence in the field.

(1) Aninternational dialogue on rural finance policies, in which IFAD is actively involved,
prepares the ground for innovative approaches and provides back-up to national project coordina-
tion and strategic linkages.

B. BUILDING A RURAL FINANCIAL INFRASTRUCTURE

(V) Different types of financial institutions and strategies are required; there is no single best
type. IFAD encourages variety and compstition, as in Guatemda (Box 2.7), and engages in dia-
logue with stakeholders to encourage, and support, initiatives such as: promoting informa financid
inditutions asin Bénin, Indonesia and the Philippines (Boxes 2.2, 2.6 and 2.11); maingtreaming sav-
ings and credit cooperatives asin Tanzania (Box 2.8); promoting networking and gpexing asin
Cameroon (Box 2.5); transforming credit programs into user-owned ingditutions asin Nepa (Box
2.8); reforming agricultural development banks as mgor microfinance providers asin Thalland and
Indonesia (Boxes 2.10, 2.12); linking banks and self-help groups asin India, Indonesiaand severd
other Asan and African countries. Action research usually precedes the nationa implementation of
an innovative approach. Three of these gpproaches are presented below in more detall.

(V) Maingreaming and upgrading informal financial ingtitutionsdeserves IFAD’s specid



atention. Wheress financid sdf-help groups are extremely widespread among the poor, they are
usudly small and isolated. Mainstreaming and upgrading to higher legal forms are encouraged by
incentives for joining a network such as training and consultancy services, liquidity exchange and
refinancing, and accreditation.

(VI) Networking among MFIsand providing them with apex servicesare amajor strategy
for the expangon of rurd financid services and inditutions. Support services should be provided by
network apexes as part of a sustainable structure, rather than external agencies. Such services may
include interest articulation, policy didogue, training, consultancy, self-regulation and supervision,
liquidity exchange and bank linkages, research and development, information dissemination, and
donor linkages.

(VI1) Thetransformation of agricultural development banks(AgDBSs) into sustainable pro-
viders of agricultura finance and other rurd financia services, or their dosure if unsustainable, isa
great chalenge. Vast numbers of rura people with agricultural and non-agriculturad activities may be
offered credit and deposit services by reformed AgDBs like BAAC in Thalland (Box 10) and BRI
in Indonesia (Box 12). AgDB reform is a complex process in which close donor cooperation will

be required with the banks, the respective governments and the regional credit associations Afraca,
Apracaand Nenaraca. IFAD has taken the lead in initiating dialogue on AgDB reform with CGAP,
FAO and the regiona associations.

C ENHANCING INSTITUTIONAL SUSTAINABILITY WITH OUTREACH TO THE
RURAL POOR

(V1) Ingtitutional sustainability isof fundamenta importance for the dynamic growth in the
number of rurd financid indtitutions and their outreach to the rura poor. IFAD asssts them and
their networks in enhancing their capacity to mobilise their own resources, cover their costs and
preserve the vaue of their capital. CARD Rurd Bank, a Grameen replicator in the Philippines serv-
ing exclusvely poor women, is an example (Box 2.11). As a booster, both loca and externa re-
sources (including credit lines as bridging funds) may need to be mobilised in order to enhance sus-
tainability and outreach, as successfully demonstrated by IFAD’s early support to the Grameen
Bank. Capacity enhancement includes assstance to build up and strengthen the crucid dements of
sudtainability: demand-oriented financid products; market-driven interest rates with positive regl
returns for savers and lenders; appropriate loan and instadment periods; operationd efficiency with
low transaction cogts and excellent repayment performance; staff performance incentives, adequate
risk management; incentives for timdy loan repayment; prudential sandards; effective interna con
trol of portfalio qudity; and annua externd audits. Cogt- effective group and individua technologies
may be promoted in margind and high-potentia areas, respectively. IFAD may aso encourage in-
novations such as short-term dl-purpose loans with regular instalments from non-agriculturd in-
comes, reciproca products of long-term contract savings combined with access to term finance;
tied doorgtep collection of savings and instalments; and food- and- savings-deposits-for-work in re-
mote arees.

(I’X) Good practicesand their continual improvement in a competitive environment are indisoensa:
ble for the sustainability and outreach of MFs. Examples are indigenous inditutiona knowledgein
informa finance; innovations in short- and longer-term agriculturd finance; and specia approaches
for margind and upland aress, inflationary economies, and barter economies. Among the issues
which require specia action research are agricultural finance and rural microenter prisefi-



nance, where there is wide scope for innovation.

This paper will dso serve as abasis for aconceptual framework for supporting action research,
monitoring and evauation of innovations, and the dissemination of results through training, work-
shops, technical papers and awebsite. Support may aso be provided to networks of nationd and
regiona banking and microfinance research and training inditutes.

(X) Domestic and external resour ces are maobilized with the objective of building a sustaingble
rurd financid system for the poor. IFAD may support rurd financid institutions in improving their
savings mobilization and capital built-up. Equity financing through appropriate apex inditutions may
be developed by IFAD as a new ingtrument, which would provide the much-needed externa capi-
ta and leverage amultiple of domestic capital. IFAD may aso provide credit lines. All such externd
liquidity should be tailored to the strengthening of domestic resource mohilization at dl levels and
the efficient dlocation of scarce resources to high-yielding investments of the poor. The impact of
externa resources on productivity and returns and their implications for a country’ s indebtedness
need to be carefully monitored.

D. PROMOTING A CONDUCIVE POLICY AND REGULATORY ENVIRONMENT

(X1) A conducive policy environment is a prerequiste for an efficient financid system, rurd de-
velopment and effective poverty dleviaion. Of particular importance are: macroeconomic sability;
deregulated interest rates, exchanges rates and agriculturd prices, and alegd system protecting
property and land use rights, the autonomy of financia indtitutions, and due legal process. Asan
advocate of the poor, IFAD will participate in rlevant policy dialogues.

(XI1) Prudential regulation and supervision (R& S) of financid ingdtitutionsis crucial for the evo-
lution and stability of microfinance systems. IFAD will support efforts to adopt appropriate legal forms
for MFIs, prudentiad norms and self-regulatory organs of MFI networks as part of a delegated system
of R& S under a centra regulatory authority (except in financially repressive systems).

(XI11) Effective supervision of IFAD projects with rural finance components requires
adequately regulated and supervised participating financia indtitutions. Adherence to the groundrules
of inditutional sustainability is a conditiondity for their selection. IFAD will support performance
measurement, internal control and annual audits as part of project supervision. IFAD also monitors the
impact of its support on the poor, rurd financia ingtitutions, local resource mobilization, and external
endebtedness. The reaults are stored in its ingtitutional memory and made available in webpages and
technical papers.

INSTRUMENTS AND PROCEDURES

IFAD provides loans and grants asits main instruments in improving food production systems and
the income, productivity and nutrition of the rurd poor. Through its financid support for rurd fi-
nance, it srengthens the capacity of rura financia ingitutions to mobilise domestic resources and
dlocate them efficiently to high+yielding productive and other purposesin rura areas. Loans will
only be given for projects with expected net gains to the country and the poor, taking into account
their repayment in the future from earnings in retiona currencies of decreasing value. Grants, up to
7.5% of annually committed resources, may be given to public or private regiond and local indtitu-



tions for innovative project- and action-oriented research and training activities, and for project
preparation. The creation of a network of rurd (including micro-) finance research inditutions akin
to CGIAR may present amagjor opportunity for IFAD in cooperation with CGAP and other do-
nors.

Use of IFAD Resour ces: IFAD’ s resources may be used either for direct assstance to ingtitu-
tiond enhancement, or for the supply of externd liquidity as an indirect contribution to the develop-
ment and use of sustainable services. The main focus of resource alocation should be those invest-
ments that promote access of the rural poor to financia services and use of rurd finance to create
employment for the poor.

IFAD financing may be used in avariety of waysincluding for example, credit lines, equity partici-
pation in gpex inditutions and rura financia indtitutions, credit guarantee schemes and start-up capi-
tal for microinsurance, microleasing or other schemes. Wherever feasible, liquidity isto be provided
only to regulated and properly supervised financid inditutions as wholesders or retailers. Among
the criteria of selection and performance (to be reinforced through IFAD support) are professond
management and commercid orientation, autonomy from palitica interference, orientation to sdf-
reliance and sustainability as short- or longer-term godlss, additiondlity of services, satisfactory an+
nual external audits, and exit options. Interest rate subsidies and administratively imposed targeting
arerigoroudy avoided. IFAD makes every effort to reduce or abolish existing discrimination againgt
women and other disadvantaged groups. Credit lines may be used to bridge a temporary shortage
of loanable funds in expanding or innovating inditutions; they are no lasting solution for the absence
of locd resources, inditutions, or term finance. Their impact on domestic resource mobilization and
institutiona governance will be monitored. Equity participation, which avoids some of the pitfals
of credit lines, srengthensthe capitd basis of gpex inditutions or rurd financid ingtitutions and lev-
erages additiona domestic resources in the form of savings deposits or additiona equity. It may
aso be used to fulfil legd minimum capita requirement when transforming nonformd into forma
ingtitutions. IFAD proactively pursues strategic linkages with multilaterd, bilateral and aso pri-
vate donors to provide leverage to its projects in quantitative and quditative terms. Through co-
financing, additional resources are mobilized for larger projects and rura finance sector investment
programmes. Through cooperation with technical assistance agencies, the impact of projects on the
rurdl poor may be substantialy deepened. Given its emphasis on commercialy operating financid
indtitutions, IFAD will seek new forms of cooperation with the private sector. Among them are
cofinancing of rurd finance initiatives with international private donors, cooperation with foreign
banks in the provision of training and consultancy services, and the promotion of linkages of loca
financid inditutions and s&f-help groups with commercid banks.

Follow-up: Implementation of the IFAD guiddines on rurd finance will be effected through the in-
corporation of policy principlesin regiona and country lending strategies to be prepared by the re-
giond divisons. The implementation of both the corporate policy and the regional strategies will be
closely monitored a project level and periodically evauated through thematic studies. In support of
this process, working papers will be prepared on specific operationa issues and other topicsin ru-
ra finance on which the Fund wishes to take a position or provide information to staff and partner
organistions.



1. BACKGROUND

|FAD’s mandate

IFAD’s mandate is to finance projects specifically designed to improve food production systemsin
the poorest food deficit countries and to improve the income, productivity and nutrition of the rura
poor. Loans and grants provide support in nine mgor areas. agricultura development; rura devel-
opment; credit; irrigation; livestock; fisheries; settlement of displaced persons, storage, food
processing and marketing; and research, extenson and training — with a specia focus on women,
sustainable community development, environmenta conservation, and on- and off-farm income-
generating activities. In virtudly al of these aress, rurd finance — the mobilization of domestic and
external resources and their alocation to private or public purposesin rurd arees—isof crucid
importance.

Defining rural microfinance

Given IFAD’ s specid concern for women and the very poor, amgor, but not exclusve, emphasisis
placed on rurd microfinance, which is beyond the purview of conventiona banking. Rurd finance
comprises forma and informal financid indtitutions, smal and large, that provide smdl-gze financid
services to the rural poor, as well aslarger-gze financid services to agro- processing and other small
and medium rurd enterprises, thus generating employment for the rura poor. Rurd finance dso
flows through other channels, such as trader and processor credits, which tend to be less sustainable
than inditutions and less efficient in terms of transaction costs.

Financid services comprise (micro-) savings and (micro-) credit as well as other financid services
such as (micro-) insurance, (micro-) leasing and trandfer services. The prime function of micro- and
rura finance finance is the alocation of scarce resources to microinvestments with the highest mar-
gind raes of return, thereby making the poor richer and contributing to rurd development. Two
types of rurd and microfinance ingitutions (MFls) are included: MFIsin anarrow sense, comprising
amdl locd financid inditutions such as rurd banks, savings and credit cooperatives, credit NGOs,
and rotating or non-rotating savings and credit associations, and MFIs in awider sense, comprising
nationa or provincid banks and development finance indtitutions (DFIs) with microfinance services
for smdl savers and borrowers. There is no rigid definition of what congtitutes microfinance services
in terms of average deposit and loan Szes, which vary widdy between regions, countries and inditu-
tions. They nclude a range of transactions which are too small for conventiona commercia banks
and finance companies. In the case of informd financid indtitutions, there is virtualy no lower endin
terms of minimum Szes. In some cases, this aso gpplies to formd indtitutions, eg, BRI (see Box
2.12), which grants loans as small as $5 and accepts depodits of any size.

