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Evolution of thinking about financial services, growth, and poverty

Thinking about financial services and poverty has evolved a great deal since the early postwar period when decolonization began. At that time institutional structures designed to secure
growth and development were created. These included multi- and bilateral agencies, as well
as national planning commissions and, in most newly-independent countries, state
‘development’ banks. These last were intended to lend for agriculture and SMEs, with poverty
alleviation at least an implicit objective. In general the record of such banks has not been
encouraging, either in terms of achieving their objectives or of their solvency. A central
problem that remains, even today, is how to create sustainable financial institutions able to
provide adequate volumes of agricultural finance, and how to protect them from political
interference. With regard to the concerns of this colloquium, it is worth noting that the
problem is particularly acute in the case of demand for seasonal agricultural credit by the
poorest farm households. These are often least able to provide collateral acceptable to formal
lenders.
From the 1970s there was greater understanding of the role of financial sector development in
the growth process and of the dangers of ‘financial repression’. However for decades
governments in developing countries continued to attempt to meet agricultural and other
credit needs by channeling central bank credits through banks to ‘priority sector’ borrowers,
or by directing banks to lend their depositors’ funds to such borrowers. In some notable cases
the practice continues to this day. These and a host of other financially repressive measures,
such as credit guarantees and interest rate subsidies and caps, inflicted great damage on
financial systems and their capacity to mobilize and intermediate savings, as well as stunting
rural growth and development. An important critique of this situation, dating from 1984, was
titled Undermining rural development with cheap credit. A contributor to that book referred
to savings, in a memorable phrase, as ‘the forgotten half of rural finance’.1
From the late 1980s, the emergence of the Grameen Bank in Bangladesh drew attention to the
role of ‘microcredit’ for micro-entrepreneurs. The significance of informal sector activity and
the role of women had come to be better understood. Lack of access to credit was seen as a
binding constraint on the economic activities of the poor. Micro-loans delivered to groups of
poor women seemed to offer a simple and direct remedy. Unfortunately, in this scenario it
appeared that savings would continue to be ‘the forgotten half’ of rural finance.
Among the reasons for the appeal of the microcredit idea was that it is politically attractive.
Microcredit, as with ‘development’ credit before it, made an intuitively satisfying connection
between providing credit and removing poverty. And, as was seen during the earlier phase of
development bank activity, resources for microcredit could be made available through the
political process. State banks or agencies could be directed to lend, resources for lending
could be allocated in state budgets, and soft loans or grants for on-lending could be sourced
from international agencies. Further, sponsorship of credit by the State offered opportunities
for patronage, and this also was appealing (and remains so).
Less well understood was the notion that microcredit has to be sustainable, meaning that the
costs of lending need to be covered by the interest rates charged. Also, excessive emphasis on
credit to the exclusion of other financial services tends to obscure the need to develop organic
systems of financial intermediation, in which the mobilization of savings within a financial
system provides resources for the growth of credit and other services. Further, the financial
viability of micro-lending institutions depends on regular repayment from borrowers’
1
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cashflow. For this reason microcredit is ill-adapted to the provision of seasonal agricultural
credit. So this central problem of financial services provision for the rural poor remains.
This paper deals with a chasm between two schools of thought concerning micro-financial
services provision and poverty alleviation. On one side is the tendency (and this is scarcely an
exaggeration) to see a single element of the financial service equation, microcredit, as a kind
of magic bullet to be used against poverty. On the other is the school which sees the need for
the expansion and extension of capacity within financial systems so as to facilitate financial
intermediation and provide access to a broader range of financial services. This paper argues
the need for a systemic approach, and suggests the value of ‘financial inclusion’ as an
organizing principle for the necessary expansion and extension of financial sector capacity.
2.

