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Foreword

The financial sector landscape continues to change in most developing countries in
the Asian and Pacific Region with continuing liberalization, improvements in
information technology, and increasing competition in the sector. The expansion of
microfinance during the last decade has added a new dimension to these changes in
many countries because it is gradually allowing access by the poor and low-income
households to institutional financial services for the first time, and thus setting in
motion a process toward ending their financial exclusion. However, the number of
poor and low-income households outside the frontier of formal finance in the region
is enormous: some 90 percent of the 180 million poor households. Thus, the region
continues to face a major challenge in expanding the outreach of microfinance
services in a sustainable way. If the region is to fully harness the potential of
microfinance for poverty reduction, it must make microfinance services accessible to
a majority of the poor.

A major hurdle to expanding the outreach of microfinance services continues
to be inappropriate and, at times, inadequate government interventions. It is in this
context that the Asian Development Bank (ADB) initiated this study of the role of
central banks in microfinance. Central banks have a potentially important role to play
in the development of sustainable microfinance and the integration of microfinance
into the broader financial sector. The study sought to answer two broad questions.
What is the regional experience concerning the role of central banks, particularly in
regulation and supervision of microfinance institutions? Based on the regional
experience, what insights and recommendations can we offer to central banks and
other policymakers as to how they should respond to emerging development issues
in the microfinance sector?

The study covered twelve developing member countries of ADB:
Bangladesh, People’s Republic of China, India, Indonesia, Kyrgyz Republic, Nepal,
Pakistan, Papua New Guinea, Philippines, Sri Lanka, Vanuatu, and Viet Nam. The
Foundation for Development Cooperation in Brisbane, Australia carried out the study
using a team of reputed microfinance specialists from the region.

The results of the country studies are presented in two volumes. Volume 2
was released in October 2000, and presented the country studies. This volume
presents an overview and synthesis of the country studies.

The analysis, results, and recommendations of the study are expected to be
useful to all those concerned with the development of sustainable microfinance. We
hope that they will find it useful in formulating policies that will promote sustainable
microfinance systems.

Akira Seki
Director
Agriculture and Social Sectors 

Department (West)
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Abbreviations

ADB Asian Development Bank 

ASA Association for Social Advancement 

BKD village credit institution/s

BPD provincial government commercial bank/s

BPR rural bank/s

BRAC Bangladesh Rural Advancement Committee

BRI Bank Rakyat Indonesia 

CARD Center for Agriculture and Rural Development

CGAP Consultative Group to Assist the Poorest

CMF Centre for Microfinance 

DMC developing member country

FCSCU Financial Company for the Support and Development of 
Credit Unions 

GBPKMI United Movement for the Development of Indonesian 
Microfinance 

GDP gross domestic product

GNP gross national product

GTZ German government technical assistance agency

IRDP Integrated Rural Development Programme 

KAFC Kyrgyz Agricultural Finance Corporation 

LAB local area bank 

MFI microfinance institution

NABARD National Bank for Agriculture and Rural Development 

NCC National Credit Council 

NGO nongovernment organization

PERBARINDO Association of Indonesian Rural Banks 

PHBK project for linking banks and self-help groups

PNG Papua New Guinea 

PRC People’s Republic of China 

RCC rural credit cooperative

RDB rural development bank

RRDB regional rural development bank

SHG self-help group

SOE state-owned enterprise

SRO self-regulation organization

UNDP United Nations Development Programme 

USSR Union of Soviet Socialist Republics 

VANWODS Vanuatu Women’s Development Scheme 

VBP Viet Nam Bank for the Poor

Note
In this report, “$” refers to US dollars.
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Executive Summary

Introduction
This study of the role of central banks in microfinance examines the role and
operations of central banks in microfinance development in twelve developing
member countries (DMCs) of the Asian Development Bank (ADB). The countries
concerned are Bangladesh, People’s Republic of China (PRC), India, Indonesia,
Kyrgyz Republic, Nepal, Pakistan, Papua New Guinea (PNG), Philippines, Sri Lanka,
Vanuatu, and Vietnam.

The overview of the study, presented in this volume, provides a detailed
analytical framework, based on theoretical considerations and practical experience,
for considering the role of central banks in microfinance. It also provides a synthesis
of the key issues arising out of the country studies. The twelve country studies have
been published in a companion volume. Each makes recommendations on the role
of the central bank in the sustainable development of microfinance in the particular
country.

Development of Microfinance
The twelve countries in the study had a combined population of around 2.9 billion in
1998. They are extremely diverse in terms of economic and social conditions.
Nevertheless, poverty is pervasive. There are around 900 million poor people in the
Asia-Pacific region, and more than 800 million of these are in the countries in the
study. 

ADB (2000a) defines microfinance as “… 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 microenterprises.” Poor and
low income households do not generally have access to financial services but they
have considerable effective demand for such services. Since the late 1970s, there has
been an emphasis on establishing financial systems able to reach them on a more
sustainable basis. The assumption has been that access to savings services will enable
poor households to accumulate capital for investment or income smoothing, while
access to credit will facilitate their making productive investments, primarily in self-
employment. There is an important role for microfinance as one element in a
comprehensive set of policies to reduce poverty.

There are a number of distinctive models of microfinance. In a number of
countries, including Bangladesh and, to a lesser extent, Nepal and the Philippines, the
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great majority of microfinance institutions (MFIs) use a variant of the Grameen model
of microfinance, based on self-selected groups of borrowers, most commonly with
five members. In India, an important model involves larger and more autonomous
self-help groups, promoted by nongovernment organizations (NGOs). In Indonesia
and, to a lesser extent, the Philippines, a range of regulated financial institutions
provides financial services in the rural areas. This diversity is to be encouraged. It is
clear that no one model is suitable for all situations.

Despite the rapid growth of MFIs in recent years, their outreach remains
very small compared with the potential demand. About 90 percent of the 180 million
poor households in the Asia-Pacific region still have little access to institutional
financial services. There is also a large number of low income households in the
region that may be above the poverty line, but which nevertheless have an effective
demand for financial services which is substantially unmet. Of the countries in the
study, only in Bangladesh and, to a lesser extent, Indonesia has microfinance reached
a significant proportion of poor households. 

It is widely accepted that if the number of microfinance clients is to grow
significantly, MFIs need to become financially self-sufficient. That is, they need to be
able to cover all administrative costs, loan losses, and financing costs from operating
income, after adjusting for inflation and subsidies and treating all funding as if it had
a commercial cost. However, few MFIs in Asia have yet attained financial self-
sufficiency. Even in Bangladesh, the overwhelming majority of MFIs are not financially
self-sufficient.

Role of Central Banks
The role of central banks in microfinance is affected by their role in the financial
system and the economy more generally. Central banks have a number of objectives,
but it is generally considered that their core objectives are monetary policy as well as
prudential regulation and supervision of the banking sector. Most commentators now
believe that the main contribution that monetary policy can make to economic growth
and development in the long run is to maintain low inflation.

There is an important distinction between “developmental” and “pro-
motional” functions of a central bank. Developmental activities include government
ownership of banks (often with direct or indirect central bank involvement),
participation in the capital and management of development institutions, priority
sector lending, differential interest rates, preferential rediscount rates and facilities,
and credit guarantees.

It is now widely accepted that such developmental activities have not been
effective in developing either the economy or the financial system. In fact, they have
often had a negative effect by discouraging financial intermediation and contributing
to financial repression. Some such measures have also undermined the independence
of central banks and their monetary policy objectives. Developmental functions are
justified, if at all, only in the very early stages of central banking. And developmental
activities directed specifically at microfinance development are similarly problematic.

Despite the arguments against developmental activities, in practice central
banks have undertaken a wide range of such activities. These developmental activities
expanded in the 1950s and 1960s, when the phenomenon of financial repression was
not well understood. And while the focus on developmental activities has diminished
gradually over time, in many countries they have persisted throughout the 1970s,
1980s, and 1990s and are still an important feature of the financial landscape. With
microfinance coming to prominence since the 1980s, central banks have also in many
cases applied developmental measures to its support.
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Moreover, financial liberalization by itself is not a sufficient condition for
ensuring that the objectives of microfinance are met, namely, that large numbers of
poor households have access to financial services on a continuing basis. Overcoming
financial repression involves not only the removal of impediments to the efficient
operation of financial institutions and markets, but also positive nurturing of financial
markets by central banks through promotional activities. These may include measures
designed specifically for microfinance, such as support for pilot projects using
innovative approaches, the conduct of research, the collection and publication of
data, and advocacy and training. These involve negligible commitments of financial
resources by the central bank, create positive externalities and cast the central bank
as innovator and catalyst. There is a continuing promotional role for central banks in
developing countries, in microfinance as well as in broader financial sector
development. 

Central Bank Support for Microfinance Initiatives
Most commentators agree that the provision of financial services to the poor requires
active policy support. Microfinance has relied heavily on support from governments,
donor agencies and, to a lesser extent, central banks. Had it not been for such support,
it is unlikely that microfinance would exist on its current scale, or anything like it.
Nevertheless, in considering any role for central banks in providing such support as
may be deemed necessary for microfinance, it is important to consider their
comparative advantage relative to that of other mechanisms and institutions.

The extent to which central banks are involved in microfinance depends in
part on how central bankers themselves interpret the mandates of their respective
institutions. In some countries, central bankers accept that they have an explicit role
in supporting the development of sustainable microfinance. In most countries,
however, they do not.

An important category of developmental activities is directed credit
requirements. Under directed credit requirements, banks are obliged to lend a certain
proportion of their loan portfolios to particular sectors. Since some at least of these
schemes are supposed to be for the benefit of lower income or otherwise
disadvantaged groups, they impinge upon microfinance and may be represented as
microfinance programs. The difficulties they experience in targeting assistance to the
designated groups are well known. A number of governments continue to impose
such requirements and to involve their central banks in their administration. However,
directed credit requirements have generally been ineffective, and it would be more
appropriate for those countries that still impose them to replace them with effective
policies for supporting microfinance. 

In most countries, central banks have also been active in other develop-
mental activities to support microfinance. In most cases this has involved channeling
funds through licensed banks for microfinance activities. To a lesser extent, central
banks have provided support to individual MFIs and in some countries they have
even maintained shareholdings in retail microfinance operations. These activities
have not generally been successful. There appear to be some exceptions, however,
such as support for the Grameen Bank in Bangladesh and for the rural banks in
lndonesia. Support has been most successful where it has been directed to institutions
with appropriate products and processes for reaching poor households and
microentrepreneurs, and where the central bank has not imposed interest rate
controls.

In general, there does not appear to be a case for central banks to use their
own resources for lending to or refinancing retail MFIs or licensed banks for
microfinance activities. In most cases, central banks do not have comparative
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advantage in such activities. Moreover, such financing has the potential to impact
negatively on the balance sheet of a central bank, and hence to compromise its ability
to meet its core objectives. It would be more appropriate for financial support for
microfinance to be provided through other channels, such as by other government
agencies (in which case it is taken up in the government budget) or by donor agencies.

In limited cases where the central bank has clear comparative advantage in
dealing with the sector, there may be a role for central banks in managing funds from
the government and/or donor agencies and on-lending them to retail MFIs and
licensed banks. This is most likely to be the case in smaller countries where it is not
feasible or appropriate to establish separate apex institutions for microfinance. Where
central banks do undertake this role, there should be a clear contractual arrangement
and the central bank should receive a management fee sufficient to cover all of the
costs that it incurs in managing the program.

Promotional activities to support microfinance, including pilot projects,
research, data collection and publication, advocacy, and training, have been
undertaken by central banks in most countries. Many of these initiatives appear to
have made a significant and positive contribution to the microfinance sector.

At the same time, it should be acknowledged that the distinction between
developmental and promotional activities is somewhat blurred. Central banks should
not take advantage of this to conduct developmental activities under the guise of
“promotion.” Moreover, not all central banks should undertake a wide range of
promotional activities. In some countries other institutions or agencies may have
comparative advantage in some or most of the promotional activities discussed above.

Regulation of Licensed Banks
While most institutions engaged in microfinance are specialist MFIs or multi-purpose
NGOs, there is also scope for licensed banks to become involved in microfinance and
for MFIs to enter the formal banking sector. However, this depends crucially on how
licensed banks are regulated and supervised by the central bank.

Central banks can contribute to the development of microfinance through
careful and appropriately sequenced financial liberalization. This can increase the
flexibility of banks and other financial institutions and enlarge the range of activities
in which they engage, including microfinance. However, too rapid a process of
liberalization can contribute to financial instability. It is increasingly accepted that
liberalization should be gradual, and that it is important to focus on strengthening the
central bank before and during the liberalization process. 

The scope for the establishment of small financial institutions is an important
factor affecting the extent to which licensed financial institutions become involved in
microfinance. Small institutions appear more likely to enter the microfinance market
and to be more adept at microfinancing than larger banks. In setting minimum capital
requirements it is desirable to strike a balance between enabling the establishment of
smaller financial institutions that are likely to engage in microfinance, and an undue
proliferation of very small institutions that cannot be supervised properly.

There is considerable diversity in the scope for establishing small banks. In
Indonesia and the Philippines, small licensed banks have become significant elements
in their financial systems. Both countries have found that licensing requirements for
rural banks were initially set too low, and have recently increased minimum capital
requirements. Nevertheless, both recognize the importance of small banks, and
minimum capital requirements remain within the reach of those institutions that are
likely to meet the other requirements for a banking license.
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In a number of other countries, namely Bangladesh, PRC, India, Pakistan,
and Viet Nam, it remains difficult to establish small banks. In these countries, it would
be appropriate for the central bank to consider the scope for relaxing regulations
which inhibit the establishment of small banks. Nevertheless, it must be
acknowledged that even modest increases in the numbers of licensed banks may
stretch the supervisory capacities of central banks. A third group of countries includes
a number of intermediate cases.

One critical constraint that may prevent licensed banks from lending directly
to the poor relates to interest rates. In eight countries, the central bank does not
impose any restrictions on the lending rates applying to licensed banks. However,
four countries retain some controls, and in the cases of PRC and Viet Nam these are
very extensive. It would be appropriate to remove these restrictions, although in PRC
and Viet Nam complete deregulation of interest rates depends on the resolution of
much broader issues. 

Even where interest rates have been deregulated, there is often considerable
pressure on banks to keep rates low. There may be a role for central banks to provide
leadership, educating other stakeholders on the relationship between interest rates
and the sustainability of microfinance, and thereby easing the constraints which
prevent banks from pricing loans appropriately.

In terms of capital adequacy, most commentators suggest that capital
adequacy ratios should be higher for small banks (and particularly those specializing
in microfinance) than for larger banks. However, there do not appear to be any cases
where such differential ratios apply in practice.

Loan classification and provisioning is another problematic area for specialist
microfinance banks. There are sound reasons for specialist microfinance banks to
provision their overdue loans (based on time overdue) more aggressively than is
done by conventional banks. On the other hand, regulations that require high
provisions for unsecured loans, even where they are not overdue, are inappropriate
for specialist microfinance banks. In practice, central banks have not addressed these
issues in any systematic or satisfactory way.

Central banks may also need to alter prudential requirements in a number of
other respects to address the particular circumstances of small banks and specialist
microfinance banks. Examples of regulations that may be inappropriate for
microfinance include regulations that limit the percentage of portfolios extended as
unsecured loans, excessively detailed requirements concerning loan documentation
and reporting formats, and restrictions on bank branching and location.

Regulation of Nonbank Microfinance Institutions
MFIs are generally not subject to regulation by the central bank. In countries where
the microfinance sector is small and offers limited products focusing primarily on
credit, the central bank can safely ignore the question of regulation. But as the
microfinance sector develops, there is inevitably more pressure to subject it to
regulation.

Nonbank MFIs engaged in microfinance are subject to a range of registration
and other requirements. Central banks are generally not involved in these processes.
Some countries also impose ceilings on the interest rates that MFIs can charge to
borrowers. In most cases these are not imposed by the central bank. However, there
are a number of cases where the central bank does control the interest rates charged
by certain categories of nonbank MFIs. It would be appropriate for central banks to
remove any such restrictions. And even where such restrictions do not result from
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central bank actions, central banks may be able to lend their prestige and influence
to efforts directed at their removal.

It would be neither appropriate nor possible to subject all MFIs to prudential
regulation and supervision. MFIs should not generally be subject to prudential
regulation and supervision unless they accept savings. Moreover, subjecting all MFIs,
no matter how small, to prudential regulation and supervision would impose a very
large burden on central banks and/or other supervisory agencies. Given the limited
administrative resources and the frequency of government and regulatory failures in
most countries, it would not necessarily result in better performance by MFIs. Indeed,
inappropriate regulation could well do considerable harm.

It is possible to reach some tentative conclusions as to which MFIs should
be subject to prudential regulation and supervision. In broad terms:

(i) Credit-only MFIs, and MFIs that require clients to make savings deposits in order
to get loans, should not be subject to prudential regulation and supervision.

(ii) MFIs that mobilize voluntary savings from members, including credit unions,
cooperatives, and self-help groups, should be subject to prudential regulation
and supervision only where they exceed a certain threshold, or otherwise should
be required to deposit voluntary savings with a licensed financial institution as
quickly as possible after receiving them.

(iii) MFIs that mobilize deposits from the general public should be subject to
prudential regulation and supervision. Institutions not subject to prudential
regulation and supervision should not be permitted to mobilize public deposits.

In general, it would appear that MFIs that meet the above tests for prudential
regulation and supervision should be subject to banking laws (although banking laws
may need to be reformed to take account of the needs of microfinance). Special laws
for MFIs may be a “second best” option where it is not possible to reform banking
laws. Special laws would generally only be warranted where there are significant
numbers of MFIs that are close to financial self-sufficiency and have appropriate risk
management strategies in place. No country in the study meets this criterion. Even in
Bangladesh, only a very small number of MFIs are financially self-sufficient.

In practice, nonbank MFIs are generally not subject to prudential regulation
and supervision by the central bank or any other agency. The only exception is
Nepal, where the central bank has granted limited banking authority to a number of
MFIs which have in exchange accepted regulation and supervision by the central
bank. While the arrangements in Nepal suffer from certain deficiencies, they have
paved the way for a number of the larger MFIs to obtain experience as financial
intermediaries operating between the formal financial sector and the broader NGO
movement. Some now have the confidence to seek licensing as small development
banks.

There has also been considerable debate in Bangladesh and India on
whether MFIs should be subject to prudential regulation and supervision. In
Bangladesh, most stakeholders in the microfinance sector consider there is a need to
enact a separate law for microfinance, in order to protect clients’ savings and
encourage commercial banks to establish linkages with MFIs. Such a law would only
apply to large MFIs with membership above a certain threshold, and would enable
such MFIs to mobilize deposits, including from nonmembers. The role of the central
bank in implementing any such law remains unclear, and most commentators consider
that a separate regulatory agency should be established. However, Bangladesh is
unique in the degree of relative importance which MFI financial intermediation
assumes in relation to the broader financial system. This suggests the need for the
central bank to be associated with the regulatory and supervisory processes.

The scope for MFIs to mobilize savings is an area of confusion in most if not
all countries. In almost all countries there are significant legal restrictions on savings
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mobilisation by nonbank MFIs, but these laws are either ignored or implemented in
piecemeal fashion. There is always the possibility of sanctions against such MFIs
where they are technically operating outside the law. It would be appropriate for
central banks to clarify these situations and establish workable policy frameworks
that make it clear to MFIs whether and how they can mobilize savings.

Credit unions and cooperatives are permitted to mobilize the savings of their
members for on-lending. While in most countries these bodies are not regulated by
central banks, the central bank does play a regulatory role in four of the countries
studied, namely, PRC, Kyrgyz Republic, Nepal, and PNG. In smaller countries in
particular, there may be a sound case for the central bank to assume responsibility for
regulating cooperatives and credit unions. However, it would not be feasible for a
central bank to supervise primary societies. The role of central banks should be to
supervise the activities of the apex bodies for the cooperative or credit union
movements and to provide general institutional and policy support, rather than
imposing full prudential regulation and supervision. 

If it is accepted that prudential regulation and supervision are not appropriate
for most categories of MFIs, it is necessary to consider other means of establishing
standards for the microfinance sector. While it is very unlikely that all MFIs would
adhere to such standards, they offer the potential to improve the operations of the
larger and more businesslike MFIs, and thereby to increase the sustainability of the
microfinance sector as a whole. Possible approaches include imposition of lending
policies by second tier microfinance institutions, self-regulation, and an independent
credit rating process. It is not appropriate nor even possible for central banks to
develop such performance and reporting standards unilaterally but they may be able
to play an advisory role, as has been the case in Nepal and the Philippines. If central
banks are to become involved, it is important that they develop a sound understanding
of the microfinance sector.

Concluding Comments
The study identifies a number of important roles of central banks with respect to
microfinance. Most significantly:

(i) It is generally accepted that central banks should take the lead in matters to do
with the regulation and supervision of licensed banks. In the absence of a separate
bank supervisory agency (as is soon to be established, for example, in Indonesia),
this is a core function of the central bank.

(ii) In most countries, central banks should undertake promotional activities to
support microfinance, including activities such as pilot projects, research, data
collection and publication, advocacy, and training. The scope of this role depends
on the central bank’s comparative advantage in these activities.
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(iii) There is also a role for central banks in regulating nonbank MFIs that accept
voluntary savings from members, when the volume of savings mobilized by such
MFIs exceeds a certain threshold. 

The appropriate role for the central bank in microfinance will differ from country to
country. Such differences will reflect a variety of factors. The financial system and the
microfinance sector have evolved differently in particular countries, and a variety of
institutional structures has emerged. The stage of development of the financial system,
and of the microfinance sector within it, also differs between countries. Other relevant
factors include the degree of independence of each central bank and its operational
capacity.

Hence, detailed recommendations on the precise role of central banks in
microfinance tend to be country specific. While it is necessary to have a consistent
conceptual framework for the role of central banks in microfinance, there is a need
for pragmatism in adapting basic principles to the circumstances of various countries.
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The impetus for this study of the role of central banks in microfinance was provided
by an interim action plan for microfinance approved by the President of the Asian
Development Bank (ADB) in May 1998 (ADB 1998). This action plan proposed that
ADB’s assistance for microfinance should focus on creating an enabling policy
environment, improving financial infrastructure, building the capacity of microfinance
institutions (MFIs) and their potential clients, and providing catalytic support in
mobilizing resources. Following extensive discussion of the action plan, a micro-
finance development strategy (ADB 2000a) was approved in June 2000. This study is
intended to contribute to the state of knowledge on creating an enabling policy
environment and improving financial infrastructure.1

We believe this present study is the first to focus specifically on the role of
central banks in microfinance.2 Certainly, it is the first to deal with the subject in
regard to the Asia-Pacific region. Central banks have potentially an important role to
play in the development of sustainable microfinance and the integration of
microfinance into the broader financial sector. However, this role has not previously
been examined in a systematic manner. While the study focuses on the Asia-Pacific
region, many of the principles are also applicable in other regions.

The purpose of the study is to consult with and examine the role and
operations of central banks in microfinance development in twelve developing
member countries (DMCs) of ADB, and to make recommendations on the role of
central banks in the sustainable development of microfinance. The specific objectives
are: 

(i) To document microfinance-related activities of central banks in the selected
DMCs, and to assess how they influence the development of microfinance.

(ii) To examine the role of central banks in the context of the microfinance sector in
these DMCs and international best practice in microfinance.