The microeconomy is the primary market of MFls and includes such populations segments as ni-
croentrepreneurs, smal farmers and the landless, and other low- and very low-income people,
among them women which are frequently particularly disadvantaged. They dl belong to the informa
sector, which escapes an exact definition. Each of these segments has its own congtraints and poten
tid, which need to be carefully analyzed during project preparation.

The new terminology ‘rural microfinance’ is embedded in anew paradigm with core concepts
and standards shared by IFAD: indtitutiond vigbility, sef-rdiance, sustainability, and outreach to the
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poor (defined in Annex 3). Given its mandate of rurd poverty dleviation, IFAD will be usng the
term rural finance synonymoudy with rural microfinance, unless specific reference is made to
large-sze financid servicesfor big farm or other rura enterprises.

Thehisgtory of rural financeat IFAD

The higtory of IFAD’ s support for rurd finance and itsimpact on poverty dleviation in the various
regions has yet to be written. Sinceitsinception, IFAD has invested a Szegble proportion of its
portfolio in the rurd credit components of rura and agriculturd investment projects and, increasingly,
in rurd finance projects. By November 1996, IFAD had committed USD1.1 billion, or about 25%
of itstotd lending, to financia service componentsin 64% out of atotd of 461 projects. In April
1999, IFAD had an active portfolio of 99 projects, or USD1.3 billion, with rura finance compo-
nents amounting to USD 0.46 hillion (Annex 1). (Note: all figures will be updated following the
December 1999 Session of IFAD’ s Executive Board)

IFAD has supported avariety of rurd finance strategies and ingtitutions, frequently at an early inno-
vative stage, with mgjor differences between regions, which has not been fully documented. During
an initia phase, credit was subsidized and trested as an agricultura input; and credit lines directed at
narrowly defined production purposes were handled directly by project staff who lacked the neces-
say banking skills. This was followed by loan channdling to farmers and farmer groups through agri-
cultural development banks, with targeting and interest rate subsdization usudly continued. As many
of these programmes turned out to be unsustainable and outreach stagnated, IFAD explored new
ways of providing credit through other indtitutions, among them cooperatives and, in West Africa,
informd finenad inditutions, frequently with amajor indtitutional emphasisin a particular region.
Among the drategies and types of indtitutions that IFAD supported over time are:

Agricultura credit programmes handled directly by project staff

credit channelling through agricultura development banks;

Grameen banking in Bangladesh and subsequent replications e sewhere;

savings and credit cooperatives,

rural banks;

equity-based informal financid service asociations,

finance-in-kind indtitutions (grain banks, livestock banks);

linkage banking, i.e. the promotion of access by sdf-hep groups and microfinance inditu-
tions to bank sources.

During the 1980s, there were severa congtraints to the effectiveness of IFAD’s support for rurd
finance, such as.

government policies of subsidised, targeted credit and interest rate control, which have
prevented the growth of the rurd financia sector;

an emphasis on end-user credit lines with no leverage and little pogitive impact on indtitu-
tiond sugtainability and sdf-reliance, which has been due to a reuctance of governments
to useloan funds for indtitutiona capeacity building;

conflicting donor Strategies with regard to targeting and subsidisation, resulting in week or
negative synergies.
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IFAD, together with other donors, has experienced notable new developmentsin rura finance.
These are characterized by ingtitutional diversity, the promotion of competition among market ori-
ented financid inditutions, and an emphadis on building rurd financid systems and enhancing the sdif-
reliance and sugtainahility of rurd financia indtitutions. Most recently, IFAD and others have been
impressed by the remarkable resilience of rural microfinance compared to the commercia banking
sector during the Asan financid criss (see Boxes 2.11 and 2.12). This opens up new avenues of
support, including the use of credit linesfor building ultimatedy sdf-rdiant rurd financid inditutions.

On the badis of its experience, and that of other donors, IFAD is now re-examining its support for
rurd finance and studying ways in which to contribute more effectively to poverty aleviation, rurd
development, and empowerment of the poor. As an advocate of the rural poor, IFAD will assst
governments and the networks of rurd financid inditutionsto develop the system of rural fi-
nance, with an emphasis on growth of outreach to the rurd poor by sdlf-reliant, sustainable inditu-
tions. This requires along-term perspective. Accessto financia institutions by the poor, as users and
particularly as depositors and as owners, means empower ment of the rural poor including
women. IFAD does not expect to carry out al these support activities done. Strategic linkages
will be actively sought with other donors. This will dso require coordination of their microfinance
policies.

Theancient roots of rural finance

The history of IFAD’s support for rurd finance has been part of amuch wider process. During the
last decade before the new millennium, anew world of rural and microfinance has been spreading
throughout the developing countries. In its centre are sustainable locd financid inditutions that mobi-
lise their own resources, cover their costs from their operating income, and finance their expanding
outreach to the poor from their profits. Some of these ingtitutions belong to loca communities, gov-
ernment bodies or private people; many are owned and managed by the poor. Donors have fre-
quently provided a push in support of locdl initiatives. But large numbers of saif-rdiant inditutions
have evolved unaided, mogtly within the informd financid sector.

The roots of this new world of development finance lie in the successes and failures of the past,
some of them ancient. In numerous cultures of Africa, ASa, the Caribbean, Latin America and the
Arab world, rotating savings associations and community funds (eg, tontine, susu, sandug, arisan,
hui, kye, pduwagan) are self-hdp inditutions of the poor which have existed for centuries. In many
countries, they have demongtrated considerable innovative capacity and are the only mgjor source of
financid services, however limited, to which the poor have access. In severd parts of Europe, new
forms of community-owned and cooperative microfinance evolved during the 18" and 19" centu-
ries, responding to the challenges of extreme urban and rurd poverty during the industria revolution.
In some devel oped countries, savings and cooperative banks - the former microfinance inditutions
of the poor (penny banks) - now account for more than 50% of domestic financid intermediation,
demondrating the growth potentid of microfinance. Viability and sdlf-rdiance have invariably been
inherent principlesin al these cases. These experiences provide a basis for new forms of partnership
and donor support.

Thereisamoving frontier between old and new devel opment finance. IFAD, together with govern-
ments, civil society inditutions and other donors, now proactively confronts the task of pushing this

11



frontier forward and degpening outreach to the poor: as users and user-owners of financid inditu-
tions.

Financial repression and itsresults

For decades, financid represson has undermined, in many countries, the evolution of adiversfied
financid sector with cogt- effective services. The rurd and urban poor in the developing world have
been most affected, with little or no access to formd finance. Among the results of financid repres-
son are the fallowing:
- Rurd areas have been saverdy underbanked; in many countries and in most margina ar-
ess, an effective rurd financia infastructure is absent.
Interest rate regulation and inflation have eroded the vaue of savings and bank capital and
prevented inditutions from covering their costs.
Preferentia credit programs have tended to ration subsidized credit among big farmers
with land titles as collatera, crowding out smdl producers.
A credit bias of government-owned development banks has led to alack of savings de-
posit facilities, which are much in demand among the poor.
High transaction costs, low repayment rates and inadequate, frequently negetive, red in-
terest rates have undermined the health of agricultural development banks, cooperatives,
and other credit channels.
Agriculturd credit has dragticaly decreased in many aress.
Informa savings and credit associations based on salf-help have been ignored.
In many countries, thereisalack of suitable lega formsfor locd financid indtitutions, pre-
venting local dart-up initiatives, depost collection and the upgrading of nonformal inditu-
tionsto higher legd leves
Microfinance ingtitutions are not supervised, there are no prudentia norms, and no en-
forcement mechanisms.
This has had serious consequences: for agricultura development banks, many of which
are bankrupt; cooperatives and credit unions where credit channelling resulted in wide-
gpread inefficiencies, corruption and the breakdown of whole networks; and donor-driven
credit NGOs, which are barred from deposit mobilization and have shown limited poten
tial, except when transformed into banks.

Recent developments

Yet, in al these fields, there have been notable positive developments. Experience in avariety of
countries has shown that, with the right policies and strategies, an openness to learn from experi-
ence, stakeholder participation and donor coordination, the effectiveness of the rurd financia system
can be greatly improved. What would have been considered as miracles of merket policy reform,
only ten years ago, is now becoming more widespread. Viable and sdf-rdiant inditutions are now
found among savings and credit cooperatives, rural banks, agricutural development banks, credit
NGOs-turned-banks, and commercia banks linked to microfinance ingtitutions and salf-help groups.
Credit lines are no longer poured indiscriminately into development banks and revolving funds that
fail to revolve but may be used to bridge aliquidity gap until an inditution is able to mobilize itsown
resources. All these are no longer mere exceptions, but pace- setting examples. However, depending
on the palitical economy, wide differences Htill prevail between countries and regions
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Box 1.1:

Recent developments and continued shortcomingsin rural and microfinance

Topic

Recent devel opments
in some countries

Continued shortcomings
in the majority of countries

Policy environment

Macroeconomic stability; interestsrate de-
regulation; easing of setting up banks,
branches, and MFIswith low capital re-
quirements

Inadequate policy & legal environment;
slow implementation of deregulation;
inadequate property rights and judicial
procedures

Microfinance institutions

New legal formsfor commercially operating
MFIs; privately financed start-ups; increas-
ing numbers of self-sustaining MFls

Lack of appropriate legal forms
Excessive capital requirements

Nonformal financial inst-
tutions

New legal framework provides opportunities
for upgrading to formal levels and finiancial
market integration

The potentia of upgrading millions of
informal financial institutions remains
largely untapped

NGOs

Innovative approaches to poverty lending in
repressive environments; some successful
conversionsto formal intermediaries

NGOs are slow in mobilizing their own
resources and striving for self-sufficiency
Donors support unviable NGOs

Agricultural development
banks

Incipient reforms towards autonomy, viabil-
ity and self-reliance, with or without privati-
zation

Lack of viability; political interference;
inability to meet demand for credit and
deposit services

MFI regulation and super-
vision

Controversial discussion on the need for
effective regulation and supervision of MFls

Authorities unable to supervise MFIs;
AgDBs escape supervision;
lack of MFI self-regulation

Agricultural finance

Sdf-financing from profits and savings plus
commercial microcredit replace preferential
sources

Sdf-financing and commercial credit in-
sufficient in meeting the demand for fi-
nancial services

Access of the poor to fi-
nancial services

Outreach of viable MFIsto the poor as users
and owners drastically increased

Vast number of the poor, particularly in
marginal areas, lack access to savings
and credit services

The new consensus on sustainability and outreach to the poor

These new developments have created the foundations for the development a new consensus, par-

ticularly during the 90s

Many of the poor can save, invest, and repay their loans.

To develop their agricultura activities and microenterprises, prepare for emergencies and
provide for the future, they need access to arange of microfinance services, including sav-
ings deposit facilities as a priority, credit and insurance.
Thisrequires adiversfied financid infrastructure of competing indtitutions and diverse
Srategies adjusted to a given socio-economic context.
Outreach can only be maximized by sugtainable financid ingtitutions, which cover al their
cogts, mobilize their own resources, protect their funds againgt erosion from inflation and
non-repayment, and make a profit to finance their expangon.

With sound practices, any type of financia ingtitution can become sustainable and com
bine outreach and viability; but in most regions, indtitutions built on saif-help and private
ownership have the better prospects.
Through technica and financial assistance, donors can greetly contribute to the develop-
ment of an efficient rurd and microfinance sector, but must be effectively guided by gods
of viahility and sdf-reliance of rurd and microfinance inditutions.
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The main function of the Sate is to provide a conducive policy and regulatory framework,
including deregulated interest rates, gppropriate lega formsfor smal financia inditutions,
and effective delegated supervison.

2. CHALLENGESIN RURAL FINANCE AND IFAD’sEXPERIENCE

Thepoor arebankable...