From microcredit to microfinance, to financial inclusion

Internationally, energetic advocacy of the ‘Grameen Bank approach’ to microcredit proved
extraordinarily influential. This led to the first ‘Microcredit Summit’ of 1997 and to the
declaration of 2005 as the ‘International Year of Microcredit’. Over this period, however,
there was an increasingly negative reaction among development professionals to what was
thought to be excessive emphasis on credit and the corresponding neglect of other financial
services for the poor. Most important among these was access to savings deposit services. It
was a great irony that, by 2005 when the ‘International Year of Microcredit’ was celebrated,
virtually all professionals in the field had abandoned the term ‘microcredit’. Most described
themselves instead as ‘microfinance’ practitioners, and would have agreed broadly with the
definition of this term promoted by the Asian Development Bank:
Microfinance is the provision of a broad range of financial services such as deposits,
loans, payment services, money transfers, and insurance to poor and low-income
households and their micro-enterprises.2
This definition encompasses credit, but gives precedence to savings. It also includes newer
services that microfinance institutions had been learning to provide, such as micro-insurance,
and money transfers (remittances) as well as payments services, enabling people in remote
locations to pay government charges and utilities bills, even to ‘top-up’ the mobile phones
whose use is spreading so rapidly. However providing seasonal agricultural credit which is
both sustainable and non-politicized is a problem to whose solution the ‘microfinance
revolution’ has so far made only limited contributions3.
In recent years, in a negative reaction to the distortion of priorities implied by the term
‘microcredit’, attention has turned to ‘financial inclusion’ as an appropriate policy goal. This
concept may best be understood by considering its opposite, ‘financial exclusion’. This occurs
when particular social groups are excluded from access to financial services. People may be
excluded by remoteness from facilities, by inability to satisfy collateral or documentary
requirements, or by transaction costs and the service policies of financial institutions. An
appropriate definition of financial inclusion would be ‘the condition of having access to
relevant and sustainable financial services’, such as those described in the ADB definition,
above.

2

ADB (2000) Finance for the poor: Microfinance development strategy. Manila, Asian Development Bank.
In agricultural lending the bundle of risk held by the lender is highly co-variant. This means that misfortune
and repayment difficulties tend to affect all or most borrowers at the same time, a circumstance applying
particularly to poor cultivators with seasonal loans. The problem of managing such risk is not likely to be solved
by MFIs, or by specialized agricultural/rural banks, but rather by strong commercial ‘across-the-board’
institutions whose loan portfolios are sufficiently diverse, in terms of sectoral spread and term structure, to
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sustained financial development, occurring in a conducive policy and regulatory environment.
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Professor Muhammad Yunus was awarded the 2006 Nobel Peace Prize (jointly with the
institution he founded, the Grameen Bank of Bangladesh). An unfortunate consequence of the
award has been to imprint the concept of ‘microcredit’ ever more firmly into the popular
vocabulary (and the journalistic and political imaginations). The Nobel Committee’s citation,
and most of the media reports flowing from it, referred exclusively to ‘microcredit’. By
contrast, UN Secretary-General Kofi Annan’s carefully-worded acknowledgment of the
award did not mention credit, referring only to ‘microfinance’.
On the other hand, the Nobel award has also served to increase awareness of the importance
of access to financial services for the poor. While some commentators have questioned the
rationale for awarding the peace prize to an anti-poverty activist, I find the defence offered by
Reinhard Schmidt quite convincing:
Peace presupposes - among other things - that opportunities for success and social
participation are distributed in at least a fairly equitable manner. The social and
economic exclusion of people in individual countries poses a threat to internal peace in
these countries and, in the final analysis, to world peace as well, as has been made
sufficiently clear by events in recent years. People constantly face exclusion, not least
through the actions of banks. In fact, in many countries the banks deny the majority of
the economically active population access to the opportunities to improve their lives
which loans can provide. Those who, like the recipients of the prize, take effective
action to combat this form of exclusion are truly promoting the cause of peace in the
world.4
3.

Financial exclusion as a general phenomenon

This colloquium is concerned with the Asia-Pacific, and the unspoken assumption is that the
developing countries of the region deserve our full attention. However financial exclusion is
not simply a developing country phenomenon. It occurs in all countries. In developing
economies, where financial sector development is limited, considerations such as geographic
isolation, low population density and gender play a part in determining patterns of access. As
noted above, particular sectors, notably smallholder and peasant agriculture, with their
associated post-harvest and off-farm economic activities, pose special challenges for financial
service provision. A general problem in these economies is the inability of many lowerincome households to meet lenders’ requirements for formal physical collateral.
Inequality of access occurs also in developed economies, including Australia, where the
forces of privatisation and rationalisation impelled by the internationalisation of finance have
wrought massive structural changes in domestic financial markets. In some cases such
restructuring has led to the withdrawal of conventional financial institutions from particular
geographic areas or demographic categories. In other cases, increasing economic and social
polarisation has caused conventional financial institutions to focus their services on ‘high
yield’ market segments and to neglect others, such as low-income and otherwise
disadvantaged groups. Gender is a variable influencing access in developed member
economies as well as in the less developed.
In all economies the economic unit which experiences least adequate access to financial
services is likely to be the household. But there is an important distinction to be made here. In
the developing economies, households are disadvantaged both as units of production and
consumption. In the developed economies, households are disadvantaged primarily in their
role as units of consumption, given their generally quite limited importance in production.
This is not to deny the existence of household production units (or 'microenterprises') in
4

Translation of an opinion piece by Professor Schmidt in Die Zeit, 26 October 2006, communicated to the Ohio
State University DevFinance discussion list by JD Von Pischke.