(iii) To develop country-specific recommendations on the role of central banks in
sustainable microfinance development.

The twelve countries in the study were selected to be representative of DMCs in the
Asia-Pacific region in general. They include all of the most populous DMCs. Indeed,

1 It also builds on previous work by The Foundation for Development Cooperation on the
policy and regulatory environment for microfinance in Asia, in particular, a report by
McGuire, Conroy, and Thapa (1998).

2 AFRACA, the African Rural and Agricultural Credit Association, has published a set of
papers presented at an African regional conference on central banks in rural finance,
conducted in Harare in October 1999 (Ruotsi 2000). This included some discussion of
microfinance.
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• commitment to policy reforms essential for the development of 
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• support for the development of critical financial infrastructure.
Central banks have a potentially important role to play in both of 
these efforts.
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they include five of the ten most populous countries in the world, namely, People’s
Republic of China (PRC), India, Indonesia, Pakistan, and Bangladesh. Another four
countries from South and Southeast Asia with significant microfinance sectors —
Nepal, Philippines, Sri Lanka, and Viet Nam — are also included.

The remaining three countries have much smaller populations. The inclusion
of these countries was intended to highlight issues specific to smaller countries and
to countries in their regions. For instance, the Papua New Guinea (PNG) and Vanuatu
country studies deal with many issues relevant to the role of central banks in
microfinance in the Pacific Island countries. Similarly, while the Kyrgyz Republic is
the only Central Asian country included in the study, many of the issues raised are
also relevant to other Central Asian countries engaged in the transition to market
economies.

The country studies have been published in a companion volume.3 Each
provides a detailed review and analysis of central bank activities that have a direct
and indirect bearing on the development of the microfinance sector in the particular
country, including financial and technical support for microfinance, regulation of
licensed banks, and regulation of nonbank MFIs. In addition, each makes a number
of specific recommendations on the role of the central bank in the development of a
sustainable microfinance sector. These country-specific recommendations are offered
for consideration by central bankers as well as other policymakers concerned with
microfinance and poverty alleviation, in each country. They can be seen as applying
the more general principles laid down in this overview to the particular circumstances
of each of the twelve countries studied.

This overview of the study performs two main functions. First, it provides a
detailed analytical framework, based on theoretical considerations and practical
experience, for considering the role of central banks in microfinance (McGuire and
Conroy 1999).4 In many respects this serves as a benchmark for evaluating the
activities currently undertaken by central banks, as identified in the country studies.
There is considerable evidence that certain central bank activities have facilitated the
development of a sustainable microfinance sector, while others have had a negative
impact. At the same time, the country studies highlight the reality that any framework
for the role of central banks in microfinance must take account of a range of country-
specific factors; the optimal role for a central bank will differ from country to country
and from time to time.

Second, it provides a synthesis of the key issues arising out of the country
studies. In so doing, it takes a thematic approach rather than a country-by-country
approach. It draws together findings from the country studies to highlight common
developments and experiences, and provides examples of good (and bad) practice in
individual countries. The country studies provide numerous instances of activities that
have been either successful or unsuccessful; these examples inform and enrich the
analytical framework that is developed in this volume.

Following this introduction, chapters 2 and 3 outline various issues that form
the background to an understanding of the role of central banks in microfinance.
Chapter 2 provides a brief overview of the countries included in the study, and of the
development of microfinance in those countries. Chapter 3 focuses on the role and
objectives of central banks, making an important distinction between developmental
and promotional activities undertaken by central banks, and applying this distinction
to the microfinance subsector within the broader financial system.
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3 ADB. 2000. The Role of Central Banks in Microfinance in Asia and the Pacific: Country
Studies. Manila: Asian Development Bank.

4 This analytical framework was presented at an ADB regional seminar on microfinance in
September 1999, convened in connection with ADB’s microfinance development strategy.



Chapters 4, 5, and 6 provide a comprehensive discussion of the role of
central banks in microfinance, both from an analytical perspective and from empirical
study of the experiences of the countries in the study. The scope for central banks to
support microfinance initiatives through developmental and promotional activities is
explored in Chapter 4. Chapter 5 considers how central banks can establish a
framework for prudential regulation and supervision of licensed financial institutions
that facilitates their engagement in microfinance, while Chapter 6 considers whether
there is a role for central banks in the regulation of nonbank MFIs. Finally, Chapter 7
provides some concluding comments.
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2.1 Economic and Social Conditions in the 
Asia-Pacific Region

The twelve countries in the study are extremely diverse:

(i) South Asian countries — Bangladesh, India, Nepal, Pakistan, and Sri Lanka;

(ii) East Asian market economies — Indonesia and the Philippines;

(iii) East Asian economies in transition — PRC and Viet Nam;

(iv) Pacific Island countries — PNG and Vanuatu; and

(v) a Central Asian economy in transition — the Kyrgyz Republic. 

Some basic indicators for the twelve countries are provided in Table 1 (see
Section 2.4). The countries had a combined population of some 2.9 billion in 1998
(World Bank 2000). They include the two most populous countries in the world, PRC
(1.24 billion) and India (0.98 billion), and another five countries with populations
between 75 and 205 million — Bangladesh, Indonesia, Pakistan, Philippines, and Viet
Nam. At the other end of the spectrum they include three countries with populations
of less than five million — Kyrgyz Republic, PNG, and Vanuatu.

Indicators of population density and urbanization differ markedly between
the countries. In Bangladesh the population density was 965 people per square
kilometer in 1998, nearly three times that of India, the second highest. In most
countries, population density was between 100 and 300 people per square kilometer.
At the other end of the scale, PNG, Vanuatu, and Kyrgyz Republic had population
densities of 10, 15, and 24 people per square kilometer, respectively. Population
density has implications for microfinance because it affects the scope for off-farm
income-generating activities and for the capacity of MFIs to achieve sustainability.
Table 1 also includes data on population growth and the size of the labor force.

In terms of gross national product (GNP) per capita, the countries ranged in
1998 from lows of $210 in Nepal and $350 in Bangladesh and Viet Nam to highs of
$1,260 in Vanuatu and $1,050 in the Philippines. Vanuatu, Philippines, PNG, and Sri
Lanka are classified as lower middle income countries by the World Bank, while the
other eight are classified as low income countries.

Long-run economic growth has differed markedly between the countries.
Over the period 1965 to 1998, PRC (and, to a lesser extent, Indonesia) recorded very
rapid annual growth rates in per capita income of 6.8 percent and 4.7 percent,
respectively. The other countries recorded growth rates in per capita income of 
3 percent or less, with PNG (0.5 percent) and the Philippines (0.9 percent) having the
lowest growth rates among the countries for which data are available. While most
countries have experienced growth in per capita incomes in recent years, Indonesia

Selection of Countries for the Study
The countries chosen for this study represent:
• major South Asian nations
• both the market and transitional economies in East Asia
• small states in the Pacific region
• a transitional economy in Central Asia.
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10 people per 
square kilometer 
in PNG
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is an important
variable affecting
the viability of
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denser populations
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sustainability
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has suffered a large decline following the East Asian financial crisis which began in
1997, and the Philippines has experienced a small decline. In all countries the shares
of industry and services in gross domestic product (GDP) have increased while the
share of agriculture has declined. In the Kyrgyz Republic and Nepal the share of
agriculture remains at least 40 percent, while in all other countries it has fallen to
below 30 percent.

In most countries, consumer price inflation has been moderate in recent
years. This has contributed significantly to economic stability and has been important
for the development of the microfinance sector. There are, however, some exceptions.
While consumer price inflation in Indonesia has generally been moderate, it reached
77.6 percent in 1998 during the East Asian financial crisis. It has now returned to pre-
crisis levels. In the Kyrgyz Republic inflation reached 1,366 percent in 1993, but has
declined to more moderate levels of 14.7 percent in 1997 and 18.3 percent in 1998.

The United Nations Development Programme (UNDP) Human Development
Index (UNDP 2000) combines information on expectation of life at birth, adult literacy,
enrollment in education, and income per capita adjusted for purchasing power parity.
As such, it encompasses a broader definition of development than the GNP per capita
measure. According to the index for 1998, the countries with the highest levels of
human development are PRC, Kyrgyz Republic, Philippines, and Sri Lanka, while
those with the lowest are Bangladesh, Nepal, Pakistan, and PNG. Bangladesh and
Nepal are two of only six non-African countries to be classified as having low human
development, while the other ten countries in our study are classified as having
medium human development.

Estimates of poverty vary between countries, in part because of different
definitions. Nevertheless, national calculations suggest that, in most of the countries,
between one third and one half of the population is below the poverty line. Other
methods produce results broadly consistent with this picture. Thus, estimates based
on the international benchmark of US$1 per day suggest a slightly lower incidence of
poverty compared with national estimates in most countries, with the incidence of
poverty on this measure varying from 7 percent in Sri Lanka to 44 percent in India.
Based on this international benchmark, ADB (2000b) estimates that there are around
900 million poor people in the Asia-Pacific region, twice as many as in the rest of the
developing world combined. More than 800 million of these are in the countries in
this study. While most countries in East Asia have recorded impressive reductions in
the incidence of poverty over the last twenty years, poverty rates have fallen more
slowly in South Asia. More worrying, ADB also notes that there are signs that progress
in reducing poverty has stalled in recent years, and in some countries has even been
reversed.

ADB (2000b) notes that a broad definition of the quality of human life must
also include other aspects of human deprivation, such as illiteracy, malnutrition, bad
health, poor access to water and sanitation, vulnerability to economic shocks, and
lack of political freedom. While many of these are difficult to measure, the UNDP

Annual income 
per capita ranged
from $210 in
Nepal and $350 in
Bangladesh to
$1,260 in Vanuatu

The Human
Development Index
includes measures
of health, literacy,
and education as
well as per capita
income to give a
broader vision of
development

Using these
broader measures
shows Nepal and
Bangladesh as
having “low” levels
of human develop-
ment while the
remainder are in
the “medium”
category

How Should We Measure Poverty?
• On the basis of income per capita, in most countries between 

a third and one half of people are below the poverty line. 
• However, broader definitions may encompass factors such as illiteracy, 

malnutrition, health, access to water supply and sanitation, economic 
vulnerability, and political freedom. 

• A Human Poverty Index incorporating such considerations shows
Philippines, Sri Lanka, and Viet Nam performing much better than
their income figures would suggest.



Human Poverty Index (UNDP 2000) combines information on the probability of not
surviving to age 40, adult illiteracy, and deprivation in economic provisioning (for
example, access to safe water and health services). Based on this measure, poverty
rates in 1998 in those countries for which data are available range from 16 percent in
the Philippines, 19 percent in PRC, and 20 percent in Sri Lanka to 51 percent in Nepal,
44 percent in Bangladesh, and 40 percent in Pakistan. Table 1 also provides estimates
of income or consumption inequality, based on the Gini coefficient.5

These data show that governments in the region face an enormous challenge
to reduce poverty. This suggests a role for microfinance as one element in a
comprehensive set of policies for that purpose. This is the approach of ADB (2000b),
which notes that an anti-poverty strategy should include a policy regime that promotes
inclusive economic growth; investments in human capital, infrastructure, and
microfinance; improved governance and civil society participation in decision making;
effective social safety nets; and targeted redistribution policies. 

2.2 Introduction to Microfinance
While definitions differ, microfinance is generally taken to refer to the provision of
financial services, primarily savings and credit but also other financial services, to
poor and low income households that do not have access to formal financial
institutions. Thus, ADB’s microfinance development strategy (2000a, 1) states that:

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.

The Role of Central Banks in Microfinance in Asia and the Pacific6

Key Components of a Strategy for Reducing Poverty
A policy regime for reducing poverty would promote:
• inclusive economic growth
• investments in human capital and infrastructure
• good governance and civil society participation
• effective social safety nets and targeted redistribution.
Microfinance could make its most effective contribution in such a policy 
environment.

Microfinance — Much More Than Simply Credit 
ADB’s microfinance development strategy defines microfinance as 
providing a broad range of financial services such as: 
• deposits
• loans
• payment services
• money transfers
• insurance to poor and low income households and their 

micro-enterprises.

5 The Gini index appears in the literature — for example, World Bank (1999) and UNDP
(1999) — with a value between 0 and 100. This indicator is essentially the same as the Gini
coefficient, with a value between 0 and 1.



The formal financial system rarely provides access to financial services for poor
households in developing economies. Thus, Women’s World Banking (1995)
estimated that in most developing countries, the formal financial system reaches at a
maximum the top 25 percent of the economically active population. This leaves the
bottom 75 percent without access to financial services apart from those provided by
moneylenders and family. 

The ADB definition of microfinance includes low income households as
well as those below the poverty line. There are a significant number of low income
households that are not below the poverty line, but which nevertheless have limited
access to financial services. This is especially true in rural areas. There is a need to
develop financial systems that can reach this target group, as well as the poor. In
some cases, serving low income clients as well as the poor can improve the financial
viability of MFIs, thereby making it easier to reach poor clients as well. Serving low
income clients may also provide indirect benefits to the poor, through greater
employment opportunities, and lower cost and more accessible goods and services.

While these poor and low income households do not have access to financial
services, they have considerable effective demand (in an economic sense) for such
services. ADB (2000a) notes that:

(i) There is a demand for safe and convenient deposit services. Contrary to some
preconceptions, there is much evidence that the poor have the capacity and
willingness to save. They need to save for emergencies, investment, consumption,
social obligations, the education of their children, and many other purposes.

(ii) There is also a demand for credit, both from households and micro-enterprises.
Poor households require credit to finance livelihood activities, for consumption
smoothing, and to finance large expenses for purposes such as education, housing
improvements, and migration.

(iii) Poor and low income households also have a demand for other financial services,
such as insurance. Migration, whether international or internal, also tends to
create a demand for funds transfer services.

Since the late 1970s, there has been an emphasis on establishing financial systems
able to reach poor clients on a more sustainable basis, both in the Asia-Pacific region
and elsewhere. An effective set of techniques has been developed and applied by
institutions such as Grameen Bank in Bangladesh and Bank Rakyat Indonesia. While
these techniques differ between institutions, a number of key principles underlie
them:

(i) Successful MFIs know their market. Lending outlets are located near the client,
application procedures are simple, and loans are disbursed quickly.

(ii) They charge market-oriented interest rates to cover both their operational and
financial costs, knowing that the poor are willing to pay for access and
convenience.
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Demand for Microfinance Services
Poor and low income households have effective demand for a range 
of microfinance services including: 
• safe and convenient deposit services — so they can save for 

emergencies, investment, consumption, social obligations, and the 
education of their children

• credit services — for consumption smoothing, and to finance 
livelihood activities and large expenses for education, housing 
improvements, migration, etc.

• other financial services — such as insurance and funds transfer 
services.



(iii) Successful MFIs use special techniques to slash administrative costs. Simple
procedures are used and approvals are decentralized. Borrower groups often
handle much of the loan-processing burden.

(iv) They use special techniques to ensure high repayment rates. These include the
use of self-selected groups in which members guarantee each other’s loans,
intensive motivation and supervision of borrowers, incentives for borrowers,
progressive lending, and compulsory savings requirements (adapted from Rhyne
and Otero, 1994).

It is now recognized that providing efficient microfinance services to poor and low
income households is important for a variety of reasons. For instance, ADB (2000a)
notes that:

(i) Microfinance can be a critical element of an effective poverty reduction strategy
by enabling the poor to smooth their consumption, manage risks better, build
their assets gradually, develop their micro-enterprises, enhance their income-
earning capacity, and enjoy an improved quality of life.

(ii) Microfinance can provide an effective way to assist and empower poor women.

(iii) Microfinance can contribute to the development of the overall financial system
through integration of financial markets.

2.3 Microfinance Models
There are a number of distinctive models of microfinance, reflecting the fact that
microfinance has evolved differently in different environments. Some countries tend
to rely on one particular model or method, while others exhibit considerable diversity
in the range of models used.

In a number of countries, including Bangladesh (and, to a lesser extent,
Nepal and the Philippines), the great majority of MFIs use one or another variant of
the Grameen model of microfinance and in most if not all countries, there are at least
some MFIs using the Grameen model. This model, developed in Bangladesh, has
thrived in a variety of physical, cultural, and institutional settings and has a number
of distinctive features. These include careful targeting of the poor through a means
test; the use of self-selected groups of borrowers, generally consisting of five
members, who guarantee each other’s loans; compulsory savings mobilization, with
generally little or no emphasis on voluntary savings; intensive motivation and
supervision of borrowers (including the use of weekly meetings); and decentralized
operations. 

Nevertheless, the model is not static. In Bangladesh, in particular, some MFIs
are modifying it significantly. For instance, a number of MFIs have introduced
voluntary savings schemes, and one leading institution, the Association for Social
Advancement (ASA), has dispensed with the group guarantee. This and other
modifications suggest that ASA is developing a set of procedures sufficiently
differentiated from those of Grameen Bank as to constitute a new model.
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In India, a range of microfinance models exists. An important model is self-
help groups (SHGs). These are larger (around 20 members) and much more
autonomous than borrower groups in the Grameen model. SHGs are based primarily
on the principle of lending their members’ savings but they also seek external funding
to augment these resources. A number of nongovernment organizations (NGOs)
specialize in promoting and motivating SHGs, with an important distinction between
NGOs which operate as financial intermediaries and those which confine themselves
to social intermediation. Variants of these approaches also exist in a number of other
countries, including Indonesia, Nepal, Pakistan, and Sri Lanka.

In Indonesia the approach to microfinance is different again, with relatively
few specialist MFIs that specifically target poor households. However, a range of
regulated financial institutions provides financial services in the rural areas. By far the
largest is Bank Rakyat Indonesia (BRI), which has established a network of village
units to provide financial services in the rural areas. The units provide basic deposit
and loan facilities on a commercial basis through the use of highly decentralized and
cost-effective operations. They are particularly successful in mobilizing savings, and
this success contributes substantially to their profitability. In addition to BRI, there is
a large network of rural banks (BPR) and other small financial institutions operating
at the local level. While BRI and these small banks or quasi-banks do not target the
poor explicitly, their clients include many poor and near-poor households, the
equivalents of which in most other countries would not have access to the formal
financial system. In the Philippines also, smaller regulated financial institutions are an
important part of the microfinance sector.

In Sri Lanka, thrift and credit cooperative societies are an important element
in the microfinance sector. Primary societies operate at the village or local level, and
provide savings and loan facilities to members. The primary societies receive training
from and are monitored by district unions, which in turn come under the umbrella of
the Federation of Thrift and Credit Cooperative Societies. The credit cooperative
movement in Sri Lanka has made a conscious effort to incorporate a significant
proportion of poor people into its membership. But while all other countries have
cooperative and/or credit union movements, these have generally not been successful
in extending financial services to poor and low income households.

These examples serve to illustrate the diversity of models of microfinance,
both within and between Asian countries. This diversity is to be encouraged. It is
clear that no one model is suitable for all situations. As noted by Von Pischke et al.
(1997, 36):

Retaining and even supporting diversity is important. Successful models cannot
simply be replicated in social and economic environments that may differ greatly.
Thus, no single model offers a panacea.
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Moreover, these models are not static. Leading MFIs tend to be innovative
and to adopt a client focus. They monitor the economic, social, technological, and
other environments to improve existing products and develop new products that
serve the poor better.

2.4 Outreach and Sustainability 
Despite the rapid growth of MFIs in recent years, their outreach remains very small
compared with the potential demand. The Consultative Group to Assist the Poorest
(CGAP) suggests that they reach fewer than 2 percent of microentrepreneurs (1998a).
This is as true in the Asia-Pacific region as it is in other regions, even though many of
the largest MFIs in the world are in Asia. The BankPoor ’96 Regional Workshop on
Microfinance for the Poor in the Asia-Pacific found that:

Essentially, the task of outreach remains to be done. Of the target poor households
in Asia-Pacific, less than 5 percent have access to financial services. If we exclude
Bangladesh — the only country where truly large numbers have been reached — the
numbers to whom microfinance services have been extended falls to less than
1 percent of the target group (Getubig et al. 1997, 10).

Similarly, ADB (2000a) notes that about 95 percent of the 180 million poor
households in the Asia-Pacific region still have little access to institutional financial
services. It also notes that, with few exceptions, MFIs have concentrated mostly on
providing credit facilities. Savings mobilization has yet to receive adequate attention,
while other financial services such as insurance and money transfers have received
even less attention. Hence, the potential demand for microfinance remains very large.
Increasing the outreach of the microfinance sector would appear to require both
increased microfinance activity by formal sector financial institutions, and increased
outreach by specialist MFIs. 

It is now widely accepted that, if the number of microfinance clients is to
grow significantly, MFIs need to become self-sufficient. CGAP (1997) and The
MicroBanking Bulletin (2000) have clarified definitions for two degrees of self-
sufficiency for MFIs:

(i) “Operational self-sufficiency” requires MFIs to cover all administrative costs and
loan losses from operating income. This is calculated by dividing operating
income by operating expenses. 

(ii) “Financial self-sufficiency” requires microfinance programs to cover all
administrative costs, loan losses, and financing costs from operating income, after
adjusting for inflation and subsidies and treating all funding as if it had a
commercial cost.

In practice few MFIs in Asia have yet attained financial self-sufficiency. Most rely on
subsidies from government or donor agencies. Of the 49 MFIs in the Asia-Pacific
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region that were studied for BankPoor ’96, including virtually all the largest and most
successful MFIs in the region, only six were financially self-sufficient. Only two of
these, ASA in Bangladesh and SEWA Bank in India, were reaching substantial numbers
of poor clients.

These findings are broadly consistent with findings published in The
MicroBanking Bulletin (2000). The bulletin records that, of 104 leading MFIs
worldwide which submitted data, 60 were financially self-sufficient. However, it
would appear that few of these were in Asia. While the data for individual MFIs are
not published, only 18 of the 104 MFIs were in Asia, and they had generally lower
levels of self-sufficiency than the Latin American MFIs included in the study. Moreover,
not all of the institutions included in the bulletin’s sample target poor clients.

Interestingly, the bulletin found that most of the Asian MFIs in the sample
were significantly more cost efficient than programs elsewhere, with lower wages,
greater staff productivity, and a focus on poorer clients. However, the Asian programs
did not perform as well financially as programs in Latin America, primarily because
of the relatively low interest rates they charged, particularly in South Asia.

The general conclusions on outreach and sustainability which have been
outlined are consistent with the findings from our country studies. In a number of
countries, including PRC, India, Indonesia, Sri Lanka, and Viet Nam, there has been
large-scale delivery of subsidized credit, intended for poor households, by the
government directly and through government-owned banks. In some countries these
programs have reached large numbers of households. However, in most cases they
have not been well targeted to the poor, with most of the benefits going to non-poor
households. Moreover, these programs are clearly not sustainable. They are likely to
result in one-off loans, rather than a sustained flow of financial services to poor
households. If such programs are excluded, only in Bangladesh and possibly
Indonesia has microfinance reached a significant proportion of poor households.

In Bangladesh, MFIs serve around 9 million clients, and over 80 percent of
poor households are reached by microfinance services. Estimates of the number of
MFIs in the country range from 500 to over 1,000, although the twenty largest
institutions account for around 85 percent of all clients. In some of the more densely
populated areas there is intense competition amongst MFIs, with beneficial effects for
clients, although there remain pockets of the country where coverage is relatively
low. Even in Bangladesh, the three largest MFIs (Grameen Bank, Bangladesh Rural
Advancement Committee (BRAC) and Proshika) and an overwhelming majority of the
hundreds of small MFIs are not self-sufficient. However, ASA, the fourth largest MFI,
and some smaller MFIs are reported to be self-sufficient.