A new consensus is evolving on rurd finance. It grew out of the experience of the stakeholders: gov-
ernments with their development finance indtitutions, many donors -particularly IFAD - with thar
past and ongoing financia and technical project support; and the people themsalves with their infor-
md sdf-hep inditutions. This experience has shown that government-directed subsidized credit has
been generdly ineffective and unsustainable; it has undermined the health of channding inditutions;
and it has failed to respond to the growing demand of the rural poor for adequate savings deposit,
credit and other financia services. Many governments have learned from the experience and are
now reluctant to use credit lines that are not tied to indtitutional development. In a 1997 portfolio
review (to be revised and expanded to other regions!) of 36 projectsin west and centra Africa,
IFAD found a disbursement rate of only 23 percent in projects that had been effective for at least
three years, and 28 percent after five years and longer.

Most importantly, directed credit programs have ignored the fact thet, on principle, the poor are
bankable, i.e, that many are able to save and bear the full cost of credit and other financid services.
The poor need loca financid inditutions in which to deposit their savings, lest these be wasted. The
ingtitutions may then trandform these savings into loans for investment, emergency, socia or con-
sumption purposes. If investment opportunities exceed the local savings capacity, externa resources
may fill the gap, temporarily; but care must be taken to ensure that the credit lines or equity contribu-
tions strengthen the indtitutions capacity to eventually mobilize their own funds. (Box 2.1)

In El Salvador, asin other Latin American and Caribbean countries, credit lines to ag-
ricultural development banks, which are not authorized to mobilize savings, have not
directly contributed to institutional sustainability. A new generation of projectsis now
being initiated, which are geared to the development of rural financial markets.

Box 2.1: El Salvador:
Transforming rural financial services

In Latin Americaand the Caribbean, IFAD’ sinterventions are in a state of rapid transition. From 1990 to 1999, the
Smallholders' Agricultural Development Project (Prodap-1) in El Salvador has provided credit as part of atechni-
cal assistance package for agricultural and rural production and diversification. A trust fund was set up in the
agricultural development bank, Banco de Fomento Agropecunario (BFA), which assumed the full credit risk.
Credit assessment was |l eft to the project’ s agricultural extension agents. Incentives were provided for disburse-
ment, not loan recovery. Thisresulted in both, high disbursement and default rates, the latter condoned by po-
litically motivated loan forgiveness.

Prodap-11 builds on this experience. Its objective is to promote a broad range of financial servicesto poor house-
holds, including savings, credit, insurance, money transfer for remittances and currency exchange. The new stra-
tegy is based on the promotion of competition among various financial intermediaries that cater to different mar-
ket segments; the strengthening of the selected institutions; the separation of financial and non-financial
functions between the BFA and project staff; and the introduction of incentives for timely loan repay ment.

The poor need both financial services and nonfinancial inputs. But the institutions and the staff providing them
need to be separated: technical inputsin the hands of extension agents, banking in the hands of bankers!
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... and need accessto sustainable financial services

A functioning rurd financid system is a prerequisite for economic growth, socia development and
poverty dleviation. Its main task isto alocate scarce financid resources efficiently to productive and
nonproductive uses and socid investments and to gradudly lower the transaction costs for both the
inditutions and their users. Thisrequires sustainable financial institutionsthat mobilize their
own resour ces, provide adequate financial services, and cover their costs from their opera-
tional income! At the same time, it requires users who pay interest rates that cover these costs,
and who repay their loans. Indtitutiona sustainability and outreach to the bankable poor are thus
compatible. Access to the services of permanent locd inditutions is essentid for income security
and the sustainable improvement of livelihood. Such accessis necessary for the poor aswell as
for the near- and non-poor. In severa African countries, IFAD has acted as an innovator, introduc-
ing anew type of ingtitution: equity-based financia service associations (Box 2.2).

In various African countries, including Bénin, the rural poor have demonstrated that,
with technical assistance and a start-up credit line to temporarily bridge a liquidity
shortage, they are able to mobilize their own resources, operate a profitable lending
business, and build up sustainable financial institutions for their own benefit.

Box 2.2: Bénin:
Financial Service Associations, an equity-based financial innovation

Building on traditions of self-help and informal finance, IFAD took a bold step in Africa, in introducing a new
type of institution: financial service associations (FSAS), which are self-financed and self-managed. In Guinea,
Congo-Brazzaville, Mauritania, Gabon and Benin, FSAs mobilise local resourcesin the form of equity. Members
with investment opportunities may take short-term loans, for which they pay rural market rates of interest agreed
upon by the shareholders. Dividends are paid annually from the profit, according to the size of the investment.
In addition, withdrawable savings are accepted for safekeeping; but these are not remunerated, nor can they be
used as loanable funds.

In Benin, SYFIPRO, alocal NGO, acts as afacilitator for the FSAs and prepares other NGOs for the task. During
the one-and-a-half year period from November 1997 to April 1999, 20 FSAs have started business. Membership
has grown from 2 800 to 5 000, and paid-up equity from USD 27 000 to USD 75 000. About half the sharehol ders
are also borrowers; while the other half are only investors— not everyone requires credit! Thirty-two per cent of
the shareholders are women, holding 18% of the share capital. 32% of the borrowers are women.

The FSAs are still in an experimental stage. Over 200 FSAs are expected to start operating within the next five
years, with their own business association and apex services for training, auditing, liquidity exchange and bank
linkages. Legal recognition, perhaps as private rural banks or finance companies, and self-regulation are among
the issues that the association might deal with.

The experience with FSAsin Africaisyet another example that the rural poor can locally mobilize their own re-
sources and establish sustainable local financial institutions owned and managed by the poor.

Bridging liquidity shortages through credit lines: In anumber of countries, there are legd and
other condraints on the development of local financid indtitutions, which cannot easly be changed in
the short run. In these cases, IFAD has continued to provide credit lines for direct investmentsin
improved agriculturd and livestock production.

! For the definition and measurement of sustainability and related terms see footnote 2 and annex 3.
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In many of the trangitiona economies of Eagtern Europe, rurd microfinance inditutions are
only just emerging. Credit lines for direct investment in private agriculture provide the urgently
needed liquidity in extremely undermonetised rura economies.

Box 2.3: Albania, Macedonia and Armenia:
Rural Financial Servicesin transitional economies

IFAD has supported the development of rural financial servicesin Albania (North Eastern Districts Rural Devel-
opment Project), Macedonia (Southern and Eastern Regions Rural Rehabilitation Project) and Armenia (North
West Agricultural Services Project), which are at different stages of the development of individual farming and
private sector banking. The principal lessonsfor effective credit delivery are:

a) Thecredit component must have aclear concept, of which the cooperative Village Credit Funds (VCF) in
Albaniamay serve asamodel case. Their successis dueto the fact that it isasimple operation, readily un-
derstood by members and field staff alike, with standard procedures that can be easily implemented. Devia-
tions from its simple design have run into problems.

b) Organizational and administrative components must be pilot-tested and prove their effectiveness anew at
each stage of implementation.

¢) Few donors have been able to develop successful wholesale or retail credit mechanisms for improved agri-
cultural and livestock production. The availahility of credit for production, moving beyond the establish-
ment of social credit mechanisms, should continue to be one of IFAD’s concerns.

d) Thetechnical specificationsfor |FAD-financed credit operations lack a consistent approach. Whileitisim
portant for the design to meet local needs, there are requirements which are common for all categories of
credit development. These concern accounting specifications, legal and financial requirements, and key
monitoring and management information systems.

When banks are involved in the delivery of rural financial servicesfor IFAD financed credit lines, a due-diligence
assessment isrequired, together with guidelines for their effective supervision.

Not all the poor require credit. Some prefer to accumulate financid assets through savings before
they make an investment, ingtead of incurring debt. Others prefer paid employment. Their employers
may include smallholders or smal and microentrepreneurs. Some may eventualy graduate from
wage labour to microentrepreneurship, using the skills acquired and savings accumulated to establish
their own microenterprise. All require accessto loca lending and deposit-taking ingtitutions in order
to establish or expand their business, and for emergencies or other private needs.

In Honduras, the management of an agricultural development project discovered that,
in marginal areas, the poorest of the indigenous poor need a secure place where they
can deposit their savings, which they may eventually use for non-agricultural income-
generating activities. In responding to this demand, the project has helped the poor to
embark on a new course of institution-building.

Box 2.4: Honduras:
Rural savings banks (cajasrurales) for thelandless poor

Many of the very poor indigenous people in the marginal areas of Honduras own no land and have only limited
usefor credit. Living in small rural towns, they are more concerned with placing part of their meagre income from
wage labour in a secure place and eventually using their accumulated savings for income-smoothing or for some
income-generating activity. In response, the National Indigenous Organisation, ‘Lenca’, asked the management
of the Agricultural Development Programme for the Western Region (Plandero) for help in setting up small rural
savings banks. There are now 132 cajas, registered as semiformal financial institutions under the association law,
serving some 2,750 families, i.e., approximately 20 families per bank..

Thisindigenous initiative has opened up new avenues of support by Plandero. The project, which was funded
by IFAD, has helped set up asmall technical unit in Lencaand has trained three peoplein eachcaja. This, in
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turn, has created an atmosphere of communication in which the newly-trained are now planning the consolida-
tion of their young financial institutions and the establishment of financial apex organisations at the municipal
and eventually the departmental level.

Responding to local indigenousinitiatives, Plandero, an agricultural development project, has learned anew les-
son: many of the very poor in marginal areasneed savings deposit facilities for the self-financing of non-
agricultural activities, rather than just credit.

IFAD faces four key chdlengesin rurd finance:

P How to enhance stakeholder participation in project development and implementation,
including target group participation through representatives of networks of user-based ru-
ra financid inditutions and NGOs, direct involvement of government agencies, and donor
coordination;

P How to support diverse strategies for developing a differentiated rural financial in-
frastructure, including, eg, the promotion of savings- and equity-driven financid sdf-help
inditutions in margind aress, the upgrading of nonforma financid inditutions; linkages be-
tween forma and nonforma financid inditutions; the expansion of networks of different
types of locd financid inditutions; the establishment of commercidly managed gpex funds
for rurd MFls, and reform of agricultural development banks and their microfinance ser-
vices.

P How to enhance the capacity of rurd microfinance indtitutions of providing sustainable
sarvices of ever-wider and deeper outreach to the poor

P How to promote dia ogues on a conducive policy environment and on aframework of
prudential regulation and supervision of rurd finanad ingditutions.

Whether such interventions start from below, i.e., by strengthening microfinance indtitutions and their
networks; from above, i.e., with an gppropriate policy and regulatory framework; or from both
ends, will depend on the regiona and country context and the priorities of the participating stake-
holders.

2.1 Stakeholder participation

Thefirst key challenge IFAD facesis effective stakeholder participation. Given the dynamics of the
development task, government agencies have usudly not performed well in their combined roles as
planner, banker and entrepreneur. They were not able to mobilize, through centrd planning, the full
range of human and indtitutiona resources existing in civil society. The participation of al stake-
holdersis needed in the development of the rurd financid system. This means including the poor and
ther sdf-help organizationsin the decison-making process, aswell as government agencies and the
private sector; cooperation among dl rura finance stakeholders at netiond leve, induding Srategic
linkages, and the coordination of donor paolicies a internationd leved. Participation isthus akey as-
pect of acomplex communication process which isto permeste al areas and development phases of
rurd and microfinance. The government has a specid responshility and anew role in this process. to
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provide a conducive policy and legd environment; and to seeto it that al magor stakeholders have
the opportunity to actively participate in rurd financial market development.

An example is Cameroon, where gover nment agencies and networ ks of microfinance
ingtitutions jointly develop a national system of rural and microfinance, with IFAD
playing a catalytic role.

Box 2.5: Cameroon:
Stakeholdersdevelop a national system of rural and microfinance

In Cameroon, where IFAD’ s lending had been interrupted for several years, the Fund is now involved in aproc-
ess of intense interaction with various government agencies, networks of rural financial institutions, NGOs repre-
senting the poor and donors. Together they are designing a comprehensive national program for the develop-
ment of rural and microfinance. This comprises MFI regulations and supervision, the expansion of networks of
formal and informal MFIs, and the establishment of central network servicesfor MFIs. Such services may include
training, consultancy, auditing, liquidity exchange, refinancing and interest articulation, and the collection and
dissemination of appropriate savings and credit products with outreach to the poor. Similar programs are under
preparation in Ghana and Niger.

There are two special aspects:

(1) Oneisthequality of the participatory process, which rests with the experts from the participating institu-
tions and includes donor coordination.

(2) Theother isasystems approach, geared to the development of the whole system of rural and microfinance
in Cameroon with along-term perspective.