Financial inclusion as an organizing principle for poverty alleviation

5

developed economies which may suffer from 'financial exclusion', but their relative
significance is very minor. While the thrust of this paper is to consider the financial exclusion
of developing country households, regarded as the primary units of both production and
consumption in those economies, it is worth remembering that achieving higher degrees of
financial inclusion will improve the welfare of households in all economies.
Thus in all economies there are population groups whose members, in consequence of
'financial exclusion', face obstacles in realising their economic and social potential5. This is
most commonly because their income levels and the quantum of their financial service needs
are pitched substantially lower than those of the groups which have access to formal financial
services. This is not to say that deprived groups are always minorities. They are often a
majority by number (though certainly not by share of income) within their economies. In the
least-developed economies formal financial institutions may serve only between 25 and 50
per cent of populations and the range of services available to most clients of formal financial
institutions is very limited.
4.

Access to financial services and poverty

The financial service needs of the poor are simple but their satisfaction can be life-enhancing.
The poor need access to convenient, liquid and safe deposit services which are protected
against inflation by positive real rates of interest. With savings in reserve the poor are able to
smooth their consumption expenditures in the face of uncertain income streams. Savings give
households a shield against catastrophic events, whether affecting individuals or entire
communities. Misfortunes such as illness or bereavement, or destruction due to natural
disasters, might otherwise force the vulnerable to divest productive assets, tipping them over
the divide between meagre sufficiency and poverty. Access to deposit services also assists the
recipients of ‘lumpy’ income flows, such as remittances or periodic crop receipts, to manage
these more efficiently and prudently. This applies to domestic remittances in countries where
internal migration is significant, but also in those countries with significant numbers of
absentees working overseas. In either case, access to efficient and reasonably-priced
remittance services can provide considerable welfare benefits.
Households in remote locations can benefit from payments services that greatly reduce the
transaction costs, in time and money, of meeting a range of financial obligations.
Microfinance institutions (MFIs) are often able to reach into areas too remote for formal
financial institutions and government agencies. However in partnership with such agencies
they are able to arrange payments for utility fees, government charges and other obligations
for such households. There is also scope for households to receive payments from agencies of
government, such as pensions, lease rentals and crop receipts, where applicable. Microinsurance is another financial product with potentially profound welfare benefits for poor
households. Micro-insurers are learning how to pool risks among clients to provide simple
forms of cover against contingencies such as death and illness. MFIs may offer cover to
clients as an element in loan contracts, or arrange various forms of protection for savings
depositors upon payment of an additional fee. While still rudimentary, micro-insurance is a
5

In 2003, the term ‘financial exclusion’ entered the lexicon of the Asia Pacific Economic Cooperation process
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incorporate the financially excluded’. See John Conroy, ‘APEC and financial exclusion: missed opportunities for
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of financial exclusion in a developed APEC member economy, Australia.
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growth element in the broader micro-financial services industry. Another development is a
variety of long-term savings schemes that offer quasi-pensions to clients.
Poor households benefit from access to credit, which can increase the productivity of their
labour in microenterprise activities. Access to credit from alternative sources can also free
poor households from exploitative financial relationships with moneylenders. Further welfare
benefits may occur if microcredit is not restricted to financing narrowly-defined ‘productive’
activities. Recognizing the fungibility of money, which makes it difficult for lenders to know
exactly how borrowers use the funds they receive, many MFIs are prepared to lend for a wider
range of welfare-enhancing purposes. These may include family needs, including school fees,
and the purchase of consumer durables.
However the expansion of microcredit can encounter the problem of limited absorptive
capacity. This is particularly the case with mass credit schemes, where resources available for
lending have increased dramatically due to policy interventions and international assistance.
In such circumstances, ill-prepared borrowers may use funds wastefully and incur debt. Thus
an observer says of India, where group lending schemes have multiplied enormously in recent
years, that ‘with too much money chasing too few good ideas for bootstrap businesses, some
microlenders don't bother with a lot of due diligence’6. Absorptive capacity can be a particular
problem in situations where the ‘informal sector’ of economic activity is ill-developed, so that
recipients of credit are aware of only a very limited range of production possibilities and
market opportunities. In section 7, below, such limitations are taken as a key element in
characterizing one particular group of Asia Pacific economies.
The expanding scope of MFI activities and the numbers of people whose lives they touch
raise important prudential issues for practitioners and regulators. Whether, to what degree,
and when microfinance should be subject to official regulation is a live issue in many
countries. Where governments have yielded to what in the literature is called ‘the rush to
regulate’, the result sometimes has been to stifle innovation. In certain countries, collective
efforts by MFIs to agree upon and disseminate performance standards have contributed to an
understanding of best practice for the sector as well as its regulatory needs.
5.