In Indonesia, a range of regulated financial institutions provides financial
services in the rural areas. These have extensive outreach, and most operate on a
sustainable basis. BRI units, rural banks, and other small financial institutions serve
around 30 million clients and all engage in microfinance to some extent. However, a
large majority of the clients of these institutions are not poor. In addition, it is estimated
that around 400 NGOs are engaged in microfinance, with perhaps 200,000 clients.

11Development of Microfinance
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Outreach of Microfinance in Bangladesh
• Over 80 percent of poor households, some 9 million clients, 

are reached.
• Intense competition exists between microfinance service providers,

with benefit to clients.
• The top twenty MFIs account for around 85 percent of outreach.
• Of these MFIs, only a few are financially self-sufficient.



While the microfinance sector taken as a whole has considerable outreach, there are
still many poor and low income households that do not have access to financial
services.

In the other ten countries, outreach and sustainability of microfinance are
much lower. In the Philippines the outreach of microfinance NGOs was estimated at
around 100,000 in 1995, although the number is likely to have increased since that
time. Moreover, a number of other institutions such as rural banks and cooperatives
also engage in microfinance to some extent. Nevertheless, outreach remains low
compared with potential demand, and very few MFIs have attained operational self-
sufficiency.

In the South Asian countries apart from Bangladesh, outreach of genuine
microfinance programs remains low compared with potential demand:

(i) In India an estimated 400 to 500 NGOs are engaged in microfinance but total
outreach is estimated at fewer than 1.5 million households, very small in relation
to the number of poor households in the country. While some NGOs emphasize
sustainability, in many cases interest margins are far too low for this to be achieved
and the institutions remain heavily dependent on donor assistance. 

(ii) In Nepal, microfinance programs operated by the regional rural development
banks (RRDBs) and NGOs are estimated to have around 70,000 clients.
Sustainability levels are generally low.

(iii) In Pakistan it is estimated that NGOs working in microfinance may reach around
800,000 clients. However, the largest NGOs operate by establishing village- or
community-based organizations that are distribution channels for a wide range of
economic and social development programs. The number of clients receiving
comprehensive microfinance services is likely to be only a fraction of the total
number of clients of these NGOs. Only a small number of MFIs in Pakistan are
committed to building financially viable institutions.

(iv) In Sri Lanka, the thrift and credit cooperative societies have a total membership
of nearly 800,000, including many poor households. Numerous NGOs are also
engaged in microfinance: some are substantial and well performing and others
are supply driven.

In PRC and Viet Nam, the main emphasis is on mass delivery of subsidized credit
through government programs. A number of small projects attempt to apply
international lessons in microfinance, most of which are supported by international
NGOs. These projects have minimal outreach in relation to the potential market
demand for sustainable microfinance services. New institutions emerging from the
collapse of the credit cooperatives are beginning to adopt more sustainable principles,
where the political and regulatory environment permits.

In PNG and Vanuatu only a small number of microfinance programs have
been established (indeed, only one in the case of Vanuatu). All programs have low
levels of self-sufficiency, reflecting low population densities, small scale of operations,
and high cost structures. In these countries demand for credit is constrained by the
subsistence nature of production and a lack of opportunity for income-generating
activities in the market sector of the economy. In the Kyrgyz Republic as well, only a
small number of NGOs are engaged in microfinance. 

The Role of Central Banks in Microfinance in Asia and the Pacific12

Apart from
Bangladesh,
outreach in South
Asia remains low
compared with
potential demand

In PRC and Viet
Nam, international
lessons in micro-
finance are
generally applied
by external
agencies



13Development of Microfinance

B
an

gl
ad

es
h

P
R

C
In

d
ia

In
d

o
n

es
ia

K
y
rg

y
z 

N
ep

al
P

ak
is

ta
n

P
N

G
P

h
il

ip
p

in
es

Sr
i 

La
n

k
a

V
an

u
at

u
V

ie
t 

N
am

R
ep

u
b

li
c

P
o

p
u

la
ti

o
n

P
o
p
u
la

tio
n
 (

m
ill

io
n
s)

, 
19

98
12

5.
6

1,
23

8.
6

97
9.

7
20

3.
7

4.
7

22
.9

13
1.

6
4.

6
75

.2
18

.8
0.

2
76

.5
A

re
a 

(’
00

0 
km

2 )
, 
19

98
14

4
9,

59
7

3,
28

8
1,

90
5

19
9

14
7

79
6

46
3

30
0

66
12

33
2

P
o
p
u
la

tio
n
 d

en
si

ty
 (

p
er

so
n
s 

p
er

 k
m

2 )
, 
19

98
96

5
13

3
33

0
11

2
24

16
0

17
1

10
25

2
29

1
15

23
5

P
o
p
u
la

tio
n
, 
%

 g
ro

w
th

 p
.a

. 
19

80
–1

99
8

2.
1

1.
3

2.
0

1.
8

1.
4

2.
5

2.
6

2.
2

2.
5

1.
3

2.
6

2.
0

To
ta

l 
fe

rt
ili

ty
 r

at
e,

 b
ir
th

s 
p
er

 w
o
m

an
, 
19

98
3.

1
1.

9
3.

2
2.

7
2.

8
4.

4
4.

9
4.

2
3.

6
2.

1
4.

7
2.

3
La

b
o
r 

fo
rc

e 
(m

ill
io

n
s)

, 
19

98
64

74
3

43
1

98
2

11
49

2
32

8
—

39
U

rb
an

 p
o
p
u
la

tio
n
 (

%
 t
o
ta

l)
, 
19

98
23

31
28

39
34

11
36

17
57

23
20

20

E
co

n
o

m
y

G
N

P
 p

er
 c

ap
ita

 (
U

S$
),
 1

99
8

35
0

75
0

44
0

64
0

38
0

21
0

47
0

89
0

1,
05

0
81

0
1,

26
0

35
0

G
N

P
 p

er
 c

ap
ita

 a
t 
P
P
P
 (

U
S$

),
 1

99
8

1,
40

7
3,

05
1

2,
06

0
2,

40
7

2,
24

7
1,

18
1

1,
65

2
2,

20
5

3,
72

5
2,

94
5

2,
89

2
1,

68
9

G
N

P
 p

er
 c

ap
ita

, 
%

 g
ro

w
th

 p
.a

. 
19

65
–1

99
8

1.
4

6.
8

2.
7

4.
7

—
1.

1
2.

7
0.

5
0.

9
3.

0
—

—
G

N
P
 p

er
 c

ap
ita

, 
%

 g
ro

w
th

 p
.a

. 
19

97
–1

99
8

4.
2

6.
4

4.
3

–1
8.

0
2.

8
0.

3
0.

5
0.

0
–2

.1
3.

3
–0

.9
4.

3
Se

ct
o
ra

l 
al

lo
ca

tio
n
 o

f 
G

D
P,

 1
99

8
A

gr
ic

u
ltu

re
22

18
29

20
46

40
26

24
17

21
25

26
In

d
u
st

ry
28

49
25

45
24

22
25

42
32

28
12

33
Se

rv
ic

es
50

33
46

35
30

37
49

33
51

51
63

42
C
o
n
su

m
er

 p
ri
ce

 i
n
fl
at

io
n
 (

%
),
 1

99
0–

19
98

5.
4

11
.3

9.
7

11
.2

—
9.

3
10

.8
8.

1
8.

7
10

.7
3.

2
—

E
xc

h
an

ge
 r

at
e 

(u
n
its

 p
er

 U
S$

),
 1

99
8

46
.9

8.
3

41
.3

10
,0

13
.6

20
.8

66
44

.5
2.

1
40

.9
64

.6
12

7.
5

11
,3

59
.4

H
u

m
an

 d
ev

el
o

p
m

en
t

Li
fe

 e
xp

ec
ta

n
cy

 a
t 
b
ir
th

 (
ye

ar
s)

, 
19

98
59

70
63

65
67

58
62

58
69

73
65

68
In

fa
n
t 
m

o
rt
al

ity
 r

at
e 

(p
er

 1
,0

00
 l
iv

e 
b
ir
th

s)
, 
19

98
73

31
70

43
26

77
91

59
32

16
36

34
A
d
u
lt 

m
al

e 
ill

ite
ra

cy
 r

at
e 

(%
),
 1

99
8

49
9

33
9

—
43

42
29

5
6

—
5

A
d
u
lt 

fe
m

al
e 

ill
ite

ra
cy

 r
at

e 
(%

),
 1

99
8

71
25

57
20

—
78

71
45

5
12

—
9

U
N

D
P
 H

u
m

an
 D

ev
el

o
p
m

en
t 
In

d
ex

, 
19

98
0.

46
1

0.
70

6
0.

56
3

0.
67

0
0.

70
6

0.
47

4
0.

52
2

0.
54

2
0.

74
4

0.
73

3
0.

62
3

0.
67

1

P
o

ve
rt

y
 a

n
d

 i
n

eq
u

al
it

y
B
el

o
w

 n
at

io
n
al

 p
o
ve

rt
y 

lin
e 

(%
),
 l
at

es
t

35
.6

4.
6

35
.0

20
.3

51
.0

42
.0

34
.0

—
40

.6
35

.3
—

50
.9

B
el

o
w

 U
S$

1 
p
er

 d
ay

 (
%

),
 l
at

es
t

29
.1

18
.5

44
.2

15
.2

—
37

.7
31

.0
—

—
6.

6
—

—
H

u
m

an
 P

o
ve

rt
y 

In
d
ex

, 
19

98
43

.6
19

.0
34

.6
27

.7
—

51
.3

40
.1

—
16

.1
20

.3
—

28
.2

G
in

i 
co

ef
fi
ci

en
t, 

la
te

st
33

.6
40

.3
37

.8
36

.5
40

.5
36

.7
31

.2
50

.9
46

.2
34

.4
—

36
.1

“—
“ 

=
 n

o
t 
av

ai
la

b
le

 o
r 

n
o
t 
ca

lc
u
la

te
d
; 
P
P
P
 =

 p
u
rc

h
as

in
g 

p
o
w

er
 p

ar
ity

. 
So

u
rc

es
W

o
rl
d
 B

an
k 

(2
00

0)
, 
U

N
D

P
 (

20
00

).
 

Ta
bl

e 
1:

 
Ba

si
c 

In
di

ca
to

rs
, 

19
98



3.1 Objectives of Central Banks
The role of central banks in microfinance is related to their broader role in the
financial system and in the economy more generally. Hence, any discussion of the
role of central banks in microfinance must be informed by the debates that have
taken place in recent years on their broader role and objectives.

Central banks have a number of objectives, which Chandavarkar (1996) has
classified as follows:

(i) tactical or macroeconomic objectives (relating primarily to the domestic price
level and the exchange rate);

(ii) long-term strategic objectives of financial sector development (including the
development of an effective payments system and other forms of financial
infrastructure); and

(iii) sectoral or microeconomic objectives (such as prudential supervision and deposit
insurance).

The goals of monetary policy include economic growth, low inflation, and stability of
the currency. However, most commentators now believe that the main contribution
that monetary policy can make to economic management in the long run is to maintain
low inflation. It is generally agreed that low inflation provides a necessary base for
sustained economic growth and development. Indeed, in a number of countries, low
inflation has proved important for the development of a sustainable microfinance
sector. In some cases governments have set indicative inflation targets, with central
banks expected to maintain the rate of inflation within a target band. It is also generally
accepted that central banks are most effective in maintaining low inflation and in
performing their other proper functions when they are independent of government.

There has been a trend in a number of industrial countries recently to divide
the functions of the central bank between two separate agencies. In this model, the
central bank proper retains responsibility for the conduct of monetary policy, stability
of the financial system, and regulation of the payments system. A new bank
supervision agency is established to undertake prudential regulation and supervision
of deposit-taking institutions.

However, so far at least, this model has not been adopted to any extent in
developing countries of Asia. In all but one of the countries included in this study, the
central bank retains responsibility for both monetary policy and prudential regulation
and supervision of the banking sector. The exception is Indonesia, where
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Contemporary Thinking on Central Bank Objectives
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responsibility for prudential supervision of licensed financial institutions is to be
transferred from the central bank to a separate supervisory agency by the end of
2002.

3.2 Developmental and Promotional
Activities of Central Banks

A more important issue for the purposes of this study relates to what may be called
the “developmental” activities of a central bank. How central banks see these activities
depends to some extent upon the level of maturity and development of each financial
system. According to Chandavarkar, “In the early days of the central bank the accent
has necessarily to be on the development of a banking system to control because this
is not only a logical order but also the typical historical sequence…” (1996, 95).

Reference to the relevant legislation, or to the official “mandate” of a central
bank, may not be very helpful as a guide to the character of its current activities. Such
legislation tends to be changed infrequently and at long intervals; the actual activities
of the bank may diverge from the legal situation increasingly over time.

In this context, Chandavarkar makes the distinction between “develop-
mental” and “promotional” functions of a central bank. He argues that the exercise of
developmental functions is justified, if at all, only in the very early stages of central
banking. These functions should be divested over time, and divesting them may be a
precondition for central banks to achieve independence of government. Such
developmental activities include credit guarantees and insurance, participation in the
capital and management of development institutions, priority sector lending,
differential interest rates, preferential rediscount rates and facilities, and setting target
credit/deposit ratios for rural branches of banking institutions. Government ownership
of banks may also be considered as a developmental activity, although such
ownership and the activities flowing from it may not necessarily involve the central
bank directly. It is important to note that developmental activities are generally
intended to contribute to the development of the economy as a whole, not to the
development of the financial sector itself. In fact, they often contribute to situations
of ”financial repression” and are antithetic to financial sector development. However,
this need not always be the case.

As against these “divestible” functions, the promotional role of the central
bank is:

… crucial in financial development in terms of filling the gaps in the financial
structure in respect of instruments, institutions, markets and personnel. It should be
envisaged in terms of active “supply-leading” initiatives rather than passive “demand-
following” response considering that the financial system … is predicated on the
dictum that “facilities create traffic” (Chandavarkar 1996, 120).  

Chandavarkar further describes promotional activities as measures that
generate externalities and reduce transaction and information costs. In this case, the
central bank is cast in the role of innovator and catalyst. He sees the promotional role
as a continuing one for central banks in developing countries. Promotional activities
may include support for pilot projects using innovative approaches to microfinance,
the conduct of research, the collection and publication of data, and advocacy and
training.

The dividing line between developmental and promotional activities is
blurred. However, developmental activities are undertaken to affect the allocation of
resources directly, often involve long-term programs, and generally require significant
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financing by the central bank with implications for aggregate money supply. By
contrast, promotional activities involve short-term programs, are intended to catalyze
unsubsidized and voluntary activity by the private sector, and involve negligible
commitments of central bank financial resources.

3.3 Financial Repression as a Consequence
of Developmental Activities

Financial repression can be defined as “distortions of financial prices including interest
rates and foreign exchange rates” (Shaw 1973, 34). In recent decades central bankers
have become much more aware of the dangers of “financial repression,” due to the
works of McKinnon (1973) and Shaw (1973). Nevertheless, in a survey of developing
countries’ central banks conducted in 1995, Fry et al. (1996) noted the continuing
operation of the instruments of financial repression. There are several reasons for the
persistence of such practices. Governments may attempt, through their central banks,
to encourage private investment in what they regard as priority activities. Also, in
some developing countries (and some developed ones) governments have limited
capacity or fiscal discipline to raise funds from nonbank sources. Under these
circumstances, Fry et al. comment that “short-sighted governments have in many
cases effectively used their central bank as a fiscal milch cow” (1996, 9).

It is now widely accepted that controlling interest rates and directing credit
for developmental purposes have not been effective in achieving their objectives. In
fact, such measures have had a negative effect on economic development by
discouraging financial intermediation for the following reasons, among others:

(i) Below-market rates of interest discourage saving and hold saving and investment
below their socially optimal levels.

(ii) Potential depositors tend to undertake investment projects with relatively low
rates of return, rather than depositing their money in a financial institution for on-
lending to the initiators of projects with higher returns.

(iii) Directed credit and credit rationing distort the allocation of bank lending between
projects, reducing the average quality of investments.

Similar criticisms have also been leveled against government ownership of banks and
the quasi-fiscal activities of central banks (for example, refinancing and credit
guarantees). For example:

(i) In many countries, government ownership of banks and other financial
institutions has been used deliberately as an instrument of financial repression, to
direct subsidized credit to particular favored activities. A recent study by La Porta
et al. (2000) found that government ownership of banks is associated with slower
financial development and lower growth in per capita income in those countries
where it occurs. 

(ii) Fry et al. (1996) argue that by making central banks responsible for quasi-fiscal
activities, developing country governments undermine both the independence of
central banks and monetary policy objectives. Fiscal activities reduce central
bank profits and may even produce losses. If losses are not met from government
budget appropriations, they will eventually lead to an expansion in central bank
money, compromising the objective of price stability.

These considerations suggest that central banks should not support microfinance
through measures such as directed credit programs, interest rate controls, ownership
of financial institutions, and quasi-fiscal activities. 
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3.4 Financial Liberalization
Since the pioneering analyses of McKinnon and Shaw, it has been widely accepted
that central banks can contribute to economic development by eschewing financially
repressive (“developmental” in Chandavarkar’s parlance) activities in favor of financial
liberalization. There is considerable empirical evidence that rapid financial
development (resulting largely from legal and policy changes to liberalize the financial
system) has been associated with rapid economic growth in many developing
countries. Levine (1997, 720) found in a recent survey of the literature that:

A growing body of empirical analyses, including firm-level studies, industry-level
studies, individual country studies, and broad cross country comparisons,
demonstrate a strong positive link between the functioning of the financial system
and long-run economic growth.

More recently, however, there has been some reassessment of the efficacy
of rapid financial liberalization in light of the East Asian financial crisis. While rapid
liberalization and the associated financial development can contribute to economic
growth, it can also create the conditions for financial collapse unless it is accompanied
by complementary legal, regulatory, human resource, and informational reforms.
Moreover, such complementary reforms may be very difficult to achieve. For instance,
Demirguc-Kunt and Detragiache (1998) examined the relationship between financial
liberalization and banking crises in 53 countries between 1980 and 1995. They found
that, after controlling for other factors, financial liberalization had a non-trivial
negative effect on the stability of banking systems. While this effect was moderated
by the presence of strong institutional environments, they noted that governments
cannot create strong institutions overnight. The researchers concluded that the path
to financial liberalization should be a gradual one, and that there should be more
research on the design and implementation of prudential regulation and supervision
in developing countries. In similar vein, Cole and Slade (1999) note that in Indonesia,
many millions of dollars and technical assistance were provided to improve the legal,
accounting, and prudential regulatory infrastructure in that country, but it has
remained weak.

Notwithstanding this reassessment, most commentators would still accept
that central banks can and should contribute to the development of microfinance
through careful and appropriately sequenced financial liberalization. Liberalization
enables the financial system to reach some households that would otherwise not have
access to formal financial services. This study considers some important ways in
which liberalization can contribute to the development of a sustainable microfinance
sector, such as through deregulating interest rates and removing barriers to entry of
new institutions into the formal financial system.
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3.5 Promotional Activities of Central Banks
Financial liberalization by itself is not a sufficient condition for ensuring that large
numbers of poor households have access to financial services on a continuing basis.
The formal financial system reaches only a small proportion of households in
developing countries. And while this proportion may be higher in some countries that
have undertaken extensive financial liberalization, even in these countries there are
still large numbers of poor households that are not served by the formal financial
system.

According to Fry et al. (1996), overcoming financial repression involves not
only the removal of impediments on financial institutions and markets, but also
positive encouragement, by the central bank and other relevant authorities, of
financial markets. These measures of positive encouragement are the promotional
activities described by Chandavarkar. This suggests a possible role for central banks
in promoting financial systems able to reach poor households on a sustainable basis.
As noted, promotional activities may include support for pilot projects using
innovative approaches to microfinance, as well as research, collection and publication
of data, advocacy, and training. Central banks can do these things by virtue of their
role as apex bodies for their financial systems, which equips them to exercise leader-
ship and provide coordination. The extent of central bank involvement in such
activities in any country will depend on the central bank‘s comparative advantage
with respect to other institutions, reflecting considerations such as the state of
development of the financial system and the microfinance subsystem.

3.6 Activities of Central Banks in Practice
Central banks should generally limit their activities to monetary policy, the prudential
regulation and supervision of licensed financial institutions, and promotional activities
to encourage the development of the financial system, including microfinance.
However, in practice the role of the central bank is generally much broader than this.
In most countries, the mandate of the central bank supposes or requires an active role
in fostering economic growth and development. More importantly, central banks
have acted on such mandates and undertaken a wide range of developmental
activities. These expanded in the 1950s and 1960s, when the nature and consequences
of financial repression were not well understood. And while the focus of central
banks on developmental activities has diminished gradually over time, in many
countries they have persisted throughout the 1970s, 1980s, and 1990s and are still an
important feature of the financial landscape.

Economies in Transition
The focus on developmental activities has perhaps been most pervasive, among the
twelve countries in this study, in the three economies in transition, although all three
have reduced the emphasis on developmental activities in recent years. In PRC the
central bank served as a “monobank” until 1978. There were no separate commercial
banks, and the central bank was the sole financial entity and provider of credit. The
central bank was directly involved in developmental activities on behalf of the
government, extending loans at administered interest rates to particular industry
sectors and state-owned enterprises in accordance with the centrally determined
credit plan. The Chinese banking system was re-established after 1978, but the central
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bank continued to perform certain commercial banking activities. The current
legislation for the central bank was promulgated in 1995, and takes domestic price
stability as its primary objective. However, the central bank still has responsibility for
some developmental activities. For instance, the list of legislated central bank
functions includes the power to “administer” financial institutions and to “control”
financial markets.

The situation is very similar in Viet Nam, except that the re-establishment of
a banking system did not commence until 1986, and it was not until 1998 that the
central bank yielded the last of its commercial banking functions. Indeed, the central
bank still carries out government policy directives of a developmental nature.

The course of development of the banking system was similar in the Kyrgyz
Republic, but as a member of the former Union of Soviet Socialist Republics (USSR)
until 1991, Kyrgyz did not have its own central bank. The Kyrgyz central bank was
established in 1993 with a mandate to implement monetary policy and to regulate and
supervise the banking system. While the legislation does not provide explicitly for the
central bank to undertake developmental activities, it has in fact undertaken some
such activities.

South Asian Countries
In all of the five countries in South Asia covered by this study, the central bank has
traditionally had a wide mandate to undertake both developmental and promotional
activities.

(i) In Bangladesh, the mandate of the central bank includes maintaining a high level
of production, employment, and real income in the economy, and fostering
growth and development of the country’s productive resources in the best
national interest.

(ii) The mandate of the central bank in India includes development of financial
markets and financial infrastructure.

(iii) The objectives of the central bank in Nepal include mobilizing capital for
development and industry, and developing the banking system.

(iv) In Pakistan, the central bank is required to focus on agriculture by setting up a
specific agricultural credit department, and by coordinating other organizations
engaged in agricultural credit.

(v) At the time of writing, the central bank in Sri Lanka is still charged with
responsibility for the promotion and maintenance of a high level of production,
employment, and real income, as well as the encouragement of the full
development of the productive resources of the country.