Among the participants in the decison-making process, the poor as|FAD’s special target group
are of particular importance. They include people in agriculture and in non-agricultura microenter-
prise activities. The latter can be highly profitable in adiversfied rura economy, much more so than
mogt of agriculture. Women have areputation for being good savers and prudent investors. In some
cultures, they are the holders of the family purse. They frequently play a prominent role in informal
finance. As users and user-owners of microfinance inditutions, women involved in the participatory
process can make an important contribution to the effectiveness of rural finance projects and, in re-
turn, greatly benefit from effective projects.

In P4K, a small farmers development project in Indonesia, the poor have formed their
own financial institutions, thereby initiating the transition from a top-down credit pro-
ject to a genuine self-help movement. Women have been among the first to transform

small credit-channeling groups into self-reliant savings and credit associations.

Box 2.6: Indonesia:
Self-initiated transition to self-reliancein P4K

Since 1989 IFAD has supported P4K, acredit project which effectively targets the very poor. Field extension
workersin the Ministry of Agriculture receive special training and financial incentivesto identify the poor,
organize them into solidarity groups of ten, and help them to prepare business plans. Through standardised
repeat |oans of increasing size, credit is channelled by government-owned Bank Rakyat Indonesia (BRI) through
its district-level branch network. BRI enforces timely repayment by cutting off the supply of credit to villages and
sub-districts when arrears go above 5%. By mid-1998, two risks, diagnosed five years earlier, had materialised:
one deriving from incentives to extension workers geared to group establishment rather than group quality; the
other one from BRI’ s limited interest in government credit projects, which it found riskier, more restricted in out-
reach and less profitable than its own savings and credit scheme at village unit level. Of the 49,917 small groups
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formed, only 70% had deposited compul sory group savings, and only 32% had loans outstanding. Of the latter,
42.5% had arrears amounting to 23.4% of the outstanding portfolio.

Almost from the onset, many of the participantsin various parts of the country found the project’ s terms of
standardised group size and financial contractstoo limiting, credit application procedures too cumbersome, and
actual accessto credit unpredictable. By mid 1998, some 9,000 groups had carried the group formation approach a
step further and established atotal of 1,805 informal associations. Membership size ranges from about 30 to 300
per association, which ismorein line with the traditional practices of group formation than a standard size of ten.
Women were among the prime movers. The associations mobilise voluntary savings, give short-term loans with-
out delay and at conditions set by the participants, and charge interest rates geared to the rapid growth of their
loan fund. Their resources are entirely internal. Saver and borrower transaction costs are minimal. Rescheduling
isfrequent, but defaulting isarare event. The project’ s well-functioning monthly monitoring system now records
the number of associations, but not their financial activities. After the deregulation of the cooperative sector in
1998, some of the associations are now registering as savings and credit cooperatives. This makes them offi-
cidly-recognised financial institutions and opens up new opportunities for institutional enhancement, financial
deepening and increasing outreach to the poor.

In this project, important |essons have been learned by the users:

() Only self-reliance guarantees sustained and timely access to financial services.

(2) Formal cooperative statusis stifling and therefore avoided under arepressive regulatory regime in which the
government uses cooperatives for purposes of its own. But under amore liberal regime, the protection of the
law may be useful, and provide new avenues for the growth of self-organised financia services.

Patter ns of participation are culture-bound; to be effective, they cannot be uniform. The waysin
which different socid drata and the sexes interact vary widely between cultures and need & least to
be recognized, if not respected. Societies vary aong numerous dimensons, amnong them a continuum
from hierarchica and centralized to segmentary and decentraized, with power vested in an upper
class vs. the whole people, respectively. Such differences are most pronounced in Africawith its
extreme ethnic diverdity. For decison-making processes to be effective in hierarchical societies, par-
ticipation must Sart at the upper end and may then be extended to the lower Stratain a manner to
which the authorities consent. It is only in decentralized societies that full participation must sart di-
rectly a the grassroots level. Even there, due regard may have to be given to influential people who
have earned the respect of their fellow-citizens, while & the same time avoiding reliance on adminis-
trators who may lack popular recognition. There are other societies on that continuum where clans,
secret societies, occupationa associations and other civil society ingitutions play crucid political
roles. These systems overlap with different gender- specific structures ranging from near-equdity to
inequdity and discrimination against women. In many cases, countries and societies are a complex
mixture of eements dong different socid dimensons, requiring a ddicate participatory balance. This
balance, which has not received much attention by development organizationsin the past, isimpos-
shleto achieve without a careful sociologica andyss and condderable skills of communication.
More attention has to be given to culturaly adequate participation, which pertains not only to com+
munication, but aso to the ways in which innovations are introduced in a society.

2.2 Building arural financial infrastructure

The second challenge concerns the establishment of a differentiated rurd financid infrastructure.
Mondalithic financid systems have mostly been ineffective. They unduly restrict peopl€' s choices, re-
duce the variety of financid inditutions available, prevent innovation, and limit peopl€' s accessto a
broad range of financia services. They aso tend to exclude the poor, depriving them of the chance
to mobilize their productive potentia. There is no single best type of inditution or Srategy; whet is
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needed insteed is variety and competition, which are the seedbed of innovation. These may be na-
tional or locd inditutions of widdy different Szes; they may be privaidy or government-owned, co-
operatively or community owned, user-owned with equal or unequa shares in equity; they may be
gender-specific or mixed; they may be savings- or equity-based; they may be bank or non-bank
inditutions; they may be financid intermediaries mobilizing savings and transforming them into loans,
or they may be specialised indtitutions. What is needed is a variety of legd and pardegd formsfor
rurd finandid inditutions, and opportunities for their registration.

In Guatemala, after the end of civil war, donorsincluding IFAD have supported diversity and
competition among rurd financid inditutions. Y &, their continued expansion has been ham-
pered by legidative redrictions on upgrading MFIsto the leve of regulated forma financid in
ditutions. MH s are now taking the initiative into their own hands. some by mobilizing internd
and donor resources to register as banks or finance companies, others through self-regulation
and voluntary supervision of prudentia norms within networks.

Box 2.7: Guatemala:
Supporting growth and ingtitutional divergty in rural finance

Over the last few years, access to financid services has consderably increased in rurd aress of Gua
temaa When civil gtrife ended, the macro-economic environment improved markedly and provided
abreeding ground for adiversty of rurd financid inditutions, among them savings and credit coop-
eratives, village banks (bancos comunales), credit NGOs, and a restructured, partly privatised agri-
cultural development bank (Banrurd). The latter has a two- pronged strategy of increasing outreach:
microenterprise support and gpex lending to intermediaries closer to the grassroots.

Most of these indtitutions have received donor support. Thereis dill abiasin favour of credit lines,
but increasing attention is being given to inditutiond development. Two donor-supported credit
NGOs are now operating on a saf-sustained basis and have applied to become regulated financia
indtitutions. Genesis acommercid bank, ACT a finance company. With asssance from the world
credit organization WOCCU, the federation of savings and credit cooperatives (FENACOAC) has
expanded its services to members. With support from CGAP, it is now in the process of establishing
asdf-regulatory system to uphold prudential standards and increase confidence in its banking opera-
tions. IFAD has been part of the effort to build up inditutions, first with support to Fafidessin the
Cuchumatanes project and now, in the Vergpaces Programme, with a portfolio of funding the
inditutional development of avariety of inditutions.

Despite these achievements, policy and regulatory shortfals continue to jeopardize the hedthy devel-
opment of MFIs. On the one hand, MFIs are | eft in alegidative vacuum and the barriers to entry in
the formd, regulated banking system are extremely high. On the other hand, legislation concerning
the formal banking sector is recognised as deficient and has led to alack of transparency which has
led to anumber of crisesin the financiad sector. Therefore, congderable scope remains for policy
dialogue to be promoted by donors.

Depending on the policy environment, a country’ s state of development, and the market-integration
or margindity of an areg, different strategies may be required to build up the financid infrastruc-
ture. Such drategies may include:
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» upgrading informa or semiforma financid inditutions and sdf-help groups, which may be
initiated by incentives for networking; this may aso include the transformetion of credit
NGOs into banks (see Boxes 2.11 and 2.12);

» commercidising and expanding savings and credit cooperatives and other microfinance in-
stitutions (see Box 2.8);

» promoting networks of rurd financid inditutions and their gpex organisations (see Box
2.5);

» adapting commercid banks to the requirements of the rura poor;

» trandforming nationa small farmer programs into user-owned locd financid inditutions
(see Box 2.9);

» reforming agricultura development banks which in many countries continue to be the big-
gest provider of microfinance services (see Box 2.12);

» linking sdf-help groups or microfinance ingtitutions to banks;

» initiating new locd financid indituions (see Box 2.2).

Accessto afinancia ingtitution by the poor as users or owners might be considered as abasic hu-
man right. Thismay be as crucia for people’ s surviva and wellbeing as basic education and hedth
services.

In Tanzania, IFAD has supported the transformation of savings and credit cooper atives
in upland areas from credit channels into genuine self-help organisations. The emerging
results include: empower ment of the poor, substantial increases in food security and in-

come, and sustainable ingtitutions with a broad range of financial services.

Box 2.8: Tanzania:
Reforming savings and credit cooper atives (SACCOs)

In thinly populated rural Tanzania, poverty isinextricably interwoven with the lack of financial services. Tanza-
nia's commercial banks are unwilling, and its development banks unable, to serve the rural poor. In thisvoid,
IFAD has supported the transformation of rural SACCOs from credit channels to autonomous, self-financed and
self-managed institutions functioning like private rural banks. Starting on a pilot basisin the Southern Highlands
in 1996, 192 SACCOs with 23,000 members (February 1999) have actively participated. Among the accomplish-
ments are annual increases of 70 % in savings deposits; a diversification of loan products to finance microenter-
prisesin addition to agriculture, including petty trading by women; and, as aresult, an increase in the member-
ship of women to 40 per cent. The repayment rate stands at 91%, which is a substantial achievement but still not
satisfactory.

Theimpact of the reform within thelocal communities has been substantial. At theinstitutional level, credit is no
longer treated as a mere agricultural input. Instead, it is one of several financial services provided by local finan-
cial institutions on the basis of demand and cost-effectiveness. By mobilizing their own resources, lowering their
transaction costs and raising the repayment rate, the SACCOs have vigorously embarked on the road to sustain-
ability. At the household level, amix of agricultural and non-agricultural activities are being financed, partly from
savings and partly through credit. With two- to three-fold yield increases of maize and Irish potatoes, this has
tended to maximize food security and income. At the social level, the SACCO’ s have brought about fundamental
changes within the community in terms of empowerment of the poor. Through accessto financial services, own-
ership of the institutions and self-management of their operations, the poor have gained the necessary confi-
dence and sense of commitment to actively participate in the running of their community and itsinstitutions. Fur-
ther assistance is needed to improve their commercial capacity and national coverage, their network’s auditing
and supervisory services, and their compliance with the prudential norms being devel oped by the central bank.

The poor in the upland areas of Tanzania have demonstrated that they are able to form their own self-help or-
ganizations and provide savings and credit services on a sustainable basis.
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In Nepal, IFAD assisted the Agricultural Development Bank (until 1992) to establish an
infrastructure of small farmer groups which, in turn, formed intergroups and manage-
ment committees under sub-project offices. On that basis, ADBN is now helping the
farmersto establish autonomous local financial institutions, transforming an unsus-
tainable project into vibrant financial cooperatives.

Box 2.9: Nepal:
Transforming an unsustainable credit program into viable local financial institutions

Since 1975, the Agricultural Development Bank of Nepal has built up its Small Farmer Devel opment Project, a
subsidised credit programme targeted at the poor. With assistance from IFAD, asthefirst major donor until 1992,
farmers were organised in some 25,000 small groups (end-1998 data). With repayment rates of 39-54% since 1980,
and a savings ratio consistently below 1 %, plus high transaction costs, the program was unsustainable, and
growth of outreach to poor farmers remained restricted. However, the credit lineto ADBN had enabled poor
farmers including women to build up agroup structure. In the more liberal policy environment of the 1990s and
with assistance from a bilateral donor (GTZ), ADBN has now embarked on positively responding to the farmer’s
initiatives. The groups under each subproject office are transformed into autonomous Small Farmer Coopera-
tives Ltd. (SFCL), which mobilize savings and cover their own costs. Theinitial results have been spectacular:
the repayment rate of channelled funds doubled; internal resource mobilisation progresses rapidly; and the re-
payment rate of loans from internal resources isamost 100%. By the end of 1998, 73 SFCL s had been established,
comprising 6,083 small groups. Some are now receiving their limited banking licence, which allows them to further
increase their outreach.