Efficiency and equity implications of financial inclusion

At the macro-level, there is a strong case for greater financial inclusion as a beneficial
influence on both economic efficiency and distributional equity in developing economies. In
terms of its contribution to efficiency, extending deposit services to larger numbers of people
supports the processes of financial deepening and intermediation, which are positively
associated with economic growth. This is true even though the addition of millions of the poor
to the customer base of formal financial institutions may make relatively little difference to
the size of their aggregated balance sheet. However the poor can demonstrate a surprisingly
high propensity to save when served by efficient deposit-taking institutions in a supportive
policy (and especially interest rate) environment.
Other efficiency benefits flow from increasing the financial inclusion of microenterprises and
low-paid industrial workers. Access to financial services improves productivity within the
microenterprise sector and thereby has a beneficial impact on an economy’s overall
competitiveness. This stems from the capacity of microenterprises to supply wage-goods and
(perhaps especially) services to the industrial workforce. For developing economies to exploit
comparative advantage in manufacturing based on low labour costs, it is necessary for
workers to have access to low cost wage-goods and services. It is the comparative advantage
of microenterprise to produce such goods and services, which can form a substantial
6
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proportion of the consumption-basket of manufacturing workers. This is especially the case
where workers are employed away from their homes and families. In such circumstances,
microenterprises spring up to serve the needs of that workforce. Street stalls supply food and
drink, while other microentrepreneurs offer ‘homestay’ accommodation, minibus transport,
outdoor haircuts, tailoring and a host of other workers’ needs.
Increased financial inclusion of industrial workers themselves (aside from the
microenterprises that serve them) can also contribute to competitiveness. Providing deposit
services assists industrial workers to accumulate savings. Funds transfer services can reduce
the transaction costs of remittances to such workers’ families. The combination of cheap and
appropriate wage-goods and services supplied by microenterprise, together with financial
services that increase the net rewards of participation in the industrial workforce, tends to
reduce upward wage pressures in the manufacturing sector and thereby to maintain its
competitiveness7.
In terms of distributional equity, there is a convincing argument that greater financial
inclusion improves income distribution. Access to finance benefits both production and
consumption within poor households. With regard to consumption, access to financial
services and the improvements in financial literacy and discipline that it brings can increase
the efficiency with which households spend their money. With respect to household
production, microenterprise activity stimulated by access to financial services enables the
benefits of economic growth to be more widely shared. This applies particularly to femaleheaded households, which are over-represented among the very poor and are a particular
target group of microfinance. More robust informal sector economic activity stimulated by the
financial inclusion of microentrepreneurs and their clientele may also assist in cushioning the
shocks of adjustments that are required of economies in the face of changing comparative
advantage.
6.

Pro-poor growth or ‘pro-poor financial development’?