These central banks have all undertaken a wide range of developmental activities that
have, in the process, contributed to financial repression:

(i) In all five countries, government-owned commercial banks and development
finance institutions have dominated the financial system and continue to play an
important role. Central banks have often had a direct or indirect interest in these
institutions.

(ii) India, Nepal, and Pakistan retain detailed directed credit requirements. Only
Bangladesh and Sri Lanka have abolished such requirements.

(iii) All five previously imposed interest rate restrictions, although most such
restrictions have now been abolished.

(iv) All continue to undertake quasi-fiscal activities, such as refinancing and credit
guarantees to promote commercial bank lending to particular sectors or for
particular activities.
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Market Economies of East Asia
Until the 1980s, the central banks in Indonesia and the Philippines performed
functions similar to those of the central banks in South Asia, already described.
However, these two countries began deregulating their financial systems earlier, and
have proceeded further, than the South Asian countries. The Philippines deregulated
interest rates from 1980, while Indonesia deregulated them in 1983. While a range of
developmental activities were phased out during the 1980s and 1990s, both central
banks have, at least until recently, continued to engage in some developmental
activities. The Philippines continues to impose directed credit requirements, although
these are of relatively minor significance. In Indonesia, the requirements fell into
abeyance during the financial crisis, from 1997, and are not to be continued. However,
in Indonesia, government ownership of financial institutions is still extensive and was
associated with significant central bank refinancing of particular sectors and activities.
This was brought to a close only with the reorganization of central bank functions
after the crisis. It should be noted, however, that one government-owned bank in
Indonesia, Bank Rakyat, has been a very successful provider of microfinance services. 

Both Indonesia and the Philippines have seen considerable changes in the
mandate of the central bank in recent years. In the latter, a new central bank was
established in 1993 with a mandate to maintain price stability and to regulate and
supervise banks and quasi-banks. The Act explicitly prohibits the central bank from
engaging in development banking or financing (but as noted, has not precluded
directed credit requirements). In Indonesia, a new central banking law was enacted
in 1999, reducing the mandate of the central bank to the primary objective of
maintaining the stability of the currency. The function of prudential supervision is to
be transferred to a new institution by the end of 2002, and the central bank’s previous
role as an “agent of development” has been abolished. 

Pacific Island Countries
By contrast with the Asian central banks, the central banks in PNG and Vanuatu have
had very little involvement in developmental activities. In each country, the
government owns the commercial bank with greatest outreach in rural areas. In each
country the government also established a development finance institution. In the
case of Vanuatu this institution has recently been merged with the government
commercial bank, and in PNG it has become a subsidiary of the government
commercial bank. Apart from being responsible for regulating and supervising these
government-owned banks, the central banks have had little involvement with them.
Both central banks have largely avoided financially repressive measures such as
interest rate restrictions, directed credit requirements, and quasi-fiscal measures.
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4.1 Background
Most commentators agree that the provision of financial services to the poor requires
active policy support. Rural credit markets in developing countries, especially insofar
as they encompass the poor, are subject to market failure. For instance, Besley (1994)
identifies three distinctive features of rural credit markets, namely, scarce collateral,
the underdevelopment of complementary institutions, and covariant risks. These
factors contribute to various market failures, in particular, those related to adverse
selection and moral hazard. One result is lower than optimal provision of financial
services, in rural areas and to poor households. Hence, government intervention may
be appropriate to encourage the provision of an optimal level of financial services.
Government intervention may also be justified on distributive grounds, especially
where financial services are an effective tool for poverty reduction.6

It is also clear that, in practice, microfinance has relied heavily on support
from governments and donor agencies, and central banks to a lesser extent. While
MFIs should aim to become self-sufficient, this takes considerable time. McGuire et al.
(1998) found that few if any financial institutions reaching significant numbers of
poor clients in Asia have been established without external support. Had it not been
for such support, it is unlikely that microfinance could exist on anything like its
current scale. 

Nevertheless, it is clear that much support for microfinance has been
ineffective. With limited resources, it is important to ensure that support for micro-
finance is as effective as possible in fostering outreach and sustainability. Moreover,
the suggestion that microfinance requires active support does not necessarily imply
that central banks themselves should be involved in providing this support. As noted,
in most cases such support has been provided by other government agencies and/or
donor agencies, rather than by central banks. In considering any role for central
banks, it is necessary to consider their comparative advantage in providing such
support, relative to other mechanisms and institutions.

4.2 Perceptions of Central Banks Regarding
Microfinance

The extent to which central banks are involved in microfinance depends in part on
how central banks themselves perceive their broader financial sector role. In turn, this
depends largely on what central banks see as their objectives. Central bankers who
see their objectives as relating essentially to monetary policy and prudential regulation
and supervision of the banking system are less likely to consider that they should
support the microfinance sector. By contrast, central bankers who see their mandate
as extending to developmental and promotional activities for broader financial sector
development are more likely to undertake initiatives intended to support micro-
finance.

4 Central Bank Support for
Microfinance Initiatives

Active policy 
support is required
to provide financial
services to the poor

Central banks may
not be the best
agencies to provide
support

6 However, we should note Besley’s comment that, given the current state of empirical
evidence on many relevant questions, it is impossible to conclude categorically that an
intervention has been justified.

Depending on 
their objectives
and perceptions,
central banks may
or may not accept
a role



In four countries, central bankers perceive they have an explicit role in
supporting microfinance. In India, the central bank has traditionally had a role in the
development of financial markets and financial infrastructure, and in recent years has
extended increasing recognition to microfinance. Since its inception, the central bank
in Nepal has seen the delivery of credit to the rural poor as an important objective
and has introduced some innovative measures to that end. In Sri Lanka there appears
to be informed support for microfinance at the highest level of the central bank. For
instance, its recent annual reports map out the full extent of institutional microfinance
activity, including activities that are not under its jurisdiction. And the central bank in
Viet Nam sees itself as an instrument for achieving the national government’s objective
of poverty alleviation, through measures which include microfinance. In these four
countries the central bank has undertaken a range of developmental and promotional
activities to support microfinance, as discussed below.

In Indonesia, central bank support for microfinance has been concerned
with financial sector development, not specifically with poverty alleviation. A former
governor of the central bank has acknowledged that its policies with respect to the
financial system may impact on poverty. However, he argued that poverty alleviation
itself is a government function, which the central bank can only address within the
scope of its role as a central bank.

In most other countries, central bankers do not perceive that they have any
major role with respect to microfinance. Generally speaking, this reflects resource
constraints and a desire to concentrate on what are conceived as “core” functions. In
some cases, central banks may even have concerns about the emergence of
microfinance to the extent that this appears to involve decentralized and spontaneous
activity which may be difficult to control. In the case of PRC, for instance, the central
bank is opposed to the emergence of unregulated financial institutions at the local
level because of various irregularities that have occurred, and it is reluctant to see
NGOs or community organizations play any role in financial intermediation.

4.3 Directed Credit Requirements
Under directed credit schemes, commercial banks are required to lend a certain
proportion of their loan portfolios in particular sectors. These schemes are generally
administered through the central bank. Four countries — India, Nepal, Pakistan, and
Philippines — continue to impose directed credit requirements. In the Philippines
these are of relatively minor significance, but in India, Nepal, and Pakistan, banks are
still required to channel significant proportions of their loan portfolios to agriculture
and disadvantaged groups in the community.

An example of how these schemes operate can be seen from the situation
in India. All commercial banks and regional rural banks are required to lend
40 percent of net bank credit to “priority” sectors. In broad terms, at least 18 percent
of lending must be to agriculture. A further 10 percent must be to “weaker” sections,
such as small and marginal farmers, rural artisans, and agricultural laborers. Allocation
of the remaining 12 percent is discretionary, and can be for either of the above
categories or for small-scale industry. Of the lending to small-scale industry, 40 percent
must be for “tiny” industry. Schemes in other countries operate along broadly similar
lines.

The three economies in transition, PRC, Kyrgyz Republic, and Viet Nam, do
not have directed credit requirements as such, but have similar programs. In PRC, for
instance, the allocation of credit was traditionally set by a centrally determined credit
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plan, itself linked to the overall state plan for physical production. Under this credit
plan, the central bank fixed both aggregate and sectoral allocations of bank credit,
and lending institutions met their obligations by adhering to lending ceilings. In 1998
the final abolition of the centrally directed credit plan was announced, and banks are
now supposed to allocate credit based on commercial judgments rather than on
central bank and government directives. However, the influence of various levels of
government on lending is still pervasive, with the term “policy-oriented commer-
cialized loan” conveying something of the flavor. Similar arrangements have existed
in Viet Nam. In the Kyrgyz Republic, the government has also used government-
owned banks to provide subsidized credit to agriculture, although these allocations
are declining.

Five countries, namely, Bangladesh, Indonesia, PNG, Sri Lanka, and Vanuatu,
do not have or have by now abolished directed credit schemes.

Directed credit is an instrument of financial repression that militates against
the development of sustainable financial systems. Such lending generally suffers from
low repayment rates, with McGuire et al. (1998) finding that repayment rates in India,
Nepal, and Pakistan ranged from less than 50 percent to around 75 percent in the
early 1990s. There is evidence that repayment rates for comparable programs in PRC
are also around 50 percent. Directed credit is frequently subject to interest rate
ceilings, with interest rates too low to cover operating and financing costs. Hence,
such loans generally impose losses on the commercial banks. Directed credit can also
adversely affect the balance sheets of central banks. In India, for instance, most
lending to priority sectors is eligible for refinancing from the National Bank for
Agriculture and Rural Development (NABARD) at concessional interest rates.
NABARD was established in 1982 as an apex body for rural credit, with the central
bank detaching its agricultural credit department for the purpose. While the central
bank still has significant influence, NABARD now has considerable scope for
independent action.

There is also considerable evidence that directed credit schemes are an
ineffective and inefficient means of reaching the poor.7 They tend to be poorly
targeted, with evidence from a number of countries that non-poor households often
obtain most of the benefits from programs ostensibly targeted to the poor. There do
not appear to be any examples of directed credit programs that have successfully
reached poor borrowers on a sustainable basis. It would seem appropriate for those
countries that still impose directed credit requirements to replace them with more
effective policies for supporting microfinance. 
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4.4 Other Developmental Activities to
Support Microfinance

Developmental activities may, as previously described, include credit guarantees and
insurance, participation in the capital and management of development institutions,
priority sector lending, differential interest rates, preferential rediscount rates and
facilities, and target credit/deposit ratios for rural bank branches. They are undertaken
to affect the allocation of resources directly, often involve long-term programs, and
generally require significant financing by the central bank with implications for
aggregate money supply.

There are a number of ways in which governments, donor agencies, and
central banks have provided developmental support for microfinance. These include
supporting individual MFIs, supporting second tier microfinance institutions which
provide loans to retail MFIs, channeling support through the banking system, and
establishing government retail microfinance operations. Within this framework,
central banks have also provided support in a number of ways. They have provided
loans and grants from their own resources, and have refinanced or guaranteed loans
made by MFIs and banks. And they have acted as conduits for programs funded by
governments or donor agencies, on-lending these funds to MFIs or banks.

Supporting Individual Nonbank Microfinance Institutions
As noted, MFIs in most countries have received considerable external support. In the
past, most of this has been in the form of financial assistance direct to individual MFIs.
Such support has been critical in enabling them to establish and to increase their
outreach and financial self-sufficiency.8 Nevertheless, a great deal of the support that
has been provided has been ad hoc in character and ineffective. It is now generally
accepted that support should only be provided to institutions that demonstrate a
commitment and a capacity to reach poor clients on a sustainable basis.

Central banks have generally not provided direct financial support to MFIs
that are not licensed financial institutions. However, there are a number of exceptions:

(i) In Bangladesh, the central bank provided support to Grameen Bank from as early
as 1979, before it was established as a specialized development bank in 1983.
The central bank has also supported Grameen Bank with lines of credit; in
1993–94 it provided a line of credit of Tk6 billion ($122 million), though less than
half of this was drawn down.

(ii) In India, NABARD (which, as previously noted, was established by the central
bank as an apex body for rural credit) has provided a small amount of revolving
fund assistance to nonbank MFIs undertaking experiments in the direct
implementation of microfinance. This program has been financed from a special
fund contributed by the Swiss Agency for Development and Cooperation.

(iii) In PRC, the central bank is required to offer support to rural credit cooperatives
(RCCs) in a number of ways, including “policy lending.” Central bank loans have
been directed to RCCs in poverty-stricken areas that have been unable to mobilize
savings sufficient to meet the local need for agricultural credit. RCCs are regulated
by the central bank, and can be regarded as “near banks.”
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Supporting Second Tier MFIs
A number of countries have some form of “second tier” microfinance institution
which channels funds to individual MFIs. The largest and most successful second tier
institution is the Palli Karma Sahayak Foundation in Bangladesh. Second tier
institutions of varying degrees of effectiveness are also important parts of the
microfinance sector in India, Pakistan, Philippines, Nepal, and Sri Lanka.

There is considerable debate as to the effectiveness of second tier MFIs.
McGuire (1998) has argued that they can be an effective means of supporting MFIs.
He argues it is more efficient for one institution to analyze and monitor the
performance of individual MFIs than for different government and donor agencies to
do their own appraisals and evaluations. Second tier institutions can also play an
important role in establishing and enforcing performance and reporting standards for
MFIs. On the other hand, Gonzalez-Vega (1998) has taken a more pessimistic view. It
is generally agreed that second tier institutions can only play an effective role where
there is already a group of strong retail MFIs. Other problems with second tier
institutions may include their being subject to pressure to meet unrealistic
disbursement targets, causing institutions to lower their standards, and lack of political
independence. Most second tier institutions have not been in operation long enough
to enable firm conclusions concerning the effectiveness of this approach.

In principle, central banks could provide funds to second tier institutions for
on-lending to retail MFIs, or could refinance loans by second tier institutions to retail
MFIs. In practice, there do not appear to be any current examples of central banks’
providing funds through second tier institutions.

Alternatively, central banks could operate as second tier institutions in their
own right. As noted already, NABARD in India has done this to a minor extent (albeit
in an agency role for the central bank). Another example is in Nepal, where the
central bank administers the Rural Self-Reliance Fund, which provides wholesale
funds to MFIs for on-lending to final borrowers.

Channeling Support Through the Banking System
In a number of countries, the national government operates specific microfinance
programs in which funds are channeled through the banks. Such programs, along
with directed credit requirements, are the most common developmental activity in
which central banks are involved. There is also considerable overlap between such
programs and directed credit requirements. For instance, lending to priority sectors
under directed credit requirements is often refinanced by the central bank, or provided
by government-owned banks with explicit or implicit central bank support.
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The largest of these programs is the Integrated Rural Development
Programme (IRDP) in India. The scheme involves the provision of credit by banks,
with a cash subsidy provided to borrowers by the government. The central bank is
also involved, as lending by banks under IRDP is eligible for refinancing from
NABARD. Numerous evaluations have shown that IRDP has not met its objectives.
For instance, an expert committee constituted by the central bank (Reserve Bank of
India 1995) found that loans were often captured by better-off households, and
repayment rates were only around 30 percent. The central bank is also involved in
other programs channeling support through the banking system, including the
NABARD program for linking banks with self-help groups.

In Indonesia, a major activity of the central bank under successive
governments has been to refinance a wide variety of credit schemes for small-scale
economic activities. Most have not reached the poor to any significant extent.
However, there are some exceptions. For instance, under the Microcredit Project,
which commenced in 1995 with support from ADB, the central bank disburses funds
to the provincial government commercial banks (BPD) and rural banks (BPR) for on-
lending to small financial institutions and microentrepreneurs. The interest rates
charged by BPD and BPR are not regulated, and they lend at their normal rates of
around 2 to 4 percent per month. This program has been considerably more successful
than most other programs where central banks channel funds through licensed banks.
This is because interest rate controls are absent, and because these small banks,
unlike licensed banks in most countries, have developed appropriate products and
processes for reaching microentrepreneurs. Despite the removal from the central
bank’s operational control of all “liquidity credit” refinancing schemes since the new
central banking legislation of 1999, it will continue to implement this scheme, which
is externally funded and has the nature of a pilot project.

In Viet Nam, the central bank provides funds to the government-owned Viet
Nam Bank for the Poor (VBP) and the Viet Nam Bank for Agriculture and Rural
Development, which both lend directly to targeted poor households. VBP has been
created for the specific purpose of providing subsidized credit to the poor. A
government ministry issues criteria and guidelines for the selection of poor
households, and even provides an official list of poor households which are the
targeted clients of the national government’s poverty alleviation programs. The central
bank provides subsidized funding for lending to these households. Such activities
undermine sustainable microfinance, since independent MFIs are unable to compete
with the state subsidies.

A number of other countries also channel support through their banking
systems, often with central bank involvement. In Nepal, the central bank is the major
shareholder in the Credit Guarantee Corporation, which operates schemes to
guarantee livestock loans and priority sector credit. In both Nepal and Sri Lanka, the
central bank has been the executing agency for microfinance projects funded by
external agencies and channeled through the banking system. Programs operating
through the banking system with varying degrees of central bank involvement have
also been features of the microfinance landscape in PRC, Kyrgyz Republic, and
Pakistan. 

Experience with such programs indicates that they are generally unsuccessful
and commercial banks are generally reluctant partners. Goodwin-Groen (1998) found
that over 95 percent of commercial banks she studied in the Asia-Pacific region
undertake microfinance lending only because it is required of them by government.
In many cases such programs are operated through government-owned banks. In
most cases portfolio quality is low, the scale is very small, and/or lending does not
reach the poor, although Indonesia, as mentioned previously, provides an exception.
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Establishing Government Retail Microfinance Operations
The other main category of microfinance programs is those operated directly by
government agencies. In general, such programs have not been successful. For
instance, an analysis of government microfinance programs in the Philippines found
that they were inefficient, highly politicized, uncoordinated, and unsustainable (Llanto
et al. 1996). These criticisms could equally be leveled at direct government
microfinance programs in other countries. McGuire et al. (1998) concluded that, in
general, governments should abolish direct state microfinance programs and support
microfinance through other means.

In most countries central banks have not played a role in such direct
government microfinance programs. However, in at least two countries the central
bank has shareholdings in retail MFIs. In Nepal, the central bank holds a majority
shareholding in the five regional rural development banks (RRDBs) and appoints
their chief executive officers. In 1998 it extended a line of credit of NRs100 million to
the largest of the RRDBs to overcome a severe fund shortage resulting from the rapid
expansion of its program. In practice, the central bank’s substantial participation in
the management of the RRDBs implies effective control, though political interference
in the operations of the RRDBs is also reported to be pervasive. The central bank also
has small shareholdings in the two major development banks in the country. Similarly,
in Sri Lanka the central bank maintains a 72 percent shareholding in, and nominates
some board members to, the new regional development banks. This in fact represents
a dilution of the central bank’s high degree of involvement with the predecessor
institutions of these new regional development banks. 

Role of Central Banks
In most of the countries considered in this study, central banks have been active in
developmental activities to support microfinance. In most cases this has involved
administering directed credit requirements and/or channeling funds through licensed
banks for microfinance activities. To a lesser extent, central banks have provided
support to individual nonbank MFIs and in some countries have even maintained
shareholdings in retail microfinance operations.

In the majority of cases these activities have not been successful. It would
appear that most such programs have not been effective in targeting the poor, have
had low repayment rates, and have not been sustainable. In some cases they may
have even been counter-productive, by making it more difficult for MFIs striving for
sustainability to operate. There appear to be some exceptions to this conclusion,
however, such as central bank support for the Grameen Bank in Bangladesh and for
the rural banks in lndonesia. Support has been most successful where it has been
directed to institutions with appropriate products and processes for reaching poor
households and microentrepreneurs, and where the central bank has not imposed
interest rate controls.

There appear to be three primary reasons why developmental activities by
central banks have, in the main, been unsuccessful:

(i) Most of these activities have been in the form of directed credit schemes and
programs channeled through licensed banks. These activities are generally not
the most effective means of encouraging sustainable microfinance. While no
arrangements for support are without their drawbacks, support for individual
MFIs committed to sustainability and for effective second tier institutions is likely
to be more effective.

(ii) Central banks may not have comparative advantage in providing financial support
for microfinance, relative to other institutional arrangements. Central bankers
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often have limited understanding of the microfinance sector. Moreover, such
developmental activities may be inconsistent with other objectives of the central
bank such as maintaining price stability.

(iii) Reflecting the above, developmental activities conducted by central banks have
rarely embodied microfinance best practice. For example, they have generally
involved subsidized interest rates and have not made use of new technologies for
increasing repayment rates.

In no country has the central bank completely avoided developmental
activities. However, in four countries, namely Bangladesh, PNG, Philippines, and
Vanuatu, developmental activities by the central bank in respect of microfinance have
been relatively minor, especially in recent years. Interestingly, Bangladesh is the
world leader in the field of microfinance, and the Philippines has one of the more
vibrant microfinance sectors. Clearly, developmental activities by the central bank are
not necessary for the development of sustainable microfinance; they may even be a
hindrance. In general, it would appear more appropriate for support for microfinance
to be provided through other channels, such as other government agencies or donor
agencies.

This is not to say that central banks should never undertake developmental
activities to support microfinance. However, whether or not they should undertake
this role depends on a number of factors, including:

(i) their comparative advantage relative to other potential institutions or mechanisms
for supporting microfinance, such as second tier institutions or direct support
from donor agencies to individual MFIs;

(ii) the mandate of the central bank, and the extent to which the central bank sees
its role as including the development of the financial system, including in rural
areas and for poor households; and

(iii) the institutional arrangements for ensuring that such activities do not impact
adversely on the central bank’s balance sheet.

In general, there does not appear to be a case for central banks to use their own
resources for lending to or refinancing retail MFIs or licensed banks for microfinance
activities. Any such activities have the potential to affect the balance sheet of the
central bank negatively, and hence to compromise its ability to meet its key objectives.

In limited cases, there may be a role for central banks in managing funds
from the government and/or donor agencies and on-lending them to retail MFIs and
licensed banks. This is especially likely to be the case in small countries where there
is limited financial infrastructure and where it would not be feasible or appropriate to
establish a separate second tier institution or any other institution responsible for
microfinance. PNG and Vanuatu, for example, are countries likely to fall into this
category.

Where the central bank does manage funds from government or donor
programs, it would also appear appropriate for a number of specific conditions to be
satisfied:
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(i) The central bank would need to have clear comparative advantage in managing
such funds. There would need to be compelling reasons why channeling funds
through the central bank is more appropriate than other options such as
supporting individual MFIs directly or channeling support through a second tier
MFI.

(ii) The decision whether to undertake such a role should rest with the board of the
central bank, based on the objectives of the bank and a realistic assessment of the
costs and benefits.

(iii) There should be a clear contractual arrangement between the government and
the central bank, and the central bank should receive a management fee sufficient
to cover all costs it incurs in managing the program. There should also be
transparent arrangements for managing any foreign exchange risk.

(iv) It may be necessary to establish a separate unit within the central bank responsible
for microfinance activities. The responsible central bank staff would need to
develop a different mindset to operate as effective microfinance “wholesalers.”
Monitoring nonbank MFIs gives rise to issues very different from those associated
with monitoring licensed banks.

(v) The central bank would need to adopt clear funding criteria, designed to
maximize outreach and sustainability.