Two lessons derive from this experience:

(1) Through user ownership and vigorous savings mobilisation, unsustainable credit programmes can be trans-
formed into networks of viablelocal financial intermediaries.

(2) Asprogress may build up only after policy changes and several donor interventions, lessons can be drawn
only if information is stored and reassessed in the institutional memory beyond the closing of a project.

Bank for Agriculture and Agricultural Co-operatives (BAAC), Thailand:

Reform of BAAC has been a 30-year process. The result has been a viable, highly effi-
cient gover nment-owned AgDB, which now mobilizes most of its resources through sav-
ings and lends to 86% of farm households.

Box 2.10: BAAC, Thailand: Thegradual reformer

IFAD has examined BAAC' sreform as part of an initiative with CGAP and the regional agricultural credit associa-
tions (RACASs). BAAC' sreform has been a perennial process guided by two objectives: outreach to all farm
households asits political mandate; and financial viability.

BAAC has gone through four major phases of reform: 1966-74, laying the foundation for individual lending with
joint liahility; 1975-87, expanding its lending operations through access to commercial bank and donor funds
while greatly reducing loan channelling through cooperatives; 1988-96, striving for viability and self-reliance,
under conditions of controlled interest rates, through savings mobilization, imp roved loan recovery and in-
creased staff productivity; since 1997, adjusting to prudential regulation by the central bank and diversifying into
non-agricultural lending.

Important elements in the reform process have been:

(1) Respect for the bank’ s operational autonomy by the government

(2) A corporate culture emphasi zing cost-effectiveness, productivity and efficiency.

(3) Decentralization and expansion of branch network operating as profit centers, reducing saver and borrower
transaction costs and permitting cost-effective microsavings and microcredit transactions.

(4) Individual lending through joint liability groups as a financial technology attuned to Thai culture.

(5) Substantial improvementsin portfolio quality, which created depositor confidence.

(6) A radical shift inthe financial resource base to rural savings mobilization.
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(7) Most recently, adiversification of its portfolio ton include rural microenterprise lending.

Outreach and performance are impressive: As of end-1998, BAAC served 4.8 million borrowers (86% of rural
households) with $5.2 billion in loans outstanding and mobilized $4.1 hillion in savings on 7.6m deposit accounts.
Capital adequacy was 9.3%; operational self-sufficiency 228%; financia self-sufficiency 98%, self-reliance as
measured by the |oan-to-deposit ratio 83%. Administrative costs were 3.1% of |oans outstanding.

BAAC has demonstrated how gradual reform can be carried through under arepressive financial policy regime
with ceilings on lending rates, directed credit, and mandated agricultural lending quotas. These restrictions en-
abled BAAC to expand, forced cost-efficiency upon its staff, and prepared the ground for deposit mobilization at
alater stage. The reform agendais still unfinished:

(1) With the emergence of private depositors as major stakeholders, ownership of BAAC stock needs to be di-
versified, with adequate representation of the new shareholders on the Board of BAAC.

(2) Lending rates need to be liberalized and re-aligned to reflect the true costs.

(3) BAAC needs a new, performance-rel ated management information system (MIS) which also enablesfield-level
managers to track the performance of both savings and loans of a particular client.

(4) Performance-related staff incentives, presently under pilot-testing, need to be implemented

2.3 Institutional sustainability® with outreach to the rural poor

The third chalenge concerns the sustainability and outreach of rurd financia indtitutions. Rurd and
agricultural development require viable and sustainable financid inditutions that serve dl segments of
the population including the poor, the very poor and the non-poor. Only indtitutions can be sustain-
able; credit lines are not. But credit lines, if properly used, can contribute to the sustainability of ingti-
tutionsThe viability of inditutions and the viahility of the farm and non-farm enterprises of their tar-
get group are intricately bound together, the growth of the one being contingent upon the growth of
the other. Only viable inditutions can sustainably respond to the growing demand for financid ser-
vices, and only viable dlient-enterprises are good business for the ingtitutions. The sustainability
hinges on two main factors:. viability and sdf-reliance, to be achieved in a sequence. In the case of
inditutions, saf-reliance is based on increasing internd resource mobilization; in the case of dients, it
means increasing saf-finandng — none can be sacrificed in favor of the other. Viable inditutions
cover their costs, recover ther loans, and make a profit. Self-rdiant inditutions mohilise their own
resources, predominantly through savings deposits, equity and retained earnings, and they preserve
the value of these resources in the face of inflation. SAf-reliance implies management autonomy and
- inthelong run - independence from government and donor subsidies. Indtitutions are self-
sustained to the extent that they cover their costs from their operationd income (= viability, opera-
tional self-sufficiency), preserve the value of their resources by accounting for subsidies and the
effects of inflation (= financial self-sufficiency) and mobilise their resources interndly (self-
reliance) (see footnote 1, chapter 3).

CARD Rural Bank in the Philippines, a Grameen replicator, has changd from being an
unsustainable credit NGO to becoming a viable and sustainable rural bank. By mobiliz

2 An organization is sustainable to the extent that it covers its costs, preserves the value of its resources during
inflation, and mobilizes its own resources. Sustainability has three main aspects: (a) viability or operational self-
sufficiency: the extent to which costs are covered from the operational income;. (b) financial self-sufficiency: the
extent to which operational costs are covered (= viability) and the value of itsresources preserved by account-
ing for subsidies and the effects of inflation; (c) self-reliance: the extent to which an MFI mobilizes its own fi-
nancial resources internally instead of depending on government or donor funding, or perhaps on commercial
borrowing which may or may not be included. Donor and subsidy dependency are converse terms. (See Annex 3)
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ing its own resources from the poor and the non-poor, it has substantially increased its
outreach to itstarget group, very poor women.

Box 2.11: Philippines:
Are Grameen replicator s sustainable, and do they reach the poor ?

The Grameen Bank in Bangladesh is known worldwide for its success in providing credit to the poor. IFAD was
one of itsfirst supporters. Subsequent replications in various countries were less successful. Evaluatorsin the
Philippines found that while credit discipline was excellent, administrative costs were exorbitant, and internal re-
source mobilisation was minimal. Thus, outreach remained mostly insignificant. In 1996, ACPC — the programme’s
executing agency - noted that “ excessive brokering of low-cost funds may discourage savings mobilisation.. “
and that “... any attempt... to replicate or expand (the program) should be carried out with great caution.”

The Center for Agriculture and Rural Development (CARD) is one of asmall number of replicatorsin the Philip-
pines that have recently embarked on a path |eading to sustainability and rapid growth of outreach. It isthe only
replicator that has turned into aformal sector rulral bank. Duringthe 5%-year period until June 1999, its outreach
soared from 1 711 to 25 130 borrowers; and its operational self-sufficiency ratio increased from 0.46 to 1.09, while
its repayment rate stood at 99.9% and its financial self-sufficiency ratio at 0.85. It provides savings deposit ser-
vices to both poor and non-poor customers. It thus mobilises the resources that have enabled it to substantially
increase its outreach to poor women, who have remained the sole borrowers, according to the Center’s mandate.
CARD Rural Bank’s social capital is stated in itsOperations Manual (1998) and disseminated through its train-
ing services. It consists of (@) acore of Grameen practices: high moral commitment on the part of the leaders,
based on values instilled through training, peer control to preclude adverse selection and moral hazard, and strict
credit discipline; and (b) innovative adaptations to the Philippine context: the adoption of rural bank status with
the prudential normsimposed by the central bank, vigorous deposit mobilisation, differentiated loan and insur-
ance products which are profit-making, and a broadening of its outreach to both poor and non-poor clients.

The principal lesson isthat a Grameen-type MFI can become sustainable and substantially increaseits outreach
through a core of good Grameen practices, plusinnovative adaptations. Introducing effective self-regulation and
supervision may greatly contribute to the sustainability and outreach of Grameen replicators.

Interest rates are of crucid importance here, for depositors as well as borrowers. Interest rates
with positive red returns on savings above the inflation rate prevent the erosion of the depositors
capitd. They are frequently dso amgjor inducement to save, particularly when there are commercid
opportunities for the depositors and when there is competition among the ingtitutions for the depos-
tors money. Interest rates on loans must permit full cost coverage induding loan provisoning, plus
an adequate profit margin. Profit margins must adequately reward the owners or user-owners, they
must prevent the eroson of the indtitution’s capital; and they are an important source of the indtitu-
tion’s growth. Thereis agreement that subsidised interest rates distort the market and undermine,
rather than promote, inditutional sustainability and outreach to the poor. When interest rates are
controlled, sustainability and outreach are incompatible. In fact, theimpact of preferential credit has
frequently been negative, both on sustainability and outreach, particularly on outreach to the poor.

Asabooster, both local and exter nal resour ces may need to be mobilised in order to enhance
the sustainability and outreach of rurd financid inditutions. Great care has to be taken that the provi-
sion of externa resources does not set the wrong signas and turn into a subgtitute for locd re-
sources. Of crucid importance are demand-driven financial products, particularly microsavings,
microcredit and microinsurance products with cost- effective collection services. In most countries,
thereisawedlth of loca experience, sometimes culture-bound, with good practices in rurd finance
that can be gathered, reviewed and disseminated for innovative adoption. Many owners and users of
rurd finance inditutions find this more appropriate than donor-driven replications of experience had
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elsawhere. Resulting innovations may then enter into anationa and internationa exchange of experi-
ence.

2.4 Regulation and supervision

The fourth chalenge concerns the establishment of aconducive policy and regulatory frame-
work. In many countries, an inadequate macroeconomic and legd framework has hampered any
type of development; while financia represson has stifled the growth of the financid sector, including
rurd finance. A conducive macr oeconomic environment ideally comprises.

meacroeconomic stability with budgets under restraint and inflation under control,

foreign exchange deregulation,

the liberdisation of externa and internd trade, resulting in the free exchange of goods and
SEViCeS.

Thiswill give producers, including smalholders, the opportunity of receiving adequate prices for
what they offer on the market, without unfair competition by artificialy low imports. This, in turn, will
enable them to accumul ate assets that can be used as collateral, and pay market rates of interest on
their loans.

Within a policy framework of financial deregulation, the granting of management auto-
nomy and carefully crafted financial products have turned Bank Rakyat Indonesia into
the largest and most successful provider of financial services to the poor and non-poor
in the developing world. This has set new standards for agricultural development banks
(AgDBs) —they can bereformed! — and the whole microfinance industry: sustainability
and massive outreach to the poor are compatible!

Box 2.12: Bank Rakyat Indonesia:
The agricultural development bank which revolutionized rural finance

The case of Bank Rakyat Indonesia (BRI), IFAD’s partner in P4K, is evidence that, in aderegulated policy envi-
ronment, the microbanking division of an ailing government-owned agricultural development bank can be trans-
formed into ahighly profitable, self-reliant financia intermediary. Since 1984, BRI has evolved into a mgjor mi cro-
finance provider. Massive staff retraining in the new microbanking culture with its new financial servicesand in-
centive schemes has been of crucia importance. I1ts 3 700 local units serve some 20 million saversand 2.5 million
borrowers (December 1998). With non-targeted loans from $5 to $5000 at rural market rates of interest and depos-
its of any (small) size, it reaches out to vast number of the poor and the non-poor. Making good use of a start-up
liquidity injection, it has fully replaced external fundswith local savings since 1989.

The ultimate test came with the Asian financial crisis. When the Indonesian banking system collapsed, BRI’s M-
crobanking Division remained profitable. At the peak of the crisis, June to August 1998, the local units attracted
1.29 million new savers during that three-month period. At the same time, demand for credit stagnated because of
alack of confidencein the future. By June 1999, the division’s 12-month loss ratio had dropped to 1.5 percent,
substantially below its already low, long-term lossratio (1984-99) of 2.1 percent. Savings balances in the units
now exceed loans outstanding by USD 1.8 hillion, requiring new strategiesto recycle them within the rural econ-
omy.

Numerous lessons can be drawn from BRI's experience:

() Financial sector policies work and create an environment conducive to financial innovations.