The subject of this colloquium is ‘pro-poor’ growth, whereas the focus of this paper is on
what might be called ‘pro-poor financial development’. I have to show a meaningful
connection between these two concepts. A starting point is to acknowledge the causal
relationship between financial development and economic growth.8 The next link to be made
is a causal connection between growth and poverty reduction. This latter relationship has been
asserted by Dollar and Kraay, in an influential study that describes a strong ‘empirical
regularity’ observed across a sample of 92 countries over four decades, that ‘when average
income rises, the average incomes of the poorest fifth of society rise proportionately’.9
However, with respect to the growth-poverty link, Peter Warr notes that ‘[t]here is significant
variation of individual country experience around the average result that [Dollar and Kraay]
report. Growth may have greater or smaller effects on poverty reduction, depending on initial
conditions, the nature of the growth process, and the policy environment in which the growth
takes place’. Thus it is not sufficient to rely simply on growth to maximise poverty reduction.
7
With respect to both Pacific Forum countries and Timor Leste, I have argued that greater financial inclusion
supporting more robust informal sector activity could assist in ameliorating the wage-cost disadvantage these
small states typically suffer. See Successful microfinance in the Pacific (footnote 13, below) and Timor Leste:
Access to finance for investment and working capital (footnote 14).
8
See, for example, the review by Levine, Ross (1997), ‘Financial Development and Economic Growth: Views
and Agenda’, Journal of Economic Literature, 35: 688-726, which surveys the substantial literature tracing the
causal relationship between financial development and growth. See also Levine, Ross, Norman Loayza and
Thorsten Beck, ‘Financial intermediation and growth: Causality and causes’, World Bank, Development
Research Group, Macroeconomics and Growth, Policy Research Working Paper, No 2059 (1999).
9
Dollar, David & Art Kraay (2002), ‘Growth Is Good for the Poor’, Journal of Economic Growth, vol. 7(3),
195-225.
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The setting and circumstances in which growth occurs, and perhaps especially the policy
environment governing the process, are important for assuring that growth will benefit the
poor. Indeed, as Warr concludes, ‘[i]t seems inescapable that for almost any poor country,
policies directed at promoting economic growth must be at the core of a long-term poverty
reduction strategy. But it is also clear that different forms of growth will not reduce poverty
equally’10.
If economic growth leads to poverty reduction (albeit to a greater or less extent in individual
cases, as Warr points out) what then is the meaning of ‘pro-poor growth’? Warr’s comment is
persuasive:
For most observers of economic affairs, the meaning of pro-poor growth may seem
obvious. It is growth of economic output that benefits the poor. If the reduction in
absolute poverty is accepted as the measure of benefit for the poor, the greater the
reduction in poverty incidence that growth generates [ie, in any one country], the more
pro-poor it is. Since economic growth generally does benefit the poor to some degree,
the important empirical question is not whether growth is or is not pro-poor, but what
influences the extent to which it is pro-poor [again, in any one country]. The search is
thus to find the kinds of economic growth for which the rate of poverty reduction is
greatest, as well as to find the economic policy strategies that can produce growth of
this kind11.
How does this relate to financial development? As mentioned above, financial development
supports aggregate economic growth, while growth itself reduces poverty. But is there a direct
causal influence, running through from financial development to poverty reduction? The
Dollar and Kraay study found that several postulated determinants of growth, including the
extent of financial market development, had little systematic effect on the share of income
that accrues to the poorest, the lowest 20 per cent. A more recent paper (Beck et al, 2006)
summarizes the state of knowledge in these terms: ‘[a]though a large literature finds that
financial development produces faster average growth, researchers have not yet determined
whether financial development benefits the whole population equally, or whether it
disproportionately benefits the rich or poor’.
Beck and his colleagues (2006) claim to have solved this puzzle. On the basis of a new crosscountry analysis, they assert, first, that financial development induces beneficial impacts on
income inequality, second, that it exerts a disproportionately positive impact on the relatively
poor and, third, that it is also strongly associated with poverty alleviation12. These findings are
subject to various qualifications and are still in draft form but are in any case subject to an
important caveat. The authors caution that ‘…. although our results show the importance of
financial intermediaries for the poor, they are silent on how to foster poverty-reducing
financial development. Future work needs to examine the linkages between particular policies
toward the financial sector and poverty alleviation’.
This raises the question of what pro-poor financial development policies might look like.
Perhaps conscious attention to financial inclusion could assist in establishing a pro-poor bias
in financial development. This, in turn, might assist in finding what Warr described (above) as
‘the kinds of economic growth for which the rate of poverty reduction is greatest’.
7.