4.5 Promotional Activities to Support
Microfinance

General Discussion
As previously mentioned, promotional activities to support microfinance may include
support for pilot projects using innovative approaches to microfinance, the conduct
of research, the collection and publication of data, and the undertaking of advocacy
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and training. While the dividing line between developmental and promotional
activities is blurred, promotional activities generally involve short-term programs, are
intended to catalyze unsubsidized and voluntary activity by the private sector, and
involve negligible commitments of financial resources by the central bank.

The case for central banks to undertake promotional activities is generally
stronger than the case for their undertaking developmental activities. As mentioned
previously, because of central banks’ positions as the apex bodies for the financial
system, they are well placed to play a role in leadership and coordination.
Nevertheless, as with developmental activities, whether or not a particular central
bank should undertake promotional activities depends on how the central bank
perceives its role, and on the comparative advantage of the central bank in respect of
those activities.

Central banks may wish to support pilot projects to research and publicize
innovative approaches to microfinance. McGuire and Conroy (forthcoming) argue
that funding agencies should take explicit account of the need for innovation when
deciding which institutions to support. An institution using innovative approaches
will generally incur higher costs than an institution replicating an existing model,
reflecting the higher costs of developing new systems and the greater degree of risk
involved. At the same time, more innovative institutions may generate positive
externalities, such as new or improved institutional forms, processes, and products
that are then adopted by other institutions. Hence, there is an important role in
providing small amounts of “seed capital” to support innovation, and this may possibly
be a suitable activity for central banks to pursue.

At the same time, the dividing line between developmental and promotional
activities can be particularly blurred when supporting pilot projects. The pilot projects
for supporting linkages between banks and MFIs in India and Indonesia, discussed in
more detail later in this section, provide an interesting contrast. When supporting
such initiatives it is appropriate for the central bank to have a clear exit strategy, with
clear limits on the quantum and time period of such support. In Indonesia, the central
bank phased out refinancing for its bank/NGO/self-help group linkage program so
that it did not become a major developmental commitment when the project moved
beyond the pilot stage. By contrast, India has continued refinancing even though the
project is now operating on a substantially larger scale. What was originally a small
and targeted promotional activity has now evolved into a developmental activity
absorbing significant resources. It is not appropriate for central banks to engage in
developmental activities on the pretext of supporting innovation. 

There are a number of other ways in which central bank may wish to
facilitate the development of the microfinance sector.

(i) They can conduct research into rural financial markets, microfinance, and
informal finance, in order to increase understanding among policymakers of the
characteristics of these financial markets and to ensure that any policy initiatives
are grounded in empirical evidence. For instance, this could include research into
issues affecting access to capital by low income households, such as land tenure,
chattel mortgaging, foreclosure, and small claims procedures.

(ii) They can collect and publish data on the microfinance activities of licensed
banks. They can also collect data on nonbank MFIs, in collaboration with
networks of MFIs and other institutions. This would include monitoring the
outreach and sustainability of the microfinance sector.

(iii) They can be advocates for sustainable microfinance, by preparing and
disseminating publications on microfinance best practice, conducting and/or
participating in workshops, and similar activities.

(iv) They can conduct or initiate training programs for officials from government
agencies, banks, MFIs, second tier institutions, and other bodies. Such training
programs would generally focus on issues where the central bank may be
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presumed to have particular expertise or an obvious leadership position, such as
policy issues and performance and reporting standards, rather than on operational
issues. Alternatively, in some cases there may be a role for central banks to
facilitate or coordinate training on operational issues, in the absence of initiatives
from any other source.

(v) They can provide technical expertise in areas where they may have comparative
advantage, such as helping second tier institutions, networks of MFIs, and credit
rating agencies to establish performance and reporting standards for MFIs.

(vi) They can disseminate broader economic information to the microfinance sector,
such as macroeconomic data, information on the performance of particular
economic sectors, and information on sources and cost of capital.

Most central banks have undertaken promotional activities to support microfinance.
The most active central banks in this regard are possibly those of India and Indonesia. 

India
In India, the central bank and NABARD have undertaken a variety of promotional
activities to support microfinance. For instance, in 1992 NABARD launched a pilot
project for linking self-help groups (SHGs) to banks, with bank loans to SHGs
refinanced by NABARD. This project has received increasing emphasis during the
past few years and is now being encouraged as a regular program of the banking
sector. By March 1999, the program is reported to have linked some 33,000 SHGs to
banks, with coverage of around 560,000 families. While this program could originally
have been seen as a promotional activity to research an innovative approach to
microfinance, it has now taken on the character of a developmental activity. It should
also be noted that the program is not sustainable in its current form. There are ceilings
on the interest rates that banks can charge NGOs and SHGs, and these do not provide
a sufficient margin for NGOs to recover the costs of forming and motivating SHGs.

NABARD has also made bulk loans to retail MFIs undertaking experimental
action in microfinance, and provided microfinance training, exposure, and capacity
building to both bank and MFI staff. In February 2000, the minister for finance
announced the creation of a Rs1 billion ($23 million) fund within NABARD for the
promotion of microfinance. This was in line with recommendations by a task force on
microfinance initiated by the central bank and headed by NABARD. It is proposed
that the fund be used to support capacity building of MFIs and the provision of equity
and start-up grants. Again, this appears to incorporate a mixture of developmental
and promotional activities.

Other promotional activities by the central bank include:

(i) The establishment in 1998 of a task force on microfinance within NABARD,
already referred to. The task force was charged with developing a policy
framework for sustainable growth of microfinance, encompassing issues in policy,
regulation, financing, and capacity building. It reported in July 1999.
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(ii) The establishment in 1999 of a microcredit special cell within the central bank.
The objective of the cell is to identify and suggest practical measures for making
microfinance a sustainable and marketable product for the financial system.

Indonesia
The central bank in Indonesia has also engaged in a wide variety of promotional
activities. Indeed, the greatest contribution of the central bank is arguably promotional
rather than developmental, in terms of its leadership for innovation in microfinance.
The central bank has played an active role in the project for linking banks and self-
help groups (PHBK), first established in 1989 in conjunction with the German
government technical assistance agency (GTZ). This project went beyond the pilot
stage in 1992. In 1995 the central bank stopped providing refinancing, and the
program now operates on a sustainable, if still limited, basis with participating banks
charging market interest rates.

The central bank has been involved in a number of other promotional
activities, involving both MFIs and rural banks:

(i) Since 1994 it has associated itself with attempts to create an umbrella group for
MFIs, and was actively involved in the inauguration in March 2000 of the United
Movement for the Development of Indonesian Microfinance (GBPKMI).

(ii) It is currently working with GTZ to provide technical assistance to BPR and other
small financial institutions.

(iii) It has supported efforts to strengthen the Association of Indonesian Rural Banks
(PERBARINDO), the umbrella organization for BPR.

(iv) It has provided some loan funds for capacity building of BPR and staff training,
as well as conducting a feasibility study of a deposit guarantee scheme for the
rural banks and actively preparing for its introduction.

Other Countries
Central banks in most other countries have also undertaken promotional activities,
although these have been more limited than in India and Indonesia.

The central bank in Bangladesh has issued circulars encouraging the
commercial banks to lend to MFIs, and conducted a seminar on this issue in 1994.
Unfortunately, the impact of these measures has been limited, with banks lending to
MFIs in only a small number of instances. More recently, the central bank was
provided with resources under a World Bank project to undertake two studies. One
explored the appropriate regulatory framework and institutions for regulating and
monitoring deposit taking by MFIs, and the other considered regulatory reforms and
proactive measures to enhance linkages between MFIs and the formal financial sector.
These studies were undertaken as one exercise and completed in January 1999.

In the Kyrgyz Republic, the central bank has undertaken a number of
measures that have promotional characteristics. The Financial Company for the
Support and Development of Credit Unions (FCSCU), wholly owned by the central
bank, was established in April 1997 to develop and supervise the ADB credit union
project. FCSCU conducts training in management, general accounting, credit analysis,
and other operational functions for credit unions. The central bank also has a pledge
registration office for tracking collateral that has been pledged to guarantee loans.
Information from this office can be accessed directly by MFIs. Several other
promotional ideas have been suggested to the central bank, but these are of relatively
low priority given other challenges it is currently facing.
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The central bank in Nepal has also been involved in some promotional
activities. The introduction of limited banking licenses for MFIs and the formulation
of the Financial Intermediary Societies Act, while dealing specifically with regulation
of MFIs, were also designed to promote the microfinance sector. The provisions of
the Act are not entirely appropriate, however, for the long-term promotion of
microfinance and will require amendment for this purpose. 

In PNG, the major promotional activity by the central bank is its renewed
support from 1992 for the savings and loans movement, intended to compensate for
the decline in outreach of the banking system. By 1998 the central bank had overseen
the creation of five new societies. It also intends to develop the capacity of the
Federation of Savings and Loan Societies to provide technical, management, and
other support services to individual societies. Other promotional activities include
negotiating a financial institutions license for Village Finance Limited to help fill the
gap in financial services for low income clients.

In PRC too, the central bank has undertaken a number of promotional
activities. Most importantly, the governor has defined tasks for the central bank in
supporting and guiding the development of rural credit cooperatives (RCCs). He has
urged RCCs to increase lending to individuals and households, deliver loans to the
doorstep, simplify the loan procedure, and trial group guarantees. The central bank
has also been sympathetic to microfinance experiments in regulated institutions and
has conducted one of its own, with RCCs as the intermediaries, in Hebei Province. It
is also a member of the Poverty Alleviation Advisory Board, convened by UNDP,
which discusses policy for microfinance in the broader context of poverty alleviation.

The central bank in the Philippines has also undertaken a range of
promotional activities. One example is its active participation in the activities of the
National Credit Council with the central bank using that forum to promote a market-
oriented approach to microfinance led by the private sector. The central bank has
also put its considerable influence behind the National Credit Council’s effort to
rationalize directed credit programs and to get government agencies which are not
financial institutions out of the business of lending. It is also a member of the Coalition
for Microfinance Standards, which has developed performance standards for self-
regulation by MFIs.

In Vanuatu as well, the central bank has undertaken a number of activities
that could be described as promotional. It is represented on the board of trustees of
the Vanuatu Women’s Development Scheme (VANWODS), the only significant MFI in
Vanuatu. It has conducted some research into informal financial systems, and it
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undertakes some broad monitoring of developments with respect to credit unions,
cooperatives, and similar financial arrangements. Nevertheless, the central bank
stresses that with the exception of its membership on the board of VANWODS, it does
not see these activities as supporting microfinance. Rather, it monitors the
nonregulated financial system to ensure that such activities do not contravene the
banking legislation.

Comment
In most countries, central banks have undertaken promotional activities to support
microfinance. There has been a wide variety of such activities. Some of the more
common ones have included supporting pilot projects testing innovative approaches
to microfinance, supporting capacity building and training for MFIs and banks,
supporting networks of MFIs and banks, and helping to develop an appropriate
policy framework for microfinance.

Many of these initiatives appear to have made a significant and positive
contribution to the microfinance sector. Moreover, in many cases the central bank
appears to have some comparative advantage in comparison with other institutions in
pursuing such promotional activities because:

(i) It has a role at the apex of the financial system and generally has greater
independence than other government agencies, which may give additional
credibility and prestige to such activities when conducted by it.

(ii) The central bank is likely to take a more market-oriented approach than other
government agencies, and its involvement in policy initiatives may result in
greater emphasis on sustainability.

(iii) In some countries, especially smaller countries, the central bank may be the only
agency with expertise in issues relating to banking and finance, and may be the
only feasible agency to support capacity building and training for MFIs. At the
same time, promotional activities in such countries will necessarily be limited by
the resource constraints facing central banks.

In many countries there will likely be some expectation on the part of both
government and community that the central bank should support the development of
financial systems for poor households. As discussed already, it may be appropriate for
central banks to undertake developmental activities in some limited circumstances.
However, it has been argued here that promotional activities will generally make a
more positive contribution and are in any case less likely to be in conflict with central
bank “core business.” At the same time, it should be acknowledged that the distinction
between developmental and promotional activities is somewhat blurred. For instance,
the case for central banks to support innovation should not be used as a pretext for
central banks to engage in developmental activities. 

Neither is it appropriate for all central banks to undertake a wide range of
promotional activities. In some countries, other agencies may have comparative
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advantage in some or most of the promotional activities already discussed. Also, and
necessarily, promotional activities will be limited by the resources of central banks
and the need to strengthen core responsibilities such as monetary policy and
prudential regulation and supervision of licensed banks. Nevertheless, in most
countries, central banks have found it useful to undertake some promotional activities
to support microfinance, and these activities have made a positive contribution. In all
countries the central bank should be a major stakeholder involved in developing an
appropriate policy framework for microfinance, even if it does not undertake any
other promotional activities.
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5.1 Background
While most institutions engaged in microfinance are specialist MFIs or multi-purpose
NGOs registered as societies, nonprofit companies, or similar bodies, there is also
scope for licensed banks to become involved in microfinance. Conversely, there is a
case for MFIs to enter the formal banking sector. Thus:

(i) Some leading specialist MFIs may wish to establish licensed banks. This may
enable them to offer a broader range of financial services to the poor, raise
deposits from the general public, and increase their credibility with investors and
depositors. Some specialist MFIs such as CARD Rural Bank in the Philippines
have established licensed banks while some NGOs in Indonesia have established
small rural banks (BPR).

(ii) On the other hand, some innovative banks may wish to become involved in
microfinance. In Indonesia, there is a large number of banks providing financial
services in the rural areas, including to poor clients. Hatton National Bank in Sri
Lanka is another traditional bank that has become involved in microfinance. In
both countries, mobilization of the savings of poor and low income clients is a
major factor in the sustainability of such operations.

The scope for licensed banks to engage in microfinance depends crucially
on how they are regulated and supervised by the central bank. In many ways, the
regulatory framework is more critical for licensed banks than it is for specialist MFIs.
As noted by Baydas et al. (1997, 8–9):

Non-bank microlending NGOs can operate in a repressed financial market
environment since they are not subject to the regulatory interest rate ceilings, high
reserve requirements and selective (i.e. targeted) credit policies characteristic of
these markets. Commercial banks, however, cannot escape these regulations that, in
the end, reduce their profit margins. Rarely have commercial banks considered
microfinance initiatives while operating under a regime of financial repression.

At the same time, it should be stressed that establishing a regulatory and
supervisory framework conducive to licensed banks’ engaging in microfinance does
not mean taking a more lenient approach. It is necessary to establish a framework
that offers such institutions scope for microfinancing, while protecting their
depositors. While in some cases this may mean more flexible standards for specialist
microfinance banks, in a number of areas it will mean more rigorous standards. What
is important is designing a framework that specifically takes account of the needs of
microfinance, in order to increase the number, outreach, and self-sufficiency of
licensed financial institutions catering to that sector.

5 Regulation of 
Licensed Banks

Importance of the Regulatory Environment
• Some MFIs may want to enter banking to leverage their microfinance

operations.
• Some banks may want to “down-scale” their operations to get into

microfinance.
• Doing either of these successfully depends on the regulatory and

supervisory environment for banks established by the central bank.
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5.2 Licensing and Minimum Capital
Requirements

General Principles
The scope for establishing small financial institutions is an important factor affecting
the extent to which microfinance is taken up by licensed financial institutions. Baydas
et al. (1997) found that, in large banks, microfinance programs generally do not rank
highly in the internal hierarchy of operational divisions. The future of programs
depends strongly on the support of a few important shareholders or bank officers,
whom Goodwin-Groen (1998) calls the necessary “champions” of microfinance. While
certain large banks such as Bank Rakyat Indonesia have been able to extend their
services into the domain of microfinance successfully, this is the exception rather than
the rule.

Smaller banks, by contrast, operate in more localized territories and are
more likely to serve niche markets. Baydas et al. found that where smaller banks are
involved in microfinance, they tend to have a larger percentage of their portfolios in
the field and there is a stronger institutional commitment to it, as compared with
larger banks. Smaller banks may also offer more congenial and accessible savings
facilities than larger banks.

The scope for establishing small banks is also important if specialist MFIs are
to establish licensed banks. Generally, such institutions are unlikely to raise the
capital to establish a commercial bank offering the full range of financial services on
a national scale. Unless there is regulatory provision to establish smaller banks, in the
form of an appropriately “down-scaled” institutional model, MFIs will not be able to
pursue the banking option and to offer the full deposit services which would generate
the desired increase in lending resources. Hence, if licensed banks are to play an
active role in microfinance, it is important that there be some mechanism to enable
small banks to be licensed.

Nevertheless, there are risks in setting minimum capital requirements too
low. CGAP (1996) and Berenbach and Churchill (1997) note that the more capital a
financial institution has, the better able it is to sustain losses. Moreover, there are
particular issues in the case of banks established by NGOs, where much of the capital
may come from investors who are not primarily motivated by commercial concerns,
and so have less incentive than other investors to avoid risk.

An issue which may prove even more significant is that there are also major
practical problems in permitting the establishment of too many licensed financial
institutions. In many if not most developing countries, central banks are already
unable to supervise effectively the financial institutions subject to their control.
Christen and Rosenberg (2000) note that small institutions and those engaged in
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microfinance may be more difficult to supervise than larger and more traditional
banks. These difficulties reflect ownership issues, the inappropriateness of some
existing supervisory tools, and the high degree of decentralization of such institutions,
among other factors. Christen and Rosenberg provide evidence, for which there is
support in some of our country studies, that in certain countries where large numbers
of small financial institutions have been licensed, they have not been supervised
properly.

In summary, it is desirable in setting minimum capital requirements to strike
a balance between enabling the establishment of smaller financial institutions that are
likely to engage in microfinance, and causing an undue proliferation of very small
institutions that cannot be supervised properly. Country differences preclude the
establishment of “benchmark” minimum capital requirements. Christen and Rosenberg
(2000) note that in many countries the minimum capital for a banking license is under
US$10 million, and often as low as US$1–3 million. They argue that an MFI with good
accounting and reporting systems, good portfolio quality, and a profitable track
record can usually raise the necessary capital in such cases.

There is considerable diversity between countries in the scope for
establishing small banks:

(i) Two countries, Indonesia and the Philippines, have permissive policy regimes for
licensing new banks and a long history of small banks operating at the local level.
Both have recently increased minimum capital requirements for small banks,
although these remain low compared with the requirements of other countries in
the region.

(ii) Five countries, Bangladesh, PRC, India, Pakistan, and Viet Nam, provide very
little scope for the establishment of small banks. 

(iii) The other five countries, Kyrgyz Republic, Nepal, PNG, Sri Lanka, and Vanuatu
represent intermediate cases. Some have recently reduced the requirements for
licensing small banks, but have limited practical experience at this stage. Nepal
has introduced limited banking licenses for NGOs and credit cooperatives. On
the other hand, others have recently raised minimum capital requirements in
response to perceived problems in the financial system. 

Countries with Experience of Small Banks
In Indonesia and the Philippines, small licensed banks have become an important
part of the financial system. Indonesia has long had a system of small regulated banks
in the form of rural banks (BPR). BPR may accept deposits only in the form of time
deposits, savings, or other similar forms. In principle they are subject to broadly the
same prudential and regulatory regime as commercial banks.

Prior to the financial crisis in mid-1997 the minimum capital requirement for
a commercial bank was Rp50 billion (then $21.4 million) and for a BPR Rp50 million
(then $21,000). However, BPR were not effectively supervised. A central bank
publication (Bank Indonesia and GTZ 2000) attributes the current state of the BPR
system, where some 43 percent of institutions are classed as either “less sound” or
“unsound,” as due to a combination of rapid growth and shortcomings in supervision.
New regulations for BPR issued by the central bank in May 1999 increased the
minimum capital requirements for new BPR, to Rp2 billion ($270,000) for BPR in the
greater Jakarta metropolis, to Rp1 billion ($135,000) in provincial capitals, and to
Rp0.5 billion ($67,500) elsewhere.

The Philippines has also enabled the establishment of small banks,
particularly rural banks, with low minimum capital requirements. However, the large
number of rural banks has stretched the capacities of the central bank. Christen and
Rosenberg (2000) note that as of September 1997 there were 824 rural banks, and
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while these had only 2 percent of the banking system’s assets and deposits, they
made up 83 percent of the institutions that the central bank had to supervise. At times
they tied up as much as one half of the staff and budgetary resources of the
supervision department. They note that at one point the supervision department
found this burden was clearly endangering its ability to function.

The central bank has recently prescribed increases in minimum capital
requirements, and from 31 December 2000 the minimum requirements will be as
follows:

(i) expanded commercial banks: P5,400 million ($141 million)

(ii) commercial banks: P2,800 million ($73 million)

(iii) thrift banks: P400 million ($10.4 million) in Metro Manila and P64 million 
($1.6 million) outside Metro Manila

(iv) rural banks: P3.2M ($84,000) to P32 million ($840,000), depending on location.

It should also be noted that bank branching and the opening of new banks was
suspended indefinitely in 1999, motivated by the closure of some rural and thrift
banks following the Asian financial crisis.

Nevertheless, from 2001 MFIs wishing to establish rural banks located in the
key cities will need to put up an amount up to P8 million ($210,000). The amount will
be as low as P3.2 million ($84,000) for rural banks in very poor areas. A survey of 
16 nonbank MFIs indicated that, at the end of 1996, the average MFI already had 
P7.2 million ($190,000) in equity and hence would nearly be able to meet the new
capitalization requirement for rural banks in key cities and clearly be able to do so
elsewhere.

In summary, both Indonesia and the Philippines have found that licensing
requirements for rural banks were set too low, resulting in a proliferation of such
institutions and ineffective supervision. As a consequence, both have recently
increased minimum capital requirements. Nevertheless, both countries appear to
recognize the potential for small banks to extend rural financial infrastructure and to
serve client groups generally not reached by the large commercial banks. While
minimum capital requirements have been increased, they remain within the reach of
the larger and more businesslike MFIs and other entities, including private
entrepreneurs who are likely to meet other requirements for a banking license. It is
hoped that the new requirements will strike the appropriate balance, between
enabling the establishment of smaller financial institutions and their undue
proliferation.

Countries Where It Is Difficult to Establish Small Banks
In five countries, namely Bangladesh, PRC, India, Pakistan, and Viet Nam, it remains
difficult to establish small banks. In Bangladesh, an institution must have a minimum
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paid-up capital of Tk200 million ($4.1 million) as well as satisfying other criteria in
order to obtain a banking license. Even so, licensing is not easy. It took several years
for the prominent MFI, Bangladesh Rural Advancement Committee (BRAC), to obtain
a license for its proposed bank, and the bank has still not been launched because of
an adverse court decision. The central bank has traditionally been conservative in
issuing banking licenses. However, this policy has recently been liberalized.

In India, minimum capital requirements vary for different types of banks. In
the case of private commercial banks, this minimum requirement is as high as 
Rs1 billion ($23.2 million). In principle, there are other options for the establishment
of small banks, but in practice this may be extremely difficult. For example:

(i) One well-known MFI, SEWA Bank, has established an urban cooperative bank.
The minimum capital requirements for such banks range from Rs5 million
($116,000) in large metropolitan areas down to just Rs10,000 ($230) in suburban
areas. In the past such banks have been allowed to operate only in a single urban
area, but SEWA Bank has now been permitted to operate in several. However, it
is not clear if this option would be open to other MFIs.

(ii) In 1996, the central bank made provision for the establishment of local area
banks (LABs), able to offer full banking services in three geographically
contiguous districts. The minimum capital requirement for such banks was fixed
at Rs50 million ($1.2 million). In practice, however, no LAB has been established.
The general perception is that political pressure from public sector bank
employees’ unions has resulted in the central bank prolonging the licensing
process.