(2) With attractive savings and credit products, appropriate staff incentives, and an effective system of internal
regulation and supervision, rural microfinance can be profitable.

(3) Thepoor can save, and rural institutions can mobilise their savings cost-effectively.

(4) Without credit-biased incentives, the demand for savings deposit services exceeds the demand for credit by
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awide margin.

(5) Incentivesfor timely repayment work.

(6) Transaction costs can be lowered, and outreach to the poor can be increased by catering for both the poor
and the non-poor with their demands for widely differing deposit and loan sizes.

(7) Outreach to vast numbers of low-income people and financial sdf-sufficiency are compatible.

(8) Agricultural development banks can be transformed into sustainable providers of microsavings and micro-
credit services.

A conducive legal framework comprises.

different legd forms for avariety of competing microfinance inditutions;

ajudicid system which protects property rights, including land-use or ownership rights of
the poor, and ensures due lega process;

legd stipulations for bankruptcy, with exit options for non-performing ingtitutions,

lega guarantees for the autonomy of financia sector indtitutions, including the central bank
and agriculturd development banks.

A conducive framework of theregulation and supervison (R& S) for rurd and microfinance
inditutions comprises.

the liberaisation of interest rates, which is of fundamental importance for domegtic re-
source mobilisation and cost- effective (micro-) banking;

the easing of conditions for the establishment of new financid indtitutions and their
branches;

the prevention of paliticd interferencein lending decisons,

aregulatory sysem with gppropriate prudentid norms including reasonable minimum re-
serve requirements, or, in smaler inditutions, capita adequacy ratios,

afunctioning delegated supervison system for the enforcement of prudentid norms.

Ultimately, regulation and supervison must be geared to the protection of the users and owners of
rurd and microfinance indtitutions and to the stability of the overdl rurd financid system. It has been
one of the chief lessons of the Adan financid crids that a conducive environment encompasses more
than macroeconomic sability and deregulation. What is required, in addition, is freedom from gov-
ernment interference in the lending decisons of financid ingtitutions. This can only be ensured
through effective supervison with the power to impose sanctions and an independent regulatory au+
thority with enforcement powers.

Actud experience with effective regulation and supervison of rurd and microfinance inditutionsis
limited in developing countries. Mogt rurd and microfinance inditutions are entirely unregulated; and
and mogt of those that are regulated are not effectively supervised. Savings and credit cooperatives
are acaein point. Given the fear of repressive, rather than prudentia, regulation, the scope of regu-
lation and supervison is dill controversd: should it be limited to deposit-taking inditutions, and big
indtitutions only? Or is regulation and supervison a sarvice to be offered, with incentives, to dl rura
and microfinance ingtitutions? Should prudentia norms dso be stringently agpplied to agriculturd de-
velopment banksin order to turn them into sustainable providers of dynamicaly growing rurd finan
cid services? There is agreement, however, that the answer to these questions should not be im-
posed by governments or donors, but be found in a participatory process with rurd and microfi-
nance inditutions and their network representatives.
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Ultimatdly, the political economy of acountry isof crucia importance for the success or failure of
any development effort. In some countries, reform of the policy and regulatory frameworks have
been prevented by civil gtrife or by irresponsible elites, leaving no room for respons ble government
and private initiative. Peace and security, the rule of the law, accountability of government and some
political stability are conditiondities beyond the control of any donor or project. Without a condu-
cive political economy, most forms of development assstance are likely to bein vain; and loans
may only increase a country’s externd indebtedness. This leaves donor agencies with only two ater-
natives. policy didogue, or abstention.

2.5 Learning from experience

Diverdty and competition

Sudtainable financid indtitutions and access by the poor to their services are of crucia importance.
This consensusis not matched by agreement on the best way of attaining outreach and sustain-
ability. Thereis much controversy as to the most appropriate type of ingitution to support; the best
srategy of establishing and strengthening inditutions; the most gppropriate financia products for the
poor, the most effective mix of technica and financid assstance; or the role of grants and credit
lines. Despite the fervour of some arguments, there is no conclusive evidence to support the overdl
superiority of anumber of strategies and technologies such as: savings-firg vs. credit-first; group vs.
individud technology; private vs cooperative or public ownership of financid inditutions, user-
ownership by women only vs. mixed ownership; and the use of credit lines or equity participation vs.
a s0le emphagis on inditution-building. Experience seems to show thet there is a multitude of differ-
ent gpproaches, inditutiona types, and good practices. But thereisno single set of best practices.
The appropriateness of a particular practice or gpproach depends very much on the cultura context,
the policy environment, local conditions and — the people themsalves as the ultimate decison
makers. Only diversity and competition between various indtitutions or practices lead to innove-
tion. Accordingly, over its twenty-year history, IFAD has had a variegated experience with its sup-
port to various types of inditutions.

L earning and development

In some cases, change comes gradudly; but more frequently it takes a crigs to prepare for innova
tions, as seen recently in severd Asian countries. Thus, some interventions gppear as afalureinthe
short run, but show success in the longer run, eg, after achange in the policy environment (see Box
2.9). Storing and interpreting such information over time is thus a core task for aknowledge or-
ganization such as IFAD.

Invariably, change and innovation result from organisational learning, i.e, the accumulation of
knowledge and its conversion into actud practice. This gppliesto countries and indtitutions as well as
to projects. They must thus be seen not merdly in the light of what they have accomplished, or failed
to accomplish, in agiven context. More importantly, they must be evauated in terms of how they
have changed, what they have learned, and how this learning experience influences the future. The
Peasant Development Fund in Paraguay may serve as an example.
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The transition to a market economy is a long and cumber some learning process. In Pa-
raguay, the various phases of this process arereflected in IFAD’ s support to an apex
fund. Abandoning the old subsidised targeted credit approach, the Fund first started
with loans to local retail institutions. It then added support for institution-building and
granted itsretailersincreasing lending autonomy. Most recently, it has started to pro-
mote local capital markets and, through a subsidiary, the markets for land and private
technical services.

Box 2.13: Paraguay:
How an apex fund promoteslocal financial intermediaries

The Peasant Development Fund (PDF) was established as an apex fund in 1993. With IFAD funding, it has pro-
vided credit to smallholders through rural cooperatives and other retailers. In contrast to the subsidised targeted
credit approach of the previous agricultural development bank, the PDF has been set up to strengthen rural fi-
nancial institutions. It has acted as a whol esale source of refinance and as a provider of technical assistance for
institutional enhancement. This has led to an increase in repayment rates of 94-96 per cent during four consecu-
tive years- almost unique in Paraguayan lending programmes.

Y et, there have been numerous impediments to financial market development: PDF srigid control over the retail
lending programmes has stifled innovation; and the government has sent out mixed signals. Despite its commit-
ment to liberalisation, subsidised credit continues to distort rural financial markets. In March 1999, politicians
decreed to write off the accumulated debt of retail lenders.

With the participation of all major stakeholdersin a consultative committee, the PDF is now in the process of
reorientation. It retainsits commitment to market-driven financial aswell astechnical services, but separates them
organisationally. Asafinancia apex providing liquidity to retailers, it will grant them full autonomy over their
lending decisions. At the sametime, it will promote capital market competition. It has established a subsidiary for
technical assistance, with three major tasks: to provide training and consultancy servicesto local financial insti-
tutions; establish amarket for private technical services, and promote land markets through land titling. This, in
turn, will generate the collateral needed in afunctioning rural credit market.

The experiencein Paraguay shows that afunctioning rural market economy needs effective markets not just for
financial services alone, but also for technical servicesand for land.

In sum, responding to the key chdlenges of rurd finance, IFAD will engage in the fallowing:

(1) Promoting stakeholder participation, including government and the poor, in decisons on the de-
velopment of the rurd financia system — rather than deciding on their behaf.

(2) Assiging stakeholdersto build networks of market-driven rurad microfinance inditutions with
access of the poor as users and owners.

(3) Supporting rurd and microfinance inditutions to become viable and self-reliant, with sustain-
ablefinancid services to increasing numbers of the rurd poor.

(4) Engaging in policy didogues with regulatory agencies and networks of microfinance inditutions
and support their efforts of providing appropriate forms of regulation and delegated supervision.

(5) Fogering diversity and competition, and learning from experience — rather than models which
were successful only in a specific socioeconomic environment!

3. CHALLENGES, STRATEGIC OPPORTUNITIES AND OPTIONS
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Deveoping asystem of rurd finance with outreach to the poor and the non-poor requires the full
cooperation of al stakeholders. IFAD cannot accomplish this one. The Fund's mandate is the
eradication of poverty; yet there is no single strategy for reaching the poor, including women, that is
vaid for dl countries. How IFAD or any other donor may effectively intervene depends on the
Stuation: the structure of poverty in acountry, its cultura diversity, the political economy, the policy
environment, the stage of socia and economic development, the effectiveness of public and private
inditutions, and the availability of externa assstance.

As an advocate for the poor, IFAD presents below the key challenges, Strategic opportunities and
options of developing effective rurd financid services for the poor. This may serve as a checklist for
the andlysis of rura finance and the planning of actua projects, covering awide array of aspects of
rurd financiad systems development. On that basis, the Fund may then decide, in coordination with
other stakeholders, as to how and where to intervene.

Thisis meant to be aliving document, to be revised periodically on the basis of IFAD’s experience
and that of its partners. To make it auseful toal in project planning, it is presented in alogica
framework, comprising the development god, the overdl objective and four key challenges (or key
result aress). These are, in turn, divided into 13 strategic opportunities (or key results), with options
(or optiond outputs) for each. In an actud project, items listed here as key result areas or key re-
sults may be formulated as project objectives. Activities, indicators and assumptions will then be
added. The full framework is presented in Annex 2.

3.1 Goal, objective and key challenges
Support to rurd finance by IFAD and its partner organizations will be geared to the objective of:

> edtablishing an effective system of sustainable financid indtitutions accessbleto al seg
ments of the rural population, including women and the poor, as users or user-owner's.

Thisisto contribute to the development goal:

> the sustainable improvement of the livelihood of the rurd population, especidly women
and the poor as IFAD’ starget group.

Four key challenges are to be addressed for the attainment of the objective (see Graph 1). At the
core are two key challenges:

> how to establish and promote a differentiated infrastructure of rura financid ingtitutions;
and

> how to enhance their capacity to provide adequate financia services to the poor on asus-
tainable basis.

The two areas are closdly related but are frequently developed at different stages. When ingtitutions
have been sat up as credit disbursement agenciesin arepressive policy environment, their transfor-
mation into viable and sustainable providers of timely, convenient and adequate savings and credit
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services requires amgor new effort and a series of projects. Smilarly, existing sustainable ingitu-
tions owned and managed by the poor may face innovation and reform as perennia tasks and con+
tinue to require technica and financid inputs.

The two other key chdlenges are insrumenta for the establishment of an infrastructure of functioning
rurd financd inditutionsis

» active Sakeholder participation in the design and implementation of measures to build the
system of rurd finance and dl its components.

» regulaion and supervision, together with a conducive policy environment.

Government agencies, IFAD and other donors have important roles to play, but the basic initigtive
has to come from the local people themsdves - as users, owners and staff members of local ingtitu-
tions and their networks. It istheir money and their fate, which are at risk.

Policy reform, regulation and supervision are crucid themes on which IFAD, as an advocate for the
poor, has to promote a continua dialogue. Financd inditutions must not be |eft donein ther effort
to provide sustainable financid services. They require prudentia norms resulting from the collective
experience of the whole rura microfinance industry. For the continued growth of microfinance ingti-
tutions and their full integration into nationd finanda markets, these norms need to be enforced
through effective supervison. In the same vein, the interests of the poor as users and perhaps also as
owners need to be protected through an adequate system of supervison. The results must be made
public among the local people, so that they can exert their own direct supervison. Inasmilar vein,
IFAD’ s project support needs to be supervised; and this can only be done in an adequate fashion if
the financid inditutions involved in the project adhere to standards of accounting and transparency
and are properly supervised.

Participation is of crucia importance for the quaity of regulaion and supervision. The ultimate re-
sponsibility for shaping the policy and regulatory environment lies with the government and the finan-
cid regulator, normally the central bank or the bank superintendency as autonomous bodies. How-
ever, other sakeholders including the rural microfinance networks as representatives of the interests
of their member indtitutions aso need to be involved. Asthe centra authorities are unable to effec-
tively supervise large numbers of small inditutions, they have to cooperate with the networks in de-
sgning a deegated system in which the networks effectively supervise their member ingtitutions.