10

Achieving financial inclusion in developing countries of the Asia Pacific

Peter Warr (2005), ‘Pro-poor growth’, Asian-Pacific Economic Literature, 19(2), 1-17.
Warr, op. cit. I have added the italics and material in square brackets for emphasis and clarification.
12
Beck, Thorsten, Asli Demirguc-Kunt, and Ross Levine (2006) ‘Finance, Inequality and the Poor’,
www.econ.brown.edu/fac/Ross_Levine/Publication/Forthcoming/Forth_3RL_Fin%20Inequalily%20Poverty.pdf
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The term ‘financial inclusion’ does not supersede the term ‘microfinance’ (even if it is
designed to bury ‘microcredit’). However financial exclusion in developing countries is a
more general problem, to which microfinance is one of a number of possible solutions. We
need to think in a more ‘systemic’ manner, to consider how financial systems might be made
more inclusive. A variety of financial solutions, provided by a wide range of financial
institutions and delivery mechanisms, will be necessary to eliminate financial exclusion. We
need to consider not just the creation of new specialized ‘microfinance institutions’ (MFIs) in
developing countries, but also to think about how more orthodox financial institutions,
including commercial banks, credit unions and savings and loan cooperatives, might be able
to reach out to lower income and isolated households currently suffering exclusion. Although
not themselves MFIs, they can learn to offer microfinance products and to tap into market
segments previously unexplored. Experience is showing that a wide range of financial
institutions can ‘do’ microfinance.
In this connection an important distinction should be made, that between systemic changes
designed to increase financial inclusion, on the one hand, and the ubiquitous microcredit
‘scheme’, on the other. Efforts at constructive financial system development are always and
everywhere preferable to microcredit ‘schemes’. The latter are usually short-term in focus, are
sometimes politically-inspired, and are often designed as ‘add-ons’ to activities in other
sectors, such as agriculture or community welfare, rather than as ends in themselves. Donor
agencies are particularly culpable in this regard; it is common to find their sectoral specialists
rounding off project designs with an unsustainable ‘revolving fund’ (itself a tacit admission
that there is a gap or deficiency in the financial system of the recipient country). Far less
common (at least in Pacific island states) is any donor action to remedy systemic deficiencies
in institutional, regulatory or policy environments for financial service provision to rural and
low-income populations.
The geographical scope of this colloquium is the ‘Asia Pacific’ region which, even excluding
developed economies such as Australia, New Zealand, Japan and Korea, remains as a most
disparate group of economies and societies. In an effort to achieve some useful
generalizations, it may be helpful to consider the dichotomy between two stylized sets of
countries: ‘the island Pacific’ on the one hand and ‘monsoon Asia’ on the other. These may be
taken, heuristically, as representing contrasting settings in which economic structures and
financial systems are sufficiently similar (within each group) and different (between the
groups) as to require distinctly different approaches to achieving financial inclusion. This
brief account will ignore the complications posed by the presence of transitional economies
(China, Vietnam) in ‘monsoon Asia’ in favour of a broad-brush treatment.
8.

Stylized accounts of ‘the island Pacific’ and ‘monsoon Asia’

In most of the economies of the island Pacific, a marked disjuncture persists between the
economic activities occurring in a monetized, or ‘modern’ sector, and those that typify the
‘traditional’ or subsistence sector. When they are compared with many other developing
nations at similar levels of per capita income, it is apparent that there is a kind of ‘missing
middle’ in these island economies. This is the gap between an introduced economic system
and the traditional system of subsistence production based on households’ access to land and
fishing grounds. Practically all productive activity takes place close to either end of this
‘modern’/’traditional’ continuum and there is relatively little economic activity occurring on
the middle ground. Further, Pacific Islanders find it difficult to make the transition from one
end of the continuum to the other13. An alternative option has been for island communities to