There is no scope to establish small licensed banks in Pakistan. There is no network
of rural banks or other small banks, and the minimum capital requirement to establish
a private commercial bank is PR500 million ($14.2 million). It has been suggested that
this may be increased to PR1,000 million ($28.5 million). It is also necessary for an
applicant to establish a branch in each of the four provinces of Pakistan and the
disputed territory of Kashmir, and to be a publicly listed company with public
shareholders to the extent of at least 50 percent (Zafar and Abid 1999).

In PRC and Viet Nam, the banking system remains dominated by state-
owned banks. In PRC, only one private bank has been permitted to establish so far.
Viet Nam has gone further in permitting the establishment of private banks, but there
is little scope to establish small licensed banks operating at the local area.

In these countries, it appears appropriate for the central bank to consider the
scope for relaxing the regulations concerning the establishment of small banks.
Nevertheless, it must be acknowledged that even modest increases in the numbers of
licensed banks may stretch the capacities of central banks to supervise them
effectively. For instance, in Bangladesh it is widely acknowledged that the quality of
central bank supervision is poor and, partly on account of rampant corruption in the
system, confidence in its efficacy is extremely low. In PRC, the introduction of
prudential norms and risk management practices within the banking sector is a
pressing need, as is strengthening the central bank’s capacity to regulate and supervise
banks and nonbank financial institutions.

Intermediate Cases
The remaining five countries represent intermediate cases. Experiences vary
considerably between these countries, and it is difficult to come to general
conclusions. Nevertheless, in most cases it appears that central banks are struggling
to meet their obligations in terms of regulating and supervising existing formal sector
financial institutions, so that any proposals to increase their responsibilities in this
area would have to be weighed very carefully.
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In the Kyrgyz Republic, the minimum capital requirements for banks used to
be only Som24 million ($570,000). However, the largest commercial bank was
declared bankrupt in April 1999 following the failure of seven banks to meet all of the
central bank’s prudential requirements. These banks had insufficient equity to weather
the crisis brought on by the Russian financial meltdown. It also appears that the
central bank did not have the resources to focus on accounting within banks, nor to
conduct checks in between the periodic presentations of financial statements. The
central bank now requires capital of Som300 million ($7.1 million) for new banks,
while existing banks have to reach capitalization of Som100 million ($2.4 million) by
August 2001, and later Som300 million ($7.1 million). 

In Nepal, the current policy of the central bank is to welcome the partici-
pation of additional institutions in the financial sector, though applications for licenses
are invited only once a year. The minimum capital requirements for opening a
commercial bank were increased substantially in 1995 from NRs60 million ($860,000)
to NRs500 million ($7.2 million) for institutions whose head office is to be in the
Kathmandu valley. For head offices in districts outside the valley, the minimum capital
requirement is NRs250 million ($3.6 million).

Since 1996, development banks have been able to establish with a minimum
capital of just NRs10 million ($140,000). However, development banks are subject to
a maximum shareholding of 15 percent by any one organization, which may make it
more difficult for MFIs to establish them. They also have no authority to collect
flexible savings deposits. To date, only five development banks have been licensed,
and any conclusions about their effectiveness are premature. However, the
development banks are subject to only cursory and irregular supervision by the
central bank, and a World Bank technical assistance program is designed to address
this issue. 

An unusual aspect of the regulatory environment in Nepal, unique in Asia,
is the facility exercised by the central bank to issue limited banking licenses to NGOs
and credit cooperatives. Some larger NGOs have used this as a stepping stone to
development bank status. This license provides for supervision by the central bank of
registered MFIs in exchange for permission to undertake limited deposit taking from
members. The limited banking license does not carry with it any right to generate
deposits from nonmembers, although licensed cooperatives, already generating
deposits from nonmembers under the Cooperative Act, have used the license as a
stamp of approval to fuel their deposit-taking activities. There were 28 cooperatives
and 30 NGOs registered with the central bank to undertake limited banking
transactions at the end of 1997–98. 

Until recently in PNG, the minimum capital requirement for a new
commercial bank was K5 million ($2 million). Emergency legislation in reaction to a
proliferation of pyramid schemes increased this amount to K15 million ($6 million) in
April 2000. However, the central bank has been willing to encourage the provision of
financial services in rural areas, and recently created a precedent by approving a
financial institutions license for Village Finance Limited with initial capital of only 
K1 million ($400,000). The lack of involvement by commercial banks in microfinance
reflects the high cost of financial operations in PNG, rather than minimum capital
requirements or other regulations imposed by the central bank. Moreover, central
bank supervisory resources are fully stretched.

In Sri Lanka, minimum capital requirements for banks differ according to the
class of institution. The smallest category of regulated institution, the savings and
development banks, requires minimum initial paid-up capital of SLRs100 million 
($1.4 million) while the new rural development banks (RDBs) have been launched
with initial subscribed capital of SLRs150 million ($2.1 million). Neither of these
institutions may accept demand deposits or offer checking facilities. A commercial
bank offering the full range of banking facilities requires minimum initial capital of
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SLRs500 million ($7.1 million). It is too early to assess the new provisions for RDBs,
but there are concerns about the ability of the central bank to supervise these
institutions effectively. Much remains to be done to assure the effectiveness of the
central bank’s activities in monitoring existing banks.

The minimum capital requirement for the establishment of a bank in Vanuatu
is Vt200 million ($1.6 million). There is also provision to establish a credit institution
with paid-up capital of Vt100 million ($780,000). Credit institutions are permitted to
offer savings accounts and term deposits, but are not permitted to offer check
accounts and are not part of the clearing system. For both banks and credit institutions,
the central bank must also be satisfied that it is to the economic advantage of Vanuatu
to issue a license. In Vanuatu as in PNG, the constraints to bank involvement in
microfinance arise from factors other than regulation by the central bank. Relaxing
requirements for licensing banks would be unlikely to provide greater access to credit
for indigenous entrepreneurs. On the other hand it could reduce the stability of the
banking system, given that the central bank has insufficient resources for the effective
regulation and supervision of existing banks.

5.3 Interest Rate Restrictions
One critical constraint that may prevent licensed banks from lending directly to the
poor relates to interest rates. Microfinance is an inherently costly activity. Licensed
banks need to be able to charge higher interest rates on their microfinance loans than
on other, larger, loans if the microfinance programs are to be sustainable. Ceilings on
interest rates make it very difficult for banks to operate microfinance programs
sustainably.

In eight countries, Bangladesh, Indonesia, Kyrgyz Republic, Pakistan, PNG,
Philippines, Sri Lanka, and Vanuatu, the central bank does not impose any restrictions
on either the deposit rates or lending rates applying to licensed banks.

In India, most interest rates have been deregulated. However, loans by
scheduled commercial banks up to Rs200,000 ($4,700) are still subject to an interest
rate cap, set at the maximum of the prime lending rate. Loans above this amount, and
loans by other banks, are not subject to interest rate controls.

In Nepal, commercial banks are obliged to publish their interest rates, and
variations are permitted only to the extent of 1 percent on deposit rates, and 2 percent
in the lending rates between borrowers for the same purpose. Development banks
are not subject to interest rate restrictions.

In PRC, licensed banks are subject to rigid interest controls imposed by the
central bank. At the end of 1998, 12-month working capital loans carried a rate of 
6.39 percent. Licensed banks were permitted to raise this for small enterprise lending
by no more than 20 percent (that is, to around 7.7 percent per year). Clearly, this
ceiling was far too low for sustainable microfinance. However, while recognizing the
importance of interest rate liberalization for the sustainability of microfinance, the
central bank sees this issue as subordinate to the overarching issues of financial sector
and state enterprise reform.

In Viet Nam, interest rates on both deposits and loans by licensed banks are
tightly controlled by the central bank. By regulating the interest rate structure, the
central bank hopes to provide poor households with access to microfinance services
at the lowest possible cost. However, the ceilings on interest rates, particularly the
lending rate, allow financial institutions only a very narrow margin from which to
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cover operating costs and risks, and to generate profits. The ceilings, and consequent
availability of cheap credit, also make it very hard for nonbank MFIs to attract clients.

In those countries where the central bank still imposes restrictions on interest
rates, it would be appropriate to remove such restrictions to enable licensed banks to
provide microfinance services on a sustainable basis. It is acknowledged that this may
create some difficulties in PRC and Viet Nam. In PRC, for instance, the banking system
is carrying a heavy burden of nonperforming loans, widely thought to be at least 
20 percent of assets. A large proportion of these are due from state-owned enterprises
(SOEs). Permitting interest rates to rise in advance of appropriate reforms to the SOEs
themselves would precipitate default on much of this lending and the collapse of
SOEs. This in turn could trigger the collapse of banks and other financial institutions,
and have a severe impact on central government budgetary revenues and on the
economy more generally. Hence, a general deregulation of interest rates does not
appear to be an option at this stage. Similar considerations apply in Viet Nam.
Nevertheless, it would be appropriate for central banks in these countries to explore
the scope for the introduction of greater flexibility in interest rates for microfinance
loans, even if interest rates on certain other categories of loans remain regulated.

Even where interest rates have been deregulated, in a number of countries
not much has changed in practice. In the Kyrgyz Republic, for instance, the
government exerts very strong influence on the banks to keep interest rates down for
political reasons. In India only commercial banks are subject to interest rate controls
on their small loans, but regional rural banks and cooperative banks feel constrained
to limit their interest rates to levels charged by the commercial banks. In Pakistan,
bankers feel that they are under pressure not to lend at much above the minimum
rate of 14 percent per year. Similar situations of constraint exist in some other
countries.

In these cases, there may be a role for central banks to provide leadership
by stressing to other stakeholders the relationship between interest rates and
sustainability. In a number of countries, the central bank could encourage banks to
ensure that they focus on the availability of loans for the poor, rather than on low
interest rates that only result in the exclusion of the poor from the banking system.
Central banks could also initiate public education campaigns on the need for interest
rates on small loans to be set at sustainable levels.

5.4 Capital Adequacy 
The Basle Accord recommends that banks should maintain capital at least equal to
8 percent of risk-weighted assets, equivalent to a gearing multiple of around 12:1.
However, most commentators suggest that for small banks the capital adequacy ratio
should be higher (and particularly so for those small banks specializing in
microfinance). There are a number of reasons for this:

(i) As noted already, in the case of banks established by specialist MFIs, much of the
capital may come from investors who are not primarily motivated by commercial
considerations.

(ii) Small banks and specialist microfinance banks are generally restricted to certain
geographic areas and/or client groups, leaving them with less diversified
portfolios and greater concentration of risk than other banks.

(iii) Specialist microfinance banks operate with relatively high costs and high interest
rates on loans. Hence, a given percentage of nonperforming loans will
decapitalize them faster than it would a commercial bank.
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(iv) Banking regulators have little experience with small banks and specialist
microfinance banks.

For these reasons, some commentators have suggested capital adequacy ratios of
20 percent or higher, at least initially, while others have suggested more modest
figures such as 12 percent.

Experience in the region sheds little light on these issues. Most countries
adopt the Basle standard, although the Philippines has applied a higher ratio of 
10 percent. Following the Asian financial crisis Indonesia reduced its capital adequacy
requirement to 4 percent (although in fact most commercial banks actually had
negative capital at that time). In most cases the required capital adequacy ratio applies
equally to all licensed banks. There do not appear to be any cases where small banks
or banks specializing in microfinance are subject to higher capital adequacy ratios.

5.5 Loan Classification and Provisioning
Loan classification and provisioning is another problematic area for specialist
microfinance banks. While microfinance portfolios often show lower delinquency
than those of commercial banks, microfinance delinquency tends to be more volatile.
For this reason, CGAP (1996) suggests that specialist microfinance banks should
provision their overdue loans (based on time overdue) much more aggressively than
conventional banks. On the other hand, some regulations for loan provisioning
require high provisions for unsecured loans, even where such loans are not overdue.
Such regulations are inappropriate for specialist microfinance banks. CGAP suggests
that regulators should be flexible in considering other indicators of asset quality as
alternatives to simple collateralized/non-collateralized status. Alternative measures
might include the historical performance of portfolios, statistical sampling of arrears,
and the adequacy of management information systems and policies for dealing with
arrears.

Some possible guidelines for loan loss provisioning standards are those
suggested by CGAP (1997, 1998b) or those used in the ACCION CAMEL measure
(Saltzman et al. 1998) for specialist MFIs. These are stricter, based on time overdue,
than those applying to commercial banks under the Basle Accord.

In practice, central banks have not addressed these issues in any systematic
way. This is perhaps not surprising. In most countries the need has not arisen, as
supervised banks have had only very limited involvement in microfinance.

In some countries, provisioning requirements are biased against
microfinance by requiring higher provision for unsecured loans than for secured
loans. This is the case in Indonesia and Vanuatu, for instance. This issue generally
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Table 2: Loan Loss Provisioning Guidelines

Time in Arrears Loan Loss Provision Loan Loss Provision
CGAP ACCION CAMEL

1 to 30 days 10 percent of unpaid balance 10 percent of unpaid balance

31 to 90 days 25 percent of unpaid balance 30 percent of unpaid balance

91 to 180 days 50 percent of unpaid balance 60 percent of unpaid balance

More than 180 days 100 percent of unpaid balance 100 percent of unpaid balance

Source: CGAP (1997), Saltzman et al. (1998).



comes to the fore only when licensed banks engage in microfinance and start to
make unsecured loans, so it is likely that similar regulations will be found to apply in
other countries as well.

Until recently, the central bank in the Philippines also had different
provisioning requirements for secured and unsecured loans. Since April 1999 this
differential treatment has been eliminated. However, central bank regulations create
other biases against unsecured loans. The central bank tries to make sure that, in the
case of commercial and thrift banks, unsecured loans do not exceed 30 percent of the
loan portfolio. This rule does not apply to rural banks, but the central bank uses
moral suasion to try to keep rural banks’ unsecured loans within the same ceiling.
Fortunately, the rule has not so far been applied to CARD Rural Bank, the one
specialist MFI that has established a rural bank. Clearly, the regulation if strictly
enforced would prevent MFIs from operating as licensed banks. The central bank also
requires that unsecured loans be accompanied by the signature of at least one co-
maker, except in the case where the principal borrower’s responsibility and financial
capacity are unquestionable.

5.6 Bank Supervision
A significant issue relating to the establishment of small licensed financial institutions
is the cost of their supervision. As noted already, it may be extremely difficult for the
central bank to supervise a large number of small financial institutions directly. One
possible approach may be for the central bank to contract out supervision of some
MFIs to another institution, and there are examples of this approach in the Kyrgyz
Republic and Indonesia. However, such arrangements may not necessarily reduce
costs or result in better supervision unless the contracted institution is better placed
than the central bank to carry out the relevant tasks.

It should also be noted that in India the central bank established NABARD
as an apex body for rural credit in 1982, and that NABARD is responsible for
supervision of regional rural banks and rural cooperative banks. In Indonesia,
legislation passed in 1999 calls for banking supervision to be transferred from the
central bank to a new institution by the end of 2002. This model has been adopted in
a number of industrial countries in recent years but not in developing Asia.

More generally, supervision methods used by central banks may not be
appropriate for microfinance portfolios. In some countries, bank examiners usually
review 30 percent of a bank’s loans. Clearly, this is not feasible in the case of
microloans, and such procedures need to be adjusted to provide more appropriate
standards.

One approach to regulating microfinance banks that has recently been
advocated by Van Greuning et al. (1998), Vogel et al. (1999) and Staschen (1999) is
risk-based supervision. Risk-based supervision is a relatively new approach to
supervising financial institutions, but is rapidly being accepted as preferable to
traditional supervision.

Under traditional supervision, the supervisory agency focuses on quantifying
problems and minimizing risks in financial institutions. Under risk-based supervision,
by contrast, the supervisory agency focuses more on the quality of management and
risk management systems in financial institutions. It is the responsibility of
management to understand the risks associated with its business and to take steps to
minimize them. Risk-based supervision looks at how well management identifies,
measures, controls, and monitors the risks to which it is subject.
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Staschen (1999) argues that microfinance banks should take account of credit
risk, interest rate risk, liquidity risk, management risk, ownership and governance
risk, new industry risk, and subsidy dependence risk. A number of these
contingencies, such as management risk, ownership and governance risk, and new
industry risk, cannot be gauged simply by financial ratios. He suggests appropriate
measures for anticipating such unquantifiable risks. These may include preparation
by management of a feasibility study and business plan, introduction of an effective
management information system, application of standards for the qualifications of
management, and strict rules governing the introduction of new technologies and
products (such as an obligatory test phase).

Vogel et al. (1999) agree that risk-based supervision has implications for
regulating microfinance banks. Rather than examining thousands of individual
microloans, supervisors should analyze how the institution provides its loan officers
with training, responsibility, and incentives, and how it monitors, evaluates, and
controls their performance. The potentially greater volatility of microfinance
repayment rates suggests a possible need for more frequent reporting than for other
financial institutions. It further suggests the need for closer attention to the monitoring
and control mechanisms that the institution has in place to detect delinquent loans
early and to deal with them quickly.

Risk-based supervision also implies some differences in the treatment of
particular institutions by supervisors. The greater an institution’s demonstrated ability
to manage risk, the more tolerant a supervisor should be of higher levels of risk and
alternative approaches to their management.

Despite the theoretical appeal of risk-based supervision, it does not appear
to have been adopted in any of the countries in the study, either for the banking
system as a whole or for institutions engaged in microfinance. However, in the
Philippines the central bank is moving toward risk-based bank supervision,
commencing with a comprehensive review of all the risk types faced by banks and
an evaluation of banks’ risk management techniques. In Indonesia as well, the central
bank is considering the introduction of a form of risk rating, as an alternative tool for
supervision of BPR, with technical assistance from GTZ.

5.7 Other Requirements
Liquidity requirements are another issue for specialist microfinance banks. Chaves
and Gonzalez-Vega (1994) and CGAP (1996) comment that small banks are likely to
be exposed to higher levels of liquidity risk than larger banks. They suggest it may
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sometimes be prudent to set relatively high liquidity standards for the smaller
institutions. Similarly, Christen (1997) notes that liquidity management is an extremely
important area, and one in which MFIs tend to be weak. On the other hand, it is less
clear that liquidity risk is amenable to prudential regulation. Christen points out that
what may be an appropriate liquidity ratio depends very much on the particular
circumstances facing the institution concerned, such as seasonal factors and plans for
expansion. Hence, liquidity management is less susceptible to regulation and
supervision than some other management tasks. 

The only country that appears to have considered issues relating to
regulation of liquidity for small banks is Indonesia. There, the central bank is
considering the introduction of cashflow-based liquidity management in place of
current liquidity requirements for BPR. This would seek to avoid liquidity risks,
imposed by the term structure of the typical BPR’s deposit base, which are high by
comparison with those faced by larger and more diversified institutions.

Central banks may also need to alter prudential requirements in a number of
other ways to address the particular circumstances of small banks and specialist
microfinance banks. In some countries, bank regulations may limit the percentage of
the portfolio that may be extended as unsecured loans. Regulations of this nature may
make it extremely difficult to establish specialist microfinance banks. As discussed
already, the central bank in the Philippines imposes limits of this nature with respect
to some categories of licensed banks. In Pakistan, banks are permitted to make
unsecured loans only for amounts up to PR100,000 ($2,000). This ceiling permits
loans to individual microentrepreneurs but greatly restricts the scope for banks to
lend to NGOs, village organizations, or self-help groups for on-lending to poor
borrowers. It has been suggested that a guarantee fund be set up for NGOs which
lack collateral, and the national government has supported this idea. Also in Pakistan,
other than to individuals, banks are only allowed to lend to structured bodies that
meet certain criteria. This makes it very difficult for banks to lend to relatively informal
group structures such as village organizations and self-help groups.

Sometimes regulators may specify detailed requirements for loan
documentation. Such requirements may not be appropriate for microloans. In
Vanuatu, for instance, a central bank policy guideline on credit risk management by
banks includes requirements that would not be appropriate for microfinance.
Moreover, required reporting formats may not be appropriate for specialist
microfinance banks. For instance, the loan portfolios of such banks will normally
consist of thousands of small loans, and it may not be necessary or realistic to monitor
the performance of each loan individually. Instead, it may be more appropriate to
monitor aggregate indicators. In Indonesia, the reporting requirements for BPR are
somewhat less onerous than those for commercial banks.

In some countries banking regulators must approve the opening of new
branches, or branches may have limited flexibility regarding services and opening
hours. There are many examples of such restrictions. For instance:

(i) Most countries that provide for the establishment of small banks, including India,
Indonesia, and Philippines, impose restrictions on branching and/or location.

(ii) In Pakistan, there is uncertainty concerning the legal status of mobile units and
part-time booths used by banks to reach distant rural communities. Similarly, in
the Philippines a central bank circular appears to preclude house-to-house visits
to pick up deposits.

(iii) Also in the Philippines, the central bank imposes certain standards for the physical
structures of bank branches, for security reasons. These may disadvantage small
institutions operating on a low capital base.

(iv) In Sri Lanka, there is some uncertainty as to whether the development bank
established by the cooperative movement may use primary societies of the
cooperative movement as agencies.
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While some of these restrictions may be understandable, the need to serve poor
clients and to keep operational costs down requires a degree of flexibility in such
relatively minor issues as location, services, and hours.

In practice, supervisors sometimes choose not to enforce such regulations,
but this can leave institutions in a vulnerable position. The ideal solution is to amend
the regulations to make them “microfinance friendly,” although this may require their
thorough review. Christen and Rosenberg (2000) suggest that an alternative may be
to give the supervisor explicit legal authorization to grant exemptions for a limited
number of intermediaries. This does not appear to have been done to date, and the
negative possibilities inherent in granting such discretion to officials should be
considered.
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6.1 Background
The regulatory environment for nonbank MFIs is crucial if they are to develop and
innovate. On the one hand, if MFIs are to flourish they should be able to operate
relatively freely. Lack of regulation may help to explain why the microfinance sector
has developed much further in Bangladesh than in other countries. As noted by
Carpenter (1997, 15):

In Bangladesh, the unique circumstances of no regulatory oversight and a large,
well-funded NGO community had resulted in the ad hoc evolution of sophisticated
and innovative MFIs seeking to alleviate poverty

On the other hand, it is clear that most MFIs are not operating on a sound
basis. For instance, an international survey of MFIs conducted by Sustainable Banking
with the Poor (1996) found that numerous MFIs did not have accurate accounting
systems. The authors asked:

If some managers of microfinance institutions are unable to answer questions about
their own costs and arrears without the help of outside experts, how can they be
expected to run sustainable financial institutions? Clearly, a greater emphasis on
financial monitoring and reporting using standardized accounting is needed (p. 4).

MFIs that do not meet basic operational standards are not likely to reach
large numbers of poor clients on a sustainable basis. The task is therefore to find cost-
effective ways of improving the standards of the large numbers of MFIs that are not
currently operating on a sound basis, while at the same time avoiding restrictions that
impair their efficiency or effectiveness and meanwhile encouraging them to be
innovative.

6.2 Non-prudential Regulation
Most countries have processes for registration of NGOs, cooperatives, and other
institutions engaged in microfinance which do not usually involve central banks.
However, there are cases where central banks become involved in the registration or
licensing of certain categories of MFIs. By far the most prominent example is Nepal,
where the central bank is the main regulatory and monitoring body for the licensed
nonbank MFIs, consisting of NGOs and cooperatives. Other examples include the
following:

(i) In PRC, the rural and urban credit cooperatives come under the control of the
central bank. It is probably better to regard them as “near-banks” rather than
nonbank MFIs.