Graph 3.1
Key challenges of rura finance for the poor
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3.2 Strategic opportunities and options

Thirteen key areas of strategic opportunities for the building afinancid system accessible to the rurdl
poor are summarised below (Box 3.1). A complete overview, including options of intervention, is
givenin Annex 2 as abasisfor the planning of nationd strategies and specific projects.

Box 3.1: Rural finance for the poor:
Development goal and objective, key challenges and strategic opportunities

Development goal:
Sugtainable improvement in the livelihood of the rurd population, especidly women and the
poor.

Objective:
An effective system of sustainable financid inditutions accessible to al segments of the rurd
population, including women and the poor as users or user-owners is established

A. Participation:
Stakeholders, including the poor, participate in the development of the rura financid system

l. L ow-income people participate actively in the development of rurd finance
. The activities of rurd finance stakeholders are coordinated at nationd level
[1l.  Therurd finance policies of donors are coordinated at internationa leve

B. Financial infrastructure:
A differentisted system of rurd financid indtitutionsis operationd

V.  Badc drategies for the development of rurd finance are tested and disseminated

V. Informd financid inditutions (IFls) are upgraded and maingtreamed

VI. A comprehensive system of networks of rurd finance indtitutions with codt- effective apex
services for network membersis operationa

VII.  Bank linkages of local financid indtitutions and sdf-help groups are operational

VIII.  Agricultura development banks (AgBDs) are transformed into sustainable providers of
financid servicesto the rura population

C. Indtitutional sustainability and outreach to therural poor:
Sugtainable rurd financid indtitutions provide financid servicesto the rurd poor

IX. Rurd microfinance ingtitutions are sustaineble

X. Good practices are identified through applied research and disseminated

XIl.  Domedtic and externa resources are mobilized for rurd finance systems development
and poverty dleviation

D. Regulation & supervision:
A conducive policy and regulatory framework is operational

XII. A conducive policy framework is operationa
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XIIl.  An effective system of prudentia regulation and supervison of rurd finance inditutionsis
operationd
XIV. IFAD projects containing financia service components are adequately supervised

Stakeholder participation

(1) The poor, as active participants in the development of rurd finance, are not passive benefici-
aries but users aswell as owners of microfinance ingitutions (MFIs). This requires a definition and
sharpening of IFAD’ s poverty and gender focus in each project, taking the cutural and socio-
economic environment into account. WWomen and the very poor are among the ultimate decision
makers, together with their representatives in self-help groups, MFI networks and NGOs. For ex-
ample, empowering the poor as shareholders of MFIs |leaves the choice to them, rather than to
IFAD and the government, concerning high lending rates with rgpid growth of loanable fundsvs. low
lending and growth rates.

(I1) Stakeholder coordination at national level ensures an integrated approach to rurd finance.
Participants identify gaps, agree on basic principles of poverty dleviation and microfinance devel-
opment, influence the policy and legd framework, initiate the necessary programmes, and monitor
the impact on indtitutions and users. They support competition, but avoid mutually destructive ap-
proaches, such as dole-outs.

(111) An international dialogue on therural finance policieseases innovations, provides a
back-up to nationd interventions and gives direction to internationd movements for poverty eradica-
tion and microfinance. It may aso lead to caution among donors, who are more successful in sup-
porting ongoing market- processes and activities than initiating them.

Building arural financial infrastructure

(V) Basic strategies for the development of rural finance with outreach to the poor need to
be tested and disseminated, rather than just mechanically replicated, within a given socioeconomic
environment. IFAD will engage in a didogue with governmenta and other agencies to encourage,
and support initiatives like the following (with indicative examples):

Reforming and expanding MFIs (CARD Rurd Bank, Philippines;, Box 2.11)
upgrading and maingreaming informal and semiforma MH s (BancoSol, Bolivia)
promoating networks and apexes (Nationa Board of Community Banks, Nigeria)
adapting (downgrading) commercia banks (Hatton National Bank, Sri Lanka)
transforming credit programs into user-owned MFIs (SFDP, Nepal; Box 2.9)
reforming the rurad banking and cooperative sectors (rural banks, Philippines)
reforming agricultural development banks (BRI, Indonesia; Box 2.12)

linking banks with MFIs and sdf-help groups (Apraca & Afraca programs)
indtitutiond innovations (financia service asociaions, Africa; Box 2.2)
Grameen banking (Grameen Bank, Bangladesh; see dso Box 2.11)

fadlitating private initiatives through lega status (rurd banks, Ghana, Indonesia)
specid drategies for marginad and upland areas (caisses villageoises, West Africa)
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Each of these gpproaches requires detailed eaboration, which isfound in the indicative examples
listed above and related backup documentation; and in IFAD’s Rural Finance Working Papers.
Three gpproaches are presented in more detail below and in Annex 2: upgrading nonformd financial
inditutions and sef- help groups; the establishment and enhancement of MF networks and agpex or-
ganizations, and agricultura development bank reform.

(V) Informal financial ingtitutions, based on self-help, are upgraded and mainstreamed.
Given the prevaence of the informd financia sector and its capacity for adgptation and innovation,
specia support may be given to informd financid inditutions, among them financia saif-help groups
in particular. Thismay entail enhancing management skills and operationd practices; transforming
rotating associations, funera societies, deposit collectors and Smilar informd inditutions into finan-
cid intermediaries with a permanent loan fund; utilising opportunities for maingtreaming and upgrad-
ing to regular financid inditutions, and entering into linkages with the forma sector. A particular
strategy to be supported by IFAD might be upgrading & mainstreaming through networking
among informal IFIsas an incentives-driven option. IFIsmay be offered assstance to estab-
lish anetwork and enlist as members.

The network may beregistered under | Box3.2: o . .
asuitdz)lelegd form: as an associa Mainstreaming : a stepwise incentives-driven servicetolFls
tion, a foundation, a cooperative and Mainstreaming Incentive

a/e']tudly peth)S, a ah|ghe‘ a/olu_ 1. Registration Basic training (accounting)

. . : 2. Reporting Financial management training

j[IO _E 3_ stage, aformd financial ape 3. Lega status Consultancy servicesin good prac-
inditution. The network may offer tices

services as an incentive to join: train 4. Prudential norms | Liquidity exchange and refinancing
ing’ Corﬂﬂtmcy, book- k%p| ng tools, 5. Supervision Accreditation with aseal of quality

legal assstance, exchange of experi-
ence, interest representation, bank linkages, diadogues with loca and nationd authorities, auditing
services and liquidity exchange. As members of the network, the IFls are free to choose whether
they remain nonforma network members or, with network assistance, seek aforma status for them-
saves. Incentives for mainstreaming are given in Box 3.2.

(V1) Networ ks of MFIsand apex organizations are promoted and expanded. They are assisted
in providing centra services, such asinterest articulation and policy dialogue, training and consu-
tancy, self-regulation and supervision, liquidity exchange and bank linkages, research and develop-
ment, information dissemination, and donor linkages

(VI1) Agricultural development banks (AgDBSs) are transfor med into sustaingble providers of
microfinance, or closed, asin many parts of Africaand Latin America. For example, the reform of
BAAC in Thalland and BRI in Indonesia has turned them into the biggest providers of microsavings
and microcredit services (see Box 2.12). Experience has shown that AgDB reform requires a com-
plex approach (detailed in Annex 2):

activating the politica will to reform or to close down

adequate reform dtrategies (among them privatization as one dterndive)
an effective planning process

operationa autonomy and freedom of political interference

an gopropriate legd and regulatory framework with prudential norms

ASANENENEN
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financid restructuring

organizationa restructuring

human resource development, including staff retraining

an effective ddlivery system (a decentralized network of branches as profit centers)
demand-driven financid products

financid sugtainability

effective internd and externd supervison.

ASANENE VRN N

IFAD’s specid focus will be on the reform of the AgDBS microsavings and microcredit services to
smallholders and microentrepreneurs with their self-hep groups and informd financid inditutions.
AgDB reform exceeds the capacity of IFAD and requires an explicit joint strategy as well as cofi-
nancing with the World Bank and the regiona development banks. In countries where state-owned
enterprises (SOEs) are among the mgor customers of AgDBS, the cleaning up of the bank’ s portfo-
lio of bad debts may require prior consolidation of the SOEs. Close cooperation, initiated by IFAD,
with agencies such asthe regiond agricultura credit associations (Afraca, Apraca, Nenaraca) and
CGAP sworking group on AgDB reform is expected to contribute to the generation of the political
will to reform.

Institutional sustainability with outreach to therural poor

(VI11) Sef-sustained ingtitutions are socidly integrated and accepted. They mobilise their own
resources, cover their costs and preserve the value of their capital, thereby generating the income for
the dynamic growth of their outreach to the poor. Sustainability and self-reliance are long-range
godsto be gradually attained, not overnight. Of crucid importance are demand- oriented financia
products, market-driven interest rates for savers and borrowers, operationd efficiency, adequate
risk management, incentives for timely loan repayment, prudential tandards, interna control of port-
folio quality and good practices, and staff performance incentives. Annual audited balance sheets are
amust. Group technologies may be promoted if found cost-€effective, particularly among the very
poor and in margina aress. Individud lending technologies may be promoted, particularly in high-
potentia areas. Recently successful product innovations that may be promoted include: short-term
adl-purpose loans with regular (i.e., monthly, weekly) instaments from noragriculturd incomes and
no grace period; reciproca products of long-term contract savings combined with access to long-
term loans (matching assets and liabilities); tied doorstep collection of savings and ingaments
(minimizing user transaction costs); savings-in-kind (e.g., grains, livestock) in inflationary econo-
mies, loans-in-kind in undermonetized economies; and food- and- deposits-for-work in remote areas.
IFAD may aso cautioudy support insufficiently-tested innovations such as professionaly managed
MFH rating agencies, credit information systems, and apex funds.

(1X) Good practices, including adequate MIS software, are collected, tested and disseminated.
Theinformation isto be identified through result-oriented action research — for example, on indige-
nous inditutional knowledge, financid innovations for the poor, and special gpproachesfor margina
and upland areas. Maintaining the local terminology of upgraded informa financid inditutions can be
important in order to ensure a sense of cultural ownership. In inflationary economies, the promotion
of savingsin-kind (e.g., grain, livestock) may be more appropriate than monetary savings. Coopera-
tion with internationd research indtitutes, regiona associations and donor consultancy groups or
committees, is essentid. This may include the promotion of anetwork of national and regiona bark-
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ing and microfinance research and training inditutes. Suitable media for the dissemination of good
practices, include workshops, exposure training, technical papers and awebsite with materials from
the staff of IFAD and its partners.

(X) Domestic and exter nal resour ces are mobilized to build a susainable rurd financia system
for the poor. Externa resources comprise credit lines and equity participation in MFIs or gpex
funds. They are geared to the strengthening of domestic resource mobilisation & al levels and the
efficient alocation of scarce resources to high-yieding invesments of the poor. The level of externd
indebtedness and the impact of external resources on productivity and returns need to be carefully
monitored.

Regulation and supervision

(X1) A conducive palicy environment isaprerequisite for an efficient rurd financid system. This
requires macroeconomic stability; the liberdization of interest rates, exchange rates and prices, and a
legal system protecting property and land use rights, the autonomy of financid inditutions and due
legd process.

(XI11) Prudential regulation and supervison (R& S) of financid inditutions has been cruciad for
the evolution and stability of now mature systems of microfinance. It is a service which benefits both
owners and users of MFIs. R& S requires appropriate lega formsfor MFIs, prudentid norms, sdif-
regulatory organs of MFl networks under a centra regulatory authority, and effective supervison
with sanctioning power. Informal financid inditutions may be offered incentives for voluntary regis-
tration with a network and for upgrading to higher-leve legd forms. Financia cooperatives, which
are registered under a ministry of agriculture or cooperatives, are to be effectively regulated and s
pervised by the appropriate financia authority. The financiad hedth of MH s, including cooperatives
and AgDBs, isto be protected by specia safeguards againgt ingppropriate loan channdlling and tar-
geting. Stakeholders respond to the challenge of developing a conducive system of R& S through
continud diadogue.