13

The implications for financial sector policy of the ‘missing middle’ in island Pacific countries are explored in
John Conroy, ‘Successful microfinance in the Pacific: achieving financial inclusion’, paper prepared for the
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pursue a strategy of investing in the education of their children, to prepare them for
employment in distant labour markets, and to benefit from the resultant inflow of
remittances14.
Achieving the transition to commercialized agriculture and creating opportunities to earn
income outside agriculture, including informal sector opportunities, remains a primary goal of
economic policy in the island states of the Pacific which are a focus of Australian external
assistance, as well as in Timor-Leste. Indeed, although the point is commonly neglected, the
transition from subsistence should be the starting point of private sector development in the
many countries of the island Pacific subregion where considerable productive resources of
land and labour remain tied up in the traditional economy. Increasing access to financial
services, including micro-financial services, is certainly part of the solution to achieving the
necessary structural changes in these economies15.
The limited extent of specialization and market exchange in the traditional Pacific island
economies was in marked contrast to traditional economic systems elsewhere as, for example,
in monsoon Asia. Quite apart from massive differences in population scale, in monsoon Asia
the tradition of household crafts and manufacturing, the relatively early use of money as a
medium of exchange, and the emergence of a complex division of labour in manufactures and
services, all facilitated domestic trade. While the great majority of households remained
anchored in agriculture, families developed post-harvest and off-farm sources of income to
supplement their agricultural incomes. With declining land availability and urbanization,
households no longer able to rely primarily on agriculture and with limited access to wage
employment became increasingly dependent on self-employment in trade, services and petty
manufactures for livelihood.
While some households prospered and grew to operate medium- and large-scale enterprises in
the modern economy, most continue to operate modestly at the level of the household,
pursuing a wide range of trades and occupations. Many or even most such households also
receive remittances from family members who are absent as long-term or seasonal migrants.
For these households in monsoon Asia the informal economy is a source of income for family
members who cannot be accommodated in formal sector wage-earning jobs. It serves as a
means of alleviating poverty and sustaining livelihoods among the poor.
Thus in wide areas of monsoon Asia, there is no ‘missing middle’, but rather a complex and
highly diversified set of economic activities, in which many households tap multiple sources
of income. And while there is some comparable economic activity in the towns of island
Pacific countries, it is much less diverse and of considerably less significance overall. Thus,
among the many differences in economic structure that could be distinguished between ‘the
island Pacific’ and ‘monsoon Asia’, one characteristic appears to have particular relevance for
the discussion of financial inclusion and poverty. This is the degree to which informal sector
economic activity has emerged and flourished, either as an alternative to waged employment
in towns, or as a supplement to agricultural income in rural areas.
Pacific Islands Forum Secretariat and tabled at the Forum Economic Ministers’ meeting in Honiara, July 2006.
See http://www.microfinancegateway.org/content/article/detail/35291
14
For a case study of investment in education to prepare children for internal migration, see Carrier, James and
John D Conroy, ‘Education and Development on Ponam Island’, in Conroy, John D (1982) pp 67-81 (referenced
below). For an early reference to Pacific islander investment in education for international migration, see Conroy,
John D. ‘Some Economic Aspects of Education in Very Small States’, pp 49-65, in Conroy, John D (1982),
Essays on the Development Experience in Papua New Guinea, Port Moresby: Papua New Guinea Institute of
Applied Social and Economic Research, Monograph No. 17.
15
This case is argued in the writer’s paper ‘Successful microfinance in the Pacific’ (footnote 13, above) and for
Timor Leste in John Conroy, ‘Timor Leste: Access to finance for investment and working capital’, report
prepared for the World Bank and the Government of Timor Leste, at
www.microfinancegateway.org/content/article/detail/33766
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These thumbnail sketches of economic structure have focused on processes including the
transition from subsistence, the development of markets and the emergence of differentiated
economic functions and occupations, in two contrasting economic settings. We should now
consider what implications the differences between ‘the island Pacific’ and ‘monsoon Asia’
might have for policies designed to eradicate financial exclusion in these two subregions. The
starting points and priorities for action are unlikely to be the same in each case.
9.

Approaches to financial inclusion in ‘the island Pacific’ and ‘monsoon Asia’

From the 1980s, when attention turned to microcredit as a panacea, minority voices
supporting a ‘financial systems development’ (or systemic) approach to providing financial
services to the poor were largely drowned out. More recently, in response to the singledimensional character of the ‘microcredit revolution’, attention has turned to the need for a
more holistic approach, to secure the ‘financial inclusion’ of the poor. Financial inclusion is
now recognized as having considerable power as an organizing principle for action to
eliminate poverty16. This has given renewed impetus to arguments for the systemic approach.
Systemic approaches to achieving greater financial inclusion are suggested in the material in
Appendix 1. This describes the differing priorities for successful development of householdbased enterprises in the ‘Pacific’ and ‘Asian’ settings. The contrasts flow from significant
differences between these regions in the scope and significance of informal sector economic
activity. Based on these differences in economic structure, the Appendix lists the financial
service needs of households in each of the two regions. To put the necessary services in place,
each region requires a somewhat different set of policy and regulatory initiatives, (although
the differences are primarily to do with emphasis and sequencing). The two regions also
require separate menus of financial system innovations, though again the differences between
them are largely of timing and emphasis. Finally, Appendix 1 contains recommendations for
governance and supervision arrangements appropriate to each of the regions.
From this schema it might be expected that the ‘island Pacific’ states will continue down the
path of financial development previously traveled by the states of ‘monsoon Asia’. No such
crude determinism is intended, but notwithstanding the different characteristics of the two
‘regions’, certain imperatives of financial development must find a positive response in the
Pacific island states if they are to succeed in increasing the degree of financial inclusion of
their populations.
I will not discuss these issues in detail since the principal objective of this paper is to consider
the meaning and significance of financial inclusion, its value as an organizing principle for
action to eliminate poverty, and the need for a systemic approach to the subject. My purpose
has been to show the consequences of exclusion and the importance of acting against it, rather
than to spell out in detail the actions needed. That is the subject of a whole other literature.