(ii) In the Kyrgyz Republic, the central bank is involved in regulating three categories
of nonbank financial institutions engaged in microfinance. These are credit
unions, the Kyrgyz Agricultural Finance Corporation (KAFC) and the Savings and
Settlement Company. The latter is in fact owned by the central bank.

(iii) In PNG, the central bank is responsible for the regulation of savings and loans
societies.

(iv) In Viet Nam, the Law on Credit Institutions, which is implemented by the
Government and central bank, provides that banking activities of nonbank
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organizations shall be subject to the relevant provisions regarding permitted
banking activities. This implies that such organizations are legally subject to
regulation by the central bank.

Some countries impose ceilings on the interest rates MFIs can charge borrowers. In
most cases, these are prescribed in anti-usury laws or result from the policies of
various government agencies, rather than being imposed by the central bank.
However, there are a number of cases where the central bank does in fact control the
interest rates charged by certain categories of nonbank MFIs. For instance:

(i) Under the Financial Intermediary Societies Act, 1998 in Nepal, it is proposed that
licensed MFIs will decide their on-lending interest rates and inform the central
bank. The central bank will have the power to ask MFIs to revise their interest
rates. Thus, interest rates will be under the ultimate control of the central bank.
However, MFIs will also be permitted to levy fees for services rendered.

(ii) In PNG, the central bank has imposed a 12 percent per annum ceiling on lending
rates charged by savings and loan societies.

(iii) In PRC, the central bank sets interest rate ceilings for rural credit cooperatives
(RCCs). RCCs are permitted to set rates up to 50 percent higher than the
commercial banks. At present, this equates to interest rates of between 10 and 
11 percent per annum, flat (although it is worth noting that a typical loan is
repayable by a single installment at the end of the loan period).

(iv) In Vanuatu, the central bank has the power to apply interest regulations to “any
person having as a principal or incidental object of his business the extension of
credit.” However, such regulations have not been applied in practice.

Interest rate restrictions impede the development of sustainable microfinance, and it
would be appropriate for central banks to remove any such restrictions within their
control. Even where such restrictions do not result from central bank actions, central
banks may be able to lend their prestige and influence to efforts directed at their
removal.

6.3 Prudential Regulation and Supervision

General Principles
It is generally accepted that financial institutions should be subject to prudential
regulation and supervision for two main reasons: (i) to protect depositors, particularly
small depositors, from loss of their savings if the financial institution becomes
insolvent, and (ii) to ensure the financial system as a whole does not become unstable
through loss of confidence as a result of major financial institutions becoming
insolvent.

Unless they are extremely large, MFIs are not likely to threaten the stability
of the financial systems in which they operate. This suggests that MFIs should
generally not be subject to prudential regulation and supervision unless they accept
savings. It also highlights the fact that savings mobilization is a particularly difficult
issue for central banks and other regulators. On the one hand, savings facilities
provide a valuable service to clients, and can be important in reducing poverty. On
the other hand, mobilizing savings places an onerous responsibility on an institution
to ensure that the savings of clients are not at risk. Central banks need to decide to
what extent and in what forms nonbank MFIs should be permitted to mobilize savings.
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There are also a number of practical issues influencing the decision as to
which MFIs should be subject to prudential regulation and supervision. Most
importantly, subjecting all MFIs to prudential regulation and supervision would
impose a heavy burden on central banks and/or other supervisory agencies. In most
countries in the Asia-Pacific region, central banks have insufficient resources to
undertake their core functions, including maintenance of monetary stability and
prudential regulation and supervision of the banking system, let alone to regulate
large numbers of MFIs.

Also, given the limited administrative resources and government and
regulatory failures in most countries, the nominal imposition of prudential regulation
and supervision would not necessarily result in better performance by MFIs. In many
countries banking systems are not sound even though they are regulated by central
banks. Indeed, in some countries the unregulated MFI sector appears to perform
better than the regulated banking sector. In a number of countries in East Asia, lack
of attention to prudential regulation and supervision of banking systems contributed
to the financial crisis which began in 1997.

Moreover, inappropriate regulation could well do considerable harm. Most
central banks do not have a unit responsible for microfinance, and do not have sound
knowledge and understanding of the requirements of MFIs. In the absence of
significant changes in methods of regulation and supervision, placing MFIs under the
supervision of the existing supervisory agencies would likely stifle them. As suggested,
the growth of the microfinance sector in countries such as Bangladesh owes much to
the absence of a regulatory framework, which has allowed some MFIs to develop
cost-effective and innovative methods for reaching poor clients on a sustainable basis. 

Application to Microfinance Institutions
Based on these considerations, it is possible to reach some tentative conclusions as to
which MFIs should be regulated. First, there appears to be a consensus that credit-
only MFIs should generally be free from prudential regulation and supervision. As
noted, the objective of protecting depositors does not apply to such MFIs. There may
be a case for prudential regulation and supervision of credit-only MFIs large enough
to threaten the viability of the financial systems in which they operate (if indeed there
are any such MFIs).

Second, most commentators argue that MFIs requiring members to make
savings deposits simply to get loans should also be not subject to prudential regulation
and supervision. The rationale is that obligatory deposits are simply part of the loan
contract, and further that most members are net debtors, most of the time. Hence, the
risk of members’ losing their savings is relatively low.
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Third, Christen and Rosenberg (2000) argue that prudential regulation and supervision
should not apply to MFIs that do not mobilize “substantial amounts of voluntary
deposits.” This approach does not appear to be entirely satisfactory. In Bangladesh,
for example, some MFIs that were previously credit only such as ASA and BURO,
Tangail, are now offering voluntary savings services and attracting significant deposits.
In the case of ASA, “associate members” who are not borrowers may also make
voluntary savings. The argument for prudential regulation and supervision of MFIs
appears stronger as the volume of voluntary savings they hold becomes more
substantial. However, the problem is to determine what threshold to apply. The level
at which voluntary deposits become “substantial” will vary from country to country.

An alternative approach may be to allow MFIs to take savings on the
condition that they are deposited with a licensed financial institution as quickly as
possible. Here, the MFI could not use such savings to finance its lending, nor for any
other purpose other than to pay out withdrawals. Christen and Rosenberg (2000) note
that it would also be necessary to ensure that depositors have a priority claim if the
MFI fails, so that their deposits are not used to pay off other creditors.

Fourth, it does not appear practical to extend prudential regulation and
supervision to all MFIs mobilizing savings from members, such as credit unions,
cooperatives, and self-help groups. In principle, prudential regulation and supervision
may be appropriate to protect their members’ savings. Certainly, in most if not all
countries in the Asia-Pacific region, numbers of such institutions have become
dormant and savings have been lost. In practice, however, the small size and large
numbers of such institutions would make prudential regulation and supervision
prohibitively expensive. Some commentators such as Christen and Rosenberg (2000)
have suggested there should be an explicit “lower boundary,” based on assets, number
of members, or other appropriate variable, below which such institutions would be
free of regulation. They note that appropriate thresholds are country specific, and
difficult to specify in each case. Christen and Rosenberg suggest that one option for
institutions below any declared threshold may be to require prominent and frequent
disclosures to depositors that their deposits are unprotected.

Fifth, it is generally accepted that institutions accepting deposits from the
public should be subject to prudential regulation and supervision. Institutions not
subject to prudential regulation and supervision should not be permitted to mobilize
public deposits. This raises the issue of minimum capital and other requirements for
licensed financial institutions. It also leaves open the possibility that certain categories
of small financial institution should be restricted in the types of savings facilities they
offer, as is done with rural banks in Indonesia.
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6.4 Regulation by Special Law for
Microfinance Institutions

The Latin American countries of Bolivia and Peru have established special laws for
MFIs, with regulation conducted by the banking supervisor. Nepal has also established
such a law, as discussed in the next section.

It has been suggested that MFIs not accepting deposits should not be subject
to prudential regulation and supervision. Hence, the main objective of a special law
for MFIs should be to establish a regulatory framework for MFIs to enable them to
offer savings facilities. A secondary objective could be to confer a regulatory “stamp
of approval” upon MFIs wishing to access commercial funds from sources such as
commercial banks or investors.

As noted by Valenzuela and Young (1999), there are different views on the
desirability of having a special law for MFIs. Some argue that such a tiered approach
is necessary because licensed financial institutions are unwilling to engage in
microfinance and because banking regulations are unfavorable to it. Others argue
that such laws will result in regulatory fragmentation, and that it is better to reform
banking laws discouraging of microfinance. Nevertheless, where it proves impossible
to reform banking legislation, special laws may be the “second best” option.

Christen and Rosenberg (2000) argue that, in deciding whether to establish
special laws, the fundamental question is whether the country has MFIs suitable for
licensing but unable to use an existing window. To be allowed to accept deposits,
MFIs would need to demonstrate that they can meet the full commercial cost of doing
so, implying they would need both to be close to full financial self-sufficiency and to
have appropriate risk management strategies in place. Licensing institutions that
cannot meet this test would be inconsistent with protection of depositors.

In most countries, there are few if any MFIs that meet this test. This suggests
that strengthening the capacity of MFIs is a higher priority than establishing a special
law for MFIs in most countries. For these reasons, Christen and Rosenberg (2000, 28)
argue that:

… we would be inclined to wait until a few microcredit NGOs (or managers) had
proved for two years or so that they can manage their loan portfolios profitably
enough to pay commercial costs on whatever portion of their funding the licence
would allow them to leverage from outside resources.

Nevertheless, they believe the future of microfinance lies in licensed settings,
because only such environments will permit massive, sustainable delivery of financial
services to the poor. Over the longer term this appears to require enactment of special
laws for regulating MFIs, the reform of banking laws to ensure they are compatible
with microfinance, or both.

6.5 Prudential Regulation and Supervision
in Practice

Developments in Nepal, Bangladesh, and India
In practice, nonbank MFIs are generally not subject to prudential regulation and
supervision by the central bank or any other agency. The only exception among the
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countries in the study is Nepal, and only in those cases where the central bank has
granted limited banking authority to a number of MFIs in exchange for their submitting
to regulation and supervision. There has also been considerable debate in Bangladesh
and India as to whether MFIs should be subject to prudential regulation and
supervision. These developments are instructive for other countries in the study
where the debate has not yet progressed so far.

In Nepal, the central bank has granted limited banking authority to a number
of MFIs. As previously mentioned, by 1998 some 30 NGOs and 29 cooperatives were
registered with the central bank to undertake limited banking transactions. This
approach, which is comparable to a special law for MFIs, is unique among the
countries in the study. Other MFIs that have not been granted limited banking
authority are not subject to any regulation by the central bank.

The degree of regulation for licensed nonbank MFIs is much lower than it is
for banks, and differs between NGOs and cooperatives. NGOs face no capital
adequacy requirements but are required to limit their loans to less than NRs100,000
($1,440) per individual. They must also build a reserve fund through an allocation of
10 percent of their operating profit, as a provision for loan loss. However, since most
NGOs operate at a loss this requirement has little practical effect. Hence, the
prudential regulations facing licensed NGOs are not very rigorous. Neither are the
provisions linked to the nature or volume of savings mobilization by NGOs. While
they do not specifically address the issue of savings mobilization, it is generally
assumed that the regulations allow unlimited mobilization of savings from members,
but do not permit savings mobilization from nonmembers.

Licensed cooperatives face minimum capital requirements and must maintain
a capital adequacy ratio of 8 percent of risk-weighted average assets. They also face
more stringent loan classification and provisioning norms than even the commercial
banks. Licensed NGOs and cooperatives are also obliged to submit data on their
financial operations to the central bank. Despite these various requirements, however,
supervision is poor. Supervision is at best random and perfunctory, and at worst
virtually nonexistent.

Despite the deficiencies already identified, these arrangements have paved
the way for a number of the larger NGOs in Nepal to obtain experience as financial
intermediaries operating between the formal financial sector and the broader NGO
movement. Some now have the confidence to seek licensing as development banks.
One has already done so, and several others are seeking licenses.

Under the Financial Intermediary Societies Act which came into effect in
November 1999, the central bank is supposed to license and regulate all microfinance
NGOs. The central bank is in no position to fulfill these responsibilities. Like the
previous regulations, the Act is silent on the issue of savings mobilization by NGOs.
It is imperative that flaws in the Act be corrected. 

Nonbank MFIs in Bangladesh are currently not subject to prudential
regulation and supervision. However, there has been considerable debate among
stakeholders in the country about these issues. The World Bank has commissioned a
study to consider a regulatory framework for microfinance, and the Credit and
Development Forum, a network organization for MFIs, conducted a workshop on this
issue in January 1999.

Most stakeholders in the microfinance sector consider there is a need to
enact a separate law for microfinance. Proponents of such a law argue that it is
necessary to protect clients’ savings, and to encourage commercial banks to establish
linkages with MFIs. However, the largest and most influential MFIs oppose any kind
of regulation, apparently because they are concerned it would lead to bureaucracy
and the imposition of control, in a situation where they have operated with
considerable autonomy to date.

The Role of Central Banks in Microfinance in Asia and the Pacific54

Prudential
regulation and
supervision of
nonbank MFIs by a
central bank occurs
only in Nepal,
although it is a
live issue in both
India and
Bangladesh

Limited banking
licenses granted to
NGOs and credit
cooperatives in
Nepal brought
these institutions
under central bank
scrutiny

New legislation in
1998 brought all
Nepali MFIs under
central bank
control, but the
bank is in no
position to exercise
this responsibility

In Bangladesh, the
need for a specific
microfinance law is
widely accepted



Based on the discussions that have taken place so far, an “MFI Act” would
likely include provisions that: 

(i) MFIs with more than 5,000 or 10,000 members (around 50 to 100 MFIs) would
become subject to regulation and supervision.

(ii) Such MFIs would have clear permission to mobilize deposits, including from
nonmembers, provided they are established specifically for the purpose of
microfinance and do not advance loans greater than Tk50,000 ($1,010).

(iii) In return for acceptance of a regulatory framework under the new law, such MFIs
would be exempt from the requirements of existing legislation.

There appears to be no institution with an unchallenged claim to undertake the role
of regulator. Given the central bank’s difficulties in the supervision of the formal
financial sector, any role assigned to it would have to be undertaken with caution. It
presently lacks not only the staff capacity to add the regulation of microfinance to its
many roles, but it also appears to lack the required understanding and professional
expertise in microfinance. The consensus among stakeholders is that there is a need
to establish a separate superintendency for MFIs.

One option may be to establish the independent microfinance regulator as
a subsidiary of the central bank, but to ensure its independence by having separate
premises and an independent board consisting of researchers and other eminent
persons acceptable to MFIs as well as the central bank. In the longer term it could be
absorbed into the mainstream operations of the central bank as a regular microfinance
supervision division.

The debate in Bangladesh has been largely conducted within a conceptual
framework that links the MFI’s right to mobilize savings with its obligation to accept
prudential regulation and supervision. This framework also proposes that prudential
regulation and supervision be triggered by certain thresholds in terms of numbers of
members, on the basis that it would be unrealistic for any agency to supervise all of
the MFIs currently operating in Bangladesh. On the other hand, the proposed
framework also appears to cover credit-only MFIs that meet the membership
threshold, although it is not clear on what principle such MFIs should be subject to
prudential regulation and supervision. Further, there does not appear to have been
much discussion so far of the specific regulatory standards that would apply to MFIs.

In India as in other countries, there is currently no prudential regulation and
supervision of nonbank MFIs. However, in 1998 the governor of the central bank
established a NABARD task force on microfinance to “arrive at a conceptual policy
framework for sustainable growth of microfinance in the country encompassing issues
in policy, regulation, financing and capacity building.”

The final report of the task force was presented in October 1999. Among the
key recommendations were the following:

(i) Regulation and supervision of MFIs would be introduced by means of self-
regulation organizations (SROs) recognized by the central bank. 

(ii) All MFIs would be required to register with a regulatory authority. However,
regulation and supervision would be limited to those MFIs that have mobilized
savings in excess of Rs200,000 ($4,650). MFIs with savings deposits in excess of
Rs2.5 million ($58,000) would be registered with and regulated by a national
rather than a regional authority.

(iii) Reserve requirements would be introduced. For organizations with client savings in
the range Rs200,000 to Rs2.5 million, 10 percent of savings would have to be placed
in bank deposits. For organizations with client savings in excess of Rs2.5 million,
15 percent of savings would be so deposited. These larger organizations would
also have to comply with prudential norms specified by the central bank.

(iv) MFIs covered by these provisions would be permitted to mobilize savings from
their clientele of the poor only as an element in financial services provided to
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them. MFIs mobilizing deposits from the public would not be covered by these
provisions and would have to be licensed as banks.

The task force recommendations also apply the concept of a threshold that would
trigger prudential regulation and supervision, and suggest some form of delegated
supervision. However, there are a number of unanswered questions, including the
relationship between the central bank and the SROs, and the powers of the SROs to
enforce compliance. At the time of writing, the recommendations were under
consideration by the central bank.

Lack of Clarity for Savings Mobilization
The analysis suggests that the nature and extent of any savings mobilization by an
MFI should provide the trigger point for prudential regulation and supervision.
Unfortunately, this is an area of confusion in most if not all of the countries included
in the study. In almost all countries there are significant legal restrictions on savings
mobilization by nonbank MFIs, but these laws are either ignored by central banks or
implemented in piecemeal fashion. The following examples illustrate some of the
issues, but are by no means exhaustive. It is fair to say that no country in the study
has established or implemented a workable policy framework that makes it clear to
MFIs when they can mobilize savings.

In Bangladesh, a number of leading MFIs are now offering voluntary savings
facilities to members, and at least one is offering such facilities to “associate members”
who receive no other services from the institution. While deposit mobilization,
particularly from nonmembers, is in clear contravention of banking legislation, the
central bank has not attempted to hinder these activities.

In India, nonbank MFIs are not permitted to accept deposits from the general
public. Indeed, the legality of their accepting client savings as deposits is questionable.
However, as in Bangladesh, the Indian central bank has tended not to interfere.

In Nepal, current regulations governing the licensing of MFIs do not address
the issue of savings. By implication, they allow the unlimited mobilization of deposits
from members. Without being explicitly stated, the general assumption is that savings
mobilization from nonmembers is not permitted even for licensed MFIs. The new
Financial Intermediary Societies Act, 1998 specifically prohibits MFIs from working as
financial intermediaries without obtaining a license but, somewhat confusingly, makes
no provision for deposit mobilization. To this extent, it appears to prohibit savings
mobilization by MFIs. 
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In PNG, the central bank has until now been content to allow the small
number of active MFIs to undertake deposit taking on a small scale. However, there
has recently been considerable controversy surrounding unauthorized deposit taking
by pyramid operators. The need to outlaw such deposit taking may create an
unsympathetic environment for MFIs. A law passed in April 2000 makes it explicit that
the taking of deposits as a business needs either a license or some form of exemption.
In tabling the Bill the Prime Minister said that some of the requirements would not
apply to savings and loans societies and smaller “genuine” schemes, but it remains to
be seen how the new law will apply in practice.

In PRC, any financial intermediation conducted by unregulated institutions
such as MFIs is illegal. Externally supported MFIs which are implementing
international models of microfinance on a pilot basis have no status in national law,
although they are approved by local authorities. The central bank has opted to tolerate
these experiments so far, so long as they remain quantitatively insignificant.

In the Philippines, credit MFIs are not permitted to mobilize savings from
members. Some have been mobilizing savings from their member-borrowers and
booking these as capital build-up, group funds, or mutual savings funds. The central
bank has chosen to adopt a hands-off policy with respect to this practice, provided it
is not abused. Its position is that unless the law explicitly mandates it to regulate these
institutions, it will not do so.

In Sri Lanka, MFIs may not legally accept deposits. The prohibition applies
to deposits from members as well as nonmembers, and includes savings collected as
a compulsory condition for receiving a microfinance loan. Any such savings must be
deposited in a regulated financial institution and may not be used by the MFI for re-
lending. However, in practice, the prohibition on mobilizing savings has generally not
been applied strictly and some government-supported microfinance programs have
encouraged savings mobilization by participating MFIs.

In all countries, it would be appropriate for the central bank to clarify the
legal situation regarding savings mobilization by MFIs. While in most cases central
banks have tolerated limited savings mobilization by MFIs, this situation is not
altogether satisfactory. There is always the possibility of sanctions against such MFIs
if they are technically operating outside the law. This is especially the case if political
developments (as in Sri Lanka in the past) or activities by unscrupulous operators (as
in PNG recently) give rise to pressures to clamp down on “illegal” savings
mobilization. Moreover, the lack of clarity makes it difficult for a central bank to
distinguish between “appropriate” and “inappropriate” forms of savings mobilization
by MFIs. The general principles outlined previously provide a basis for central banks
to develop a workable framework for savings mobilization by MFIs.

Regulation of Credit Unions and Cooperatives
Credit unions and cooperatives are permitted to mobilize the savings of their members
for on-lending. In most countries these bodies are regulated by a registrar of
cooperative societies or similar official, rather than the central bank. Such regulation
does not amount to prudential regulation and supervision. There is also generally an
apex body that exercises some supervision over primary societies. In most countries
these arrangements have not led to effective supervision, and large numbers of credit
unions have become dormant with members losing their savings.

While credit unions and cooperatives are most commonly regulated by
agencies other than the central bank, the central bank plays a role in four of the
countries included in the study. In the Kyrgyz Republic, credit unions are regulated
by the central bank under a presidential decree, and laws and supervision “norms”
have been drafted to legalize them fully. The central bank has delegated supervision
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to the Financial Company for the Support and Development of Credit Unions because
it does not have the staff to supervise them itself.

As noted, in Nepal the central bank is the main regulatory body for those
cooperatives with limited banking licenses. These cooperatives are subject to a
minimum capital requirement, a capital adequacy ratio of 8 percent of risk-weighted
assets, and stringent loan classification and provisioning norms. However, supervision
is poor.

In PNG, the governor of the central bank is also the registrar of savings and
loans societies, and the central bank is responsible for regulation and supervision of
these societies. However, the limited audit resources of the central bank make it
difficult for it to do its job. No audit inspections were conducted during 1997 and
none was expected to occur during 1998, although visits to two societies per year
were supposed to be scheduled.

In PRC, rural credit cooperatives (RCCs) are regulated by the central bank,
which has created a separate department for the supervision of cooperative finance
institutions. RCCs are required to have a minimum “registered capital” of Y1 million
($120,000). They are also subject to prudential regulations concerning reserve
deposits, the capital adequacy ratio, the loan/deposit ratio, minimum liquidity, single
borrower limits, and provisions for doubtful debts. It is not clear how effective the
central bank is in supervising RCCs, but in April 1999 the governor stated that 
60 percent of RCCs had satisfied the current regulations in full.

In the case of Vanuatu, responsibility for regulating credit unions is vested in
the financial services commissioner. However, the central bank should assume this
responsibility. In the context of the small financial system of Vanuatu, it is appropriate
that the central bank be the major agency responsible for monitoring all financial
institutions.

In some countries, there may be a sound case for the central bank to assume
responsibility for regulating cooperatives and credit unions. This is especially likely to
be the case in smaller countries such as PNG, Vanuatu, and possibly Kyrgyz Republic,
where it is not cost effective to create separate agencies for regulating different types
of financial institutions.