(X111) Supervision of IFAD projects containing financid components requires adequately regu
lated and supervised executiving banks and MFIs. Performance measurement, internal control and
annua audited balance sheets are essentia (see Annex 3). Adherence to the groundrules of ingtitu-
tional sustainability is made a conditionality for the selection of cooperating indtitutions. IFAD moni-
tors the phased achievement of project objectives and conditiondities, in particular its impact on ru-
ra financid inditutions, domestic resource mobilization for poverty dleviation by MFls, and externd
indebtedness. IFAD stores the resultsin its ingtitutional memory and makes them available through a
website and other suitable media. Evaluation research by OE and independent research ingtitutions
may gresatly contribute to the quality of projects and their supervision.

4. Instrumentsand procedures [under congtruction]

Rurd finance plays a crucid rolein the fulfilment of Ifad’s mandate: to improve food production sys-
tems and the income, productivity and nutrition of the rurd poor. Ifad’s main instruments are loans
and grants including cofinancing grants entrusted to it, which are provided with due attention to
economy, efficiency and socid equity. Through its financid support, IFAD strengthens the capacity
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of rurd financid inditutions to mohilise domestic resources and alocate them efficiently to high-
yielding productive and other purposesin rural aress. Its specid focusis on a market- and demand-
driven gpproach to empowering the rural poor as users and owners of locd financia ingtitutions.

The instruments and procedures gpplied by the Fund are laid down inthe IFAD Loan and Grant
Administration Operational Manual. L oans are provided on highly concessond, intermediate or
ordinary terms, depending basicaly on the GNP per capita of the member country. Loans are given
to governments or, in some casss, to financid inditutions with full government guarantees. As most
of the loans follow an integrated devel opment approach and cover severd of the main areas identi-
fied for support, they are not officidly differentiated into specific lending instruments and may be
used for any aspect of the system of rurd finance described in chapter 3 and annex 2. The efficiency
criterion requires that loans are given only for projects with expected net efficiency gains, taking into
congderation that loans will have to be repaid from income earned in nationa currencies of mogtly
decreasing vaue,

Grants, which are limited to 7.5% of the resources committed in any financia year, are more flexi-
ble. They may be given to public or private, regiond or locd inditutions. They may be used for re-
search & development activities related to risky indtitutiona and financid innovations; stakeholder
participation and policy didogue; dissemination of experience and training, including exposure pro-
grams, project preparation and specific components; the promotion and upgrading of informa fi-
nance, saif-help groups and NGOs; or similar purposes.

IFAD’s resources may be used either for direct assstance to rura finance systems and ingtitution-
building, or for the supply of externd liquidity as an indirect contribution to inditution-building. Asan
advocate of the poor, IFAD takes responsbility for the development of afunctioning system of rura
finance accessble to the poor, comprising key result areas B and C (Annex 2), using its resources
accordingly. In cooperation with its Sster organizations in the UN family, the Fund participatesin the
mobilisation of additional resources and the coordination of their use. Within the area of stakeholder
participation (key challenge area A), the main emphasis of its own resource use is on the incluson
of al categories of rural poor and their representatives a al levels of programme and project design
and implementation and in policy dialogue.

In the development of a differentiated rura financia infrastructure (key challenge area B), IFAD
focuses the use of its resources on the establishment and expansion of locd financid inditutions and
their networks, which give full access to the poor as savers and borrowers, and include them as
owners. Thismay comprise support for both the physica (buildings, equipment, etc.) and corporate
parts (for example, human resources, MIS) of rura financid inditutions. In close cooperation with
other donors and regiond associgtions, IFAD may aso selectively participate in the reform of agri-
culturd development banks (AgDBS). These have been neglected in recent years but, in many coun
tries, continue to be the biggest provider of rurd financid services. IFAD’s own focus hereis on the
promotion of sustainable microsavings and microcredit services to the rura poor.

Once arurd financid infrastructure of MFls and AgDB branches exists and expands, the main thrust
of IFAD’sassgtance is on sustainability and outreach (key challenge area C). It supports Strategies
and ingtruments which strengthen the ability of the rurd indtitutions to mobilise deposits, cover their
cogts, have ther loans repaid, increase their efficiency and make a profit to finance their expansion
and outreach to the poor. Thisincludes support for the training of personnd in the utilisation of these
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ingruments and for the establishment of appropriate management and incentive systems. Action re-
search on financia innovations and good practices, and the dissemination of results, may be sup-
ported more through grants than loans. A system of nationa and regiona rura and microfinance re-
search ingtitutions akin to CGIAR is il absent and presents a maor opportunity for IFAD’ sinter-
vention in cooperation with CGAP and other donors.

A conducive policy and regulatory framework (key challenge area D) is of fundamenta importance
for the effectiveness and sustainability of rurd finance. IFAD supports the government and networks
of rurd financid inditutions in diaogue and coordination measures. It expects other donors, including
bilateral agencies, to concentrate on the development of systems of prudentia regulation and on ca-
pacity-building a the leve of financid authorities. The Fund’s own support focuses more on the de-
velopment of the lower part of a system of delegated regulation and supervision, particularly on the
enhancement of sdlf-regulation and salf-supervison with effective enforcement of prudentia norms at
MF network level. IFAD will dso strengthen its own capacity for direct project supervison, which
is related to the capacity of its partner inditutions to ensure effective internd control and sdlf-
supervison.

The capacity of rurd financid inditutions to provide adequate financia services may adso be
strengthened through the supply of liquidity as part of an IFAD loan. The principa forms of liquid-
ity supply are credit lines and equity; others include credit guarantee schemes and start-up capita for
microinsurance schemes, plus innovations such as microleasing. Executing and intermediary finencd
ingtitutions must present annua audited baance sheets.

Credit lines may be provided to properly regulated and supervised development finance ingtitutions
(DFls) asretailers or to DFIs or gpex funds aswholesdersto local retail ingtitutions (cooperatives,
rurd banks, financiad sdlf-help groups, etc.). IFAD’s credit lines are designed to strengthen the sus-
tainability of the recipient intermediaries, particularly their capacity to mohilise their own interna re-
sources and build up a profitable lending business. This requires autonomy on the part of the inter-
mediary inditutions in determining interest rates, other terms and conditions of financia contracts,
and outreach to the poor and non-poor, as market segments. IFAD may contribute to the emer-
gence of apolicy framework permitting such autonomy by engaging in policy diaogues. Respect for
ingtitutional autonomy needs to be expressed in subsidiary loan agreements. Because of their distort-
ing effects, interest rate subsidies and adminigratively imposed targeting are rigoroudy avoided. At
the same time, IFAD makes every effort to have discrimination against women and other disadvan-
taged groups systematically reduced or abolished.

Credit lines are particularly effective in bridging atemporary shortage of loanable fundsin expanding
ingtitutions, provided the funds are employed profitably. Benchmark criteria concerning the gradua
subtitution of interna resources for externa credit need to be defined and monitored. Credit lines
are not a permanent solution for the absence of loca resources or for the lack of accessto financia
services. Any negative effects of credit lines on loca resource mobilisation and the governance of
locd financid indtitutions need to be monitored and remedied.

Equity participation isanew insrument evolving in IFAD, and has yet to be tested. It strengthens
the capitd base of rurd financid inditutions and, as an indirect consequence, their capacity for mobi-
lisng additiond interna resources and expanding their finanda services. It may aso be used to fulfil
legd minimum capita requirements and transform a credit NGO or other type of informa indtitution
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into a bank, which is then authorised to mobilise savings from the public. Equity participation tends
to avoid some of the specid risks associated with credit lines, such as mora hazard and adverse
selection of beneficiaries, which may lead to the misappropriation of funds or to default. Direct par-
tidpation in locd finandd inditutions is normally not feasible for IFAD. A specid effort should be
made to develop the instrument of equity participation in either gpex fund ingtitutions or in trust funds
which, in turn, provide equity or credit lines to microfinance inditutions. These funds are to be pro-
fessondly managed and commercidly run, and must remain independent of politica interference.
This may require specid indtitution-building support and safeguards from IFAD or other donors. The
legal foundations and operationd details are yet to be worked out. Strategic linkages with multilat-
erd, bilateral and private invesment companies or funds may be useful in the development and im-
plementation of this new instrumen.

Credit guarantee schemes, which are to induce commercia banks into microlending, are another,
highly leveraged form of the supply of liquidity. Like the rasing of equity and the granting of credit,
risk-management is one of the basic functions of financid intermediaries. It may need strengthening
through technica and financial assistance, but must not be replaced by donor money. Given the un+
promising record of financid assstance to government-run credit guarantee schemes, greet care
must be taken in the selection of partners and the design of programmes. Important criteria are pro-
fessond management of the scheme, a commercid orientation toward viability and feasibility, a
positive impact on outreach (additionality), and agreement on aschedule for the transfer of the
microcredit risk to the bank (exit option).

Microinsurance isanew field for IFAD. It may be provided by speciaized agencies or by rurd
and microfinance inditutions. The basic functions are loan protection and savings mobilization. Both
of these are in the interest of the indtitution, whereas individual protection isin the interest of the fam+
ily. Examples of viable microinsurance schemes are found in cattle, fire, hedlth, hospital and accident
insurance, some of them backed up by internationd reinsurers. Financial cooperatives and rura
banks, that have the poor among their shareholders, are among the potentid microinsurance provid-
erswhich deserve IFAD’ s gart-up support. In developing countries, most insurance continues to be
offered by informd financid ingtitutions and insurance associaions, which are based on the principles
of sdf-hep, sdf-reliance, viability and sustainability. Through assstance in the upgrading of such in-
ditutions and associations, and the dissemination of their experience, IFAD may greetly contribute to
the socid security of the poor.

Strategic linkages with multilaterd, bilatera and aso private donors will provide leverageto Ifad’'s
projectsin quantitative and quditative terms. Cofinancing, particularly with multilateral donors,
will mobilize the resources for larger projects and coordinated approaches, such asrurd financial
sector development, expansion of networks of microfinance indtitutions, establishment of centra
network services and gpex funds, and AgDB reform. Ifad as an advocate of the rural poor may also
take part as acofinancier in financid sector adjustment loans, financid intermediary loans, rurd sec-
tor loans, and technica assstance loans initiated by other donors.

IFAD has no permanent presence in the field. Through close cooperation with technical assis-
tance (TA) agencies, including UNDP and hilateral donors, IFAD may gresatly enhance the qudlity
of its projectsin terms of financid innovation and expansion. TA agencies with aloca presence may
aso provide direct adminigirative supervison and quality control services.
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IFAD may aso lend support to its partner organizations, including representatives of MFl networks
and the poor, for participating in policy dialogue by the IMF and the World Bank with govern-
ment. Policy didogue is an instrument that may directly contribute to the shaping of the macroeco-
nomic environment and the regulatory framework for rura financid inditutions. The active involve-
ment of IFAD and its partners in the diad ogue on gppropriate lega forms and prudentia norms for
rural microfinance inditutions may leed to alegd framework for private inditution-building initiatives
These may include rurd banks with moderate minimum capita requirements, financid cooperatives
and non-mutudist local inditutions with gppropriate capital adequacy ratios, apex banks or funds,
and the formation of networks of informa financia ingtitutions. Once established, IFAD may sLp-
port their expansion and consolidation.

IFAD’sfocus on profitable rura financid indtitutions and sustainable financia services for the poor
may open up new avenues of cooperation with the private sector. The Fund may actively pro-
mote three forms of cooperation: cofinancing of rurd finance initiatives together with internationa
private donors; cooperation with foreign banks in the provison of training and consultancy services
to decison-makersin partner inditutions and rurd financid inditutions; and the promation of link-
ages on the part of rurd microfinance indtitutions and self-help groups with commercid banks.

Follow-up

This policy paper isaliving document. It will be periodically revised, to incorporate recent innova-
tions and new indghts.

This draft will be discussed with members of IFAD’ s Executive Board in an informal workshop
scheduled for December 6, 1999, and, with due revisions, submitted to the Board in April 2000.

Once agreement has been confirmed on the guiding principles, regiond strategies and technica pa-

perswill be prepared. These will be made available in the form of Rural Finance Working Papers
through awebpage and in hardcopy.
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Annexes

For the annexes see Rural Finance Working Paper No. Al: IFAD Rural Finance Policy
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