16

See United Nations (2006), Building Inclusive Financial Sectors for Development, available at
www.bluebook.uncdf.org
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APPENDIX 1
Pathways to increased financial inclusion
Priorities for
household
enterprise
development

Financial
service
needs of
households

Necessary policy
and regulatory
initiatives to
secure greater
inclusion of
households

‘the island Pacific’
1. Achieving the transition from
subsistence agriculture by
producing and monetizing
surpluses of traditional staples
2. Shifting to higher value crops,
post-harvest processing and offfarm economic activities,
specifically for market and
requiring more capital
3. Inculcating financial literacy
and discipline in households,
from a very low base, derived
from their successful savings
experience and learning to
mobilize household resources;
experience prepares households
for access to a range of financial
services

1. Access to safe, liquid,
accessible deposit services,
bearing positive real rates of
interest
2. Funds transfer and remittance
services
3. Others, including credit (which
may be accessed periodically to
augment household resources of
working capital, and human and
physical capital)
1. Liberalize interest rates,
eliminate politicization, subsidies
and credit guarantees
2. Maintain conducive
macroeconomic (especially
interest rate) environment
3. Assure conducive telecoms
regulation, to lower costs and
harness ICT for rural financial
services

‘monsoon Asia’
1. Increased productivity of
monetized household production,
driven by capital accumulation
(including borrowing) and
investment
2. Household enterprises become
incorporated into supply chains,
involving relationships with larger
and more formal enterprises. They
require access to a wider range of
financial services and may graduate
from ‘micro’ to ‘small’ status and/or
to the formal sector
3. Greater financial literacy and
discipline, including increased
efficiency of consumption spending
and capacity to accumulate capital
from a variety of sources (including
borrowing and remittances), also to
plan investment and to accept
responsibility for debt and repayment
1. Household ‘firms’ require access
to a broad range of financial services.
2. Access to credit assumes greater
importance as scale of operations
increases; enterprises moving beyond
the household scale require routine
access to credit for working capital
and investment needs.

1. Ditto, liberalized financial sector
environment, absence of political
interference
2. Ditto, conducive macroeconomic
policies
3. Ditto, telecoms policies and
regulation conducive to e-banking
services
4. Establish land titling/registration
systems to assist in collateralizing
land and other assets held by
households
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Financial system
innovations
required to secure
greater inclusion of
households

Governance and
supervision
arrangements for
development of
inclusive financial
systems

‘the island Pacific’
1. Establish widespread
network of service points for
savings mobilization (bank
branches, bank agencies,
public/private ventures,
voluntary and community
agencies)
2. Find lower-cost solutions
to providing remittance
services
3. Establish mutually
beneficial working
relationships between rural
MFIs and formal financial
institutions in urban areas
1. Avoid the ‘rush to
regulate’ MFIs, but provide
adequate depositor
protection; balance
international obligations
(anti-money laundering)
against the lower transaction
costs of less conventional
remittance providers
2. Support efforts by MFIs to
agree performance standards
and self-regulation
arrangements
3. Set up cost- and risksharing arrangements for
public/private partnerships
4. Legislation for CUs and
S&Ls should not prevent
them from operating on
modern microfinance
principles
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‘monsoon Asia’
1. Facilitate availability of broader
range of services at all financial service
points
2. Find e-banking and mobile telephony
solutions and cooperative arrangements
(see below) to make remittance services
cheaper, safer and more timely.
Introduce recipients of remittances to a
wider range of financial services.
3. Establish formal financial linkages
between financial institutions (larger
and smaller, formal and less formal) to
extend the reach of the financial system
and diversify services
1. Banking regulations for collateral and
loan provisioning should not penalize
commercial banks offering
microfinance loan products. Banking
legislation should facilitate the
establishment of small, locally-based
financial institutions focused on microenterprise lending and lower-end retail
banking. Comprehensive legislation for
microfinance sector is problematic;
premature imposition runs risk of
inhibiting innovation.
2. Ditto, re standards and selfregulation. Well-performed MFIs
should be able to mobilize savings on a
‘positive net balance’ basis
3. Ditto
4. Ditto