It should be stressed, however, that such regulation by the central bank
would generally not involve formal prudential regulation and supervision of primary
cooperatives or credit unions. There is commonly a large number of such institutions,
often located in remote areas and frequently lacking a businesslike approach and
sound financial records. As demonstrated by the examples of Nepal and PNG, it
would not be possible for central banks to undertake prudential regulation and
supervision of primary societies in a cost-effective manner, if at all. Hence, central
banks would not be in a position, and nor should they be expected, to vouch for the
soundness of primary societies. Instead, in such cases the role of central banks would
be to supervise the activities of the relevant apex bodies, and to provide general
institutional and policy support.

Other Issues
There are some cases where the central bank has regulatory responsibility for certain
categories of MFIs, but has delegated supervision to another institution. One example
is credit unions in the Kyrgyz Republic, where the central bank has delegated the
supervision role to the Financial Company for the Support and Development of Credit
Unions. Another example is the village credit institutions (BKD) in Indonesia. BKD
are typically very small and number more than 5,000. While, in principle,
responsibility for their supervision resides with the central bank, they are in fact

The Role of Central Banks in Microfinance in Asia and the Pacific58

In four countries,
central banks are
involved in
regulating credit
unions and
cooperatives

In small countries,
central bank
responsibility for
credit unions and
cooperatives may
be the most cost-
effective solution



supervised by Bank Rakyat Indonesia (BRI). BRI is paid by the central bank for this
service. Christen and Rosenberg (2000) note that while BRI’s supervision of the BKD
appears to work well, this is perhaps because BRI and the BKD have a very close
relationship independent of BRI’s supervisory role. Hence, this experience cannot
necessarily be replicated. Yet there is another example of delegated supervision in
Indonesia, where the class of small financial institutions known as LDKP are
supervised by provincial development banks, the BPD. While this might appear to
strengthen the case for delegated supervision, Christen and Rosenberg point to a
number of disadvantages of delegated supervision as a model for wider application.

It was suggested that MFIs that mobilize voluntary savings, and MFIs that
mobilize savings from members, should be subject to prudential regulation and
supervision where they exceed a certain threshold. As noted, this approach has been
suggested in Bangladesh and India. To date, however, there appears to be only one
example of its actually being legislated. In Vanuatu, a law passed in 1999 provides for
prudential regulation and supervision of credit unions or cooperative societies which
have deposits or loans of at least Vt10 million ($78,420). At present, however, there
are no credit unions or cooperatives that exceed this threshold.

6.6 Performance and Reporting Standards
If it is accepted that prudential regulation and supervision are not appropriate for
most categories of MFIs, it is necessary to consider other means of establishing
standards for the microfinance sector. While it is very unlikely that all MFIs would
adhere to such standards, they offer the potential to improve the operations of the
larger and more businesslike MFIs, and thereby increase the sustainability of the
microfinance sector as a whole.

In countries where there are significant second tier microfinance institutions
that lend to retail MFIs, one possible approach for ensuring that MFIs operate on a
sound basis is through the lending policies of those second tier institutions. Such
institutions are not regulatory agencies. But they can in practice require MFIs that
borrow from them to meet certain performance and reporting standards. Where
second tier institutions are major lenders there is strong incentive for retail MFIs to
meet their standards, and it is likely that such standards will have broader influence
throughout the microfinance sector. Some second tier microfinance institutions, such
as Palli Karma Sahayak Foundation in Bangladesh and People’s Credit and Finance
Corporation in the Philippines, have been active in establishing standards for their
retail MFIs and have begun to exercise influence to some degree.

Another approach to establishing performance and reporting standards for
MFIs is through self-regulation. Self-regulation may take a wide variety of forms,
ranging from a voluntary code of conduct to which MFIs agree to adhere, to a rigorous
licensing system administered by an apex body and backed by the force of law. In
between, there is a range of possibilities with varying degrees of monitoring and
compulsion. The feasibility of any particular mode of self-regulation depends on a
number of factors, including whether there is an apex body that can represent MFIs
as a whole, the quantum of resources available for monitoring and supervision, and
the availability of incentives and/or sanctions to enforce compliance. Self-regulation
can be an alternative to, or can supplement, other mechanisms for establishing
performance and reporting standards. The most important initiative for self-regulation
in the region to date is that taken by the Coalition for Microfinance Standards in the
Philippines.
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Yet another approach may be to establish an independent credit rating
agency, which would rate MFIs according to pre-established performance standards.
Ideally, ratings would be made public and used by all funding agencies, including
second tier institutions, donor agencies, and commercial lenders. This would provide
a powerful incentive for MFI compliance.

It is not appropriate or even possible for central banks to develop such
performance and reporting standards unilaterally. Nevertheless, central banks may
still be able to participate in the process. For instance, they may act in an advisory
capacity in initiatives by funding agencies, or by MFIs in self-regulation, to develop
performance and reporting standards. They may also contribute by monitoring second
tier microfinance institutions and credit rating agencies. Second tier institutions are
themselves financial institutions, and it is appropriate that they be subject to some
prudential regulation and supervision by the central bank, especially where they are
channeling government financial resources. In practice, none of the more prominent
second tier institutions in the region is regulated by the central bank.

There are two cases in which the central bank has been involved in helping
to establish performance and reporting standards. In Nepal, the Centre for
Microfinance (CMF), a network organization for MFIs, has recently commissioned two
ratings of MFIs through an MFI rating agency. Discussions on how to carry the
initiative forward have been held by CMF with bankers. The central bank has
participated in these discussions, but appropriately CMF has taken the lead.

The central bank in the Philippines is also providing support in developing
standards of performance for MFIs. It is a member of the Coalition for Microfinance
Standards, which has developed standards for self-regulation by MFIs. As a member
of the National Credit Council, the central bank is also helping to develop a chart of
accounts for credit cooperatives.

The degree of central bank involvement in the development of such
standards is likely to vary considerably from country to country. In countries with
well developed microfinance sectors, the central bank may take more of a monitoring
role, providing technical inputs where appropriate. In countries with fewer MFIs and
without effective networks of MFIs or second tier institutions, the central bank may
need to exercise more leadership and coordination. However, if central banks are to
become involved in developing standards, it is important that they develop a sound
understanding of the microfinance sector. Establishing standards for nonbank MFIs
gives rise to issues very different from those associated with regulating and supervising
banks. There is an increasing body of empirical and theoretical material for central
banks to draw on in developing performance and reporting standards for MFIs.
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7.1 Diverse Roles for Central Banks
This study has discussed the role of central banks in microfinance. It is generally
accepted that the central bank should take the lead in matters to do with the regulation
and supervision of licensed banks. In the absence of a separate bank supervisory
agency (as is soon to be established, for example, in Indonesia), this is a core function
of the central bank. However, with regard to support for microfinance initiatives and
regulation of nonbank microfinance institutions (MFIs), the appropriate role for the
central bank in microfinance may differ from country to country. And even in the case
of the regulation of licensed banks, the specific policies adopted by central banks
may differ as a result of country-specific factors.

A number of factors may contribute to differences in the roles of central
banks between countries. The financial system and the microfinance sector have
developed differently in particular countries, and different institutional structures
have emerged. In some countries such as India, Indonesia, Nepal, and Sri Lanka, the
central bank is already actively involved in the microfinance sector. In others,
including Bangladesh, People’s Republic of China (PRC), Kyrgyz Republic, Papua
New Guinea (PNG), and Vanuatu, it has had relatively little involvement. And in some
countries, most notably Bangladesh and the Philippines, there are other important
institutions in the microfinance sector, such as second tier institutions and networks
of MFIs. Where such institutions are operating effectively, it is appropriate for the
central bank to act in a supporting capacity rather than trying to duplicate their
activities.

The stages of development of the financial system and the microfinance
sector are likely to be important variables here. In countries with relatively developed
financial systems and/or microfinance sectors, such as Bangladesh and the
Philippines, there are more likely to be other significant institutions already involved
in the microfinance sector. In other countries, such as PRC, Kyrgyz Republic, and Viet
Nam, this is not the case. The size of the country is also relevant. Countries with small
populations such as Kyrgyz Republic, PNG, and Vanuatu cannot support the range of
institutions found in larger countries. In these small countries it is unlikely to be cost
effective to establish specific institutions to support the microfinance sector. Hence,
in such countries, and in others with less developed financial systems, it may be
appropriate for the central bank to take a more proactive stance, although still
primarily one of promotion and leadership. On the other hand, resource constraints
facing central banks are likely to be even greater in smaller countries than in large
countries. Hence, activities to support microfinance will need to be relatively modest,
and should be targeted to those areas where the central bank can make the greatest
contribution.

Other relevant factors include the degree of independence of the central
bank and its operational capacity. Where central banks operate independently of
government and have effective arrangements for the prudential regulation and
supervision of licensed banks, they are likely also to be effective in discharging their
microfinance responsibilities. Even in these cases, however, central banks will need
to adopt new approaches based on the specific requirements of the microfinance
sector. By contrast, where central banks are not independent or require institutional
strengthening, and are not able to carry out their core functions effectively, their
involvement in the microfinance sector should probably be more limited. The
question of resources is also important. In countries where central banks have barely
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enough resources for their core functions, any significant additional responsibilities
relating to microfinance may impose unacceptable burdens.

Central banks differ in their degrees of independence. While no central bank
is completely independent of government, central banks in PNG, Philippines, and
Vanuatu have for the most part achieved considerable operational independence. At
the other end of the scale, central banks in the South Asian countries and the
economies in transition generally have limited independence and are required to
carry out a range of government policy initiatives.

All of the central banks studied suffer from resource constraints and have
difficulty in effectively supervising the financial institutions already within their
control. A number require significant institutional strengthening to enable them to
establish sound frameworks for prudential regulation and supervision. Any proposals
to increase significantly the number of institutions subject to regulation by the central
bank would need to be carefully thought out, and the central bank would require
increased resources and institutional strengthening for the purpose. Again, however,
situations differ greatly between central banks, and some have much greater capacity
than others.

For these and other reasons, the scope for constructive central bank activity
in the microfinance sector differs from country to country. Detailed recommendations
on the precise role of central banks in microfinance tend to be country specific, and
institutional arrangements developed in one country may not be directly applicable
in others.9 While it is necessary to have an appropriate and consistent conceptual
framework, pragmatism is needed in adapting basic principles to the circumstances
of each country.  

7.2 Central Bank Support for Microfinance
Initiatives

Microfinance has relied heavily on support from governments, donor agencies and,
to a lesser extent, central banks. Had it not been for such support, it is unlikely that
microfinance would exist on anything like its current scale. Nevertheless, in con-
sidering any role for central banks in supporting microfinance, it is necessary to
consider their comparative advantage for this task in comparison with other mechan-
isms and institutions.

Central banks have supported microfinance through a range of develop-
mental activities. In most cases, this has involved directed credit requirements and
channeling funds through licensed banks. Such developmental activities have
generally not been successful, although there are some important exceptions,
including support for the Grameen Bank in Bangladesh and for the rural banks (BPR)
in lndonesia.

In general, there does not appear to be a case for central banks to use their
own resources for lending to or refinancing retail MFIs or licensed banks for
microfinance. In most cases, central banks do not have any comparative advantage
for such purposes. Moreover, any such support has the potential to impact the balance
sheet of the central bank negatively, and hence to compromise its ability to meet its
key objectives.
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In limited cases, there may be a case for central banks to manage funds from
the government and/or donor agencies and to on-lend them to retail MFIs and
licensed banks, where the central bank has clear comparative advantage in doing so.
In large countries with reasonably well developed financial systems and/or
microfinance sectors, such as Bangladesh, India, Indonesia, and Philippines, it is
extremely unlikely that the central bank would have such comparative advantage.
Even where the microfinance sector is not so well developed, as in PRC, Pakistan,
and Viet Nam, and in medium-sized countries such as Nepal and Sri Lanka, it would
normally be inappropriate for the central bank to undertake the wholesaling function. 

However, in smaller countries such as Kyrgyz Republic, PNG, and Vanuatu,
it would probably be neither feasible nor appropriate to establish a separate second
tier institution or other entity responsible for microfinance. While in such countries it
may be more efficient for the government or donor agencies to support retail MFIs
directly, there may be a case for central banks to perform the wholesaling function if
and when this is required under government or donor projects. Where central banks
do undertake this task, there should be a clear contractual arrangement and the
central bank should receive a management fee sufficient to cover all costs it incurs in
managing programs.

In most countries, central banks have undertaken promotional activities to
support microfinance, such as supporting pilot projects using innovative approaches
to microfinance, conducting research, collecting and publishing data, and undertaking
advocacy and training. Many of these initiatives appear to have made a significant
and positive contribution to the microfinance sector. There appears to be a case for
central banks in all countries to conduct such activities. However, this case may be
stronger in smaller countries. Where, for instance, the central bank is the only agency
with expertise in issues relating to banking and finance, it may be the only feasible
agency to support activities such as capacity building and training for MFIs.

7.3 Regulation of Licensed Banks
The scope for licensed banks to become involved in microfinance depends in large
part on the regulatory framework in place in a country. In the absence of a separate
supervisory agency, regulation and supervision of licensed banks is a core function
of the central bank.

Central banks can contribute to the development of microfinance through
careful and appropriately sequenced financial liberalization. Some countries have
largely liberalized their financial systems, while others such as PRC and Viet Nam still
have highly regulated financial systems. In most countries, further liberalization can
contribute significantly to the development of a sustainable microfinance sector.
However, too rapid liberalization can contribute to financial instability. It is
increasingly accepted that liberalization should be gradual, and that it is important to
focus on strengthening the central bank before and during the liberalization process.
Moreover, financial liberalization by itself is not a sufficient condition for ensuring
that large numbers of poor households have access to financial services on a
continuing basis.

Whether provisions exist for the establishment of small financial institutions
is an important determinant of the extent to which licensed financial institutions
become involved in microfinance. There is considerable diversity in the approaches
taken to establishing small banks. In Indonesia and the Philippines, small licensed
banks have become an important part of their financial systems. In a number of other
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countries represented in this study, it remains very difficult to establish small banks.
A third group of countries among those studied represent intermediate cases. In
setting minimum capital requirements it is desirable to strike a balance between
establishment of smaller financial institutions likely to engage in microfinance, and
creating an undue proliferation of very small institutions that cannot be supervised
properly. The appropriate balance will differ from country to country, depending
largely on the strength of each central bank.

One critical constraint that may prevent licensed banks from lending directly
to the poor relates to interest rates. In four countries, the central bank retains some
controls over interest rates. Deregulation of interest rates is very important if banks
are to operate microfinance programs on a sustainable basis. However, complete
deregulation of interest rates does not appear to be an option in PRC or Viet Nam at
this stage. In PRC, for instance, the banking system has a high proportion of
nonperforming loans, many of which are to state-owned enterprises in severe financial
difficulties. Deregulating interest rates would very likely lead to dramatic increases in
defaults, and could trigger the collapse of banks and other financial institutions.
Somewhat similar considerations apply in Viet Nam. In such countries, it would be
appropriate for the central bank to explore the scope for introducing greater flexibility
in interest rates for microfinance loans, rather than attempting the premature
deregulation of interest rates in general.

Even in countries where interest rates have been deregulated, there is often
considerable pressure on banks to keep them low. There may be a role for central
banks to impress on other stakeholders the relationship between interest rates and
sustainability. Other important issues concerning the regulation of licensed banks and
microfinance include capital adequacy ratios and loan classification and provisioning.

7.4 Regulation of Nonbank Microfinance
Institutions

Nonbank MFIs are generally not subject to prudential regulation and supervision by
the central bank or any other agency. Indeed, it would be neither appropriate nor
possible to subject all MFIs to prudential regulation and supervision. In broad terms:

(i) Credit-only MFIs and MFIs that require clients to make savings deposits in order
to borrow should not be subject to prudential regulation and supervision.

(ii) MFIs that mobilize voluntary savings should be subject to prudential regulation
and supervision where they exceed a certain threshold.

(iii) MFIs that mobilize deposits from the general public should be subject to
prudential regulation and supervision.

In countries where the microfinance sector is small and offers limited products
focusing primarily on credit, the central bank can safely ignore the question of
regulation. Indeed, regulation is more likely to stifle the sector than to facilitate its
development. This is probably the situation in most countries, and is certainly the
case in PRC, Kyrgyz Republic, Pakistan, PNG, Vanuatu, and Viet Nam.

As the microfinance sector develops in a country, there is inevitably more
pressure to subject it to regulation. Moreover, the advent of a wider range of savings
products raises important issues relating to the protection of depositors. These
considerations explain the increased attention to regulation in Bangladesh. To a lesser
extent, they also explain the increased attention to regulation in some other countries,
such as India and Nepal (and in Nepal, the central bank has already granted limited
banking authority to a number of MFIs in exchange for regulating and supervising
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them). Nevertheless, even in these countries only a limited class of nonbank MFIs
should be subject to prudential regulation and supervision; in broad terms these are
MFIs that mobilize voluntary savings and exceed a particular threshold.

The size and degree of development of the microfinance sector is also
relevant in considering whether to establish special laws for regulating MFIs. Special
laws should only be considered where there is a significant number of MFIs suitable
for licensing but which cannot use an existing window. This implies that there is a
significant number of MFIs that are close to financial self-sufficiency and have
appropriate risk management strategies in place. No country in the study meets this
criterion. Even in Bangladesh, only a very small number of MFIs are financially self-
sufficient.

The scope for MFIs to mobilize savings is an area of confusion in most, if not
all, countries studied. In just about all countries there are significant legal restrictions
on savings mobilization by nonbank MFIs, but these laws are either ignored or
implemented in a piecemeal fashion. It would be appropriate for central banks to
clarify the situation.

In smaller countries such as PNG, Vanuatu, and possibly Kyrgyz Republic, it
may not be cost effective to create a separate agency for regulating cooperatives and
credit unions, and it may instead be appropriate for the central bank to assume this
role. However, prudential regulation and supervision of primary cooperatives or
credit unions would be neither appropriate nor feasible. The role of the central bank
should be to supervise the activities of the apex bodies for the cooperative or credit
union movement, and to provide general institutional and policy support.

If it is accepted that prudential regulation and supervision are not appropriate
for most categories of MFIs, it is necessary to consider other means of establishing
standards for them. It may be appropriate for central banks to take part in developing
such standards. In countries with a range of institutions involved in the microfinance
sector, such as Bangladesh, Nepal, and Philippines, the central bank may take more
of a monitoring function. In countries with fewer MFIs and without effective networks
of MFIs or second tier institutions, the central bank may need to act more as a leader
and coordinator. This is especially likely to be the case in smaller countries such as
Kyrgyz Republic, PNG, and Vanuatu. However, if central banks are to become
involved in developing standards, it is important that they develop a sound
understanding of the microfinance sector. In many cases, central banks are not yet
well equipped for the task. 

7.5 Recommendations 
As noted previously, appropriate recommendations concerning the role of any
particular central bank in regard to microfinance will differ from country to country.
Each of the twelve country studies makes a number of specific recommendations
based on the circumstances of the particular country concerned. Nevertheless, it is
also possible to make a number of generalized recommendations for central banks in
the Asia-Pacific region based on the analysis in this report, as follows.

Central Bank Support for Microfinance Initiatives
(1) Central banks should consider their comparative advantage relative to other

mechanisms and institutions when determining whether or not they have a role
in supporting microfinance.
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(2) Countries that still impose directed credit requirements should replace these with
more effective policies for supporting microfinance. 

(3) In general, central banks should not use their own resources for lending to or
refinancing retail MFIs or licensed banks for microfinance activities.

(4) In certain limited cases, there may be a case for central banks to manage funds
from the government and/or donor agencies and to on-lend them to retail MFIs
and licensed banks, where the central bank has clear comparative advantage in
doing so. Where central banks do undertake this task, there should be a clear
contractual arrangement and the central bank should receive a management fee
sufficient to cover all costs it incurs in managing programs.

(5) Central banks should consider undertaking promotional activities to support
microfinance, in line with their comparative advantage in relation to other
institutions and mechanisms.  Such promotional activities may include supporting
pilot projects using innovative approaches to microfinance, conducting research,
collecting and publishing data, and undertaking advocacy and training.

(6) On the other hand, the case for central banks to support innovation should not
be used as a pretext for them to engage in developmental activities requiring
significant central bank financing. 

(7) Central banks should be involved, together with other stakeholders, in developing
an appropriate policy framework for microfinance.

Regulation of Licensed Banks
(8) Careful and appropriately sequenced financial liberalization is an appropriate

objective of central bank policy, depending on circumstances in each country,
and will contribute, among other things, to the development of microfinance.

(9) In setting minimum capital requirements for licensed banks, central banks should
strike a balance between enabling the establishment of smaller financial
institutions that are likely to engage in microfinance, and avoiding an undue
proliferation of very small institutions that cannot be supervised properly.

(10)Central banks should remove remaining restrictions on interest rates to enable
licensed banks to provide microfinance services on a sustainable basis.

(11)Where it is not feasible to deregulate interest rates completely, central banks
should explore the scope for the introduction of greater flexibility in interest rates
for microfinance loans, even if interest rates on certain other categories of loans
remain regulated.

(12)In countries where interest rates have been deregulated but where there is
pressure on banks to keep them low, central banks should consider activities to
impress on other stakeholders the relationship between interest rates and
sustainability.

(13)Central banks should consider whether capital adequacy ratios for small banks
(and particularly for small banks specializing in microfinance) should be higher
than for traditional banks.

(14)Central banks should consider whether loan loss provisioning requirements for
microfinance banks should be stricter, based on time overdue, than for traditional
banks.

(15)On the other hand, central banks should ensure that loan loss provisioning
requirements do not discriminate against unsecured loans, and should be flexible
in considering other indicators of asset quality.

(16)Central banks should consider whether supervision methods are appropriate for
microfinance portfolios.  It may be appropriate to consider the scope for risk-
based supervision.

(17)Central banks should ensure that other regulations are appropriate for the
particular circumstances of small banks and specialist microfinance banks.
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Regulation of Nonbank Microfinance Institutions
(18)Central banks should remove any interest rate restrictions on nonbank MFIs that

are within their control. Even where such restrictions do not result from central
bank actions, central banks may be able to lend their prestige and influence to
efforts directed at their removal.

(19)Central banks should clarify the legal situation regarding savings mobilization by
MFIs.

(20)Credit-only MFIs and MFIs that require clients to make savings deposits in order
to borrow should not be subject to prudential regulation and supervision by the
central bank or any other agency.

(21)MFIs that mobilize voluntary savings should be subject to prudential regulation
and supervision, generally by the central bank, where those savings exceed a
certain threshold.

(22)MFIs that mobilize deposits from the general public should be subject to
prudential regulation and supervision by the central bank.

(23)Central banks should only consider special laws for MFIs where there is a
significant number of MFIs suitable for licensing but which cannot use an existing
window.

(24)In smaller countries in particular, central banks should consider regulating
cooperatives and credit unions. However, prudential regulation and supervision
of primary cooperatives or credit unions would not be appropriate. The role of
central banks should be to supervise the activities of the apex bodies and to
provide general institutional and policy support.

(25)Central banks should consider working with other stakeholders to develop
performance and reporting standards for those MFIs that are not subject to
prudential regulation and supervision. If central banks are to become involved in
developing such standards, they should develop a sound understanding of the
microfinance sector.

(26)Central banks should consider monitoring second tier MFIs and credit rating
agencies involved in the microfinance sector.
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