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Foreword
During the last two decades, microfinance has evolved from almost exclusively credit-
focused operations into increasingly diversified services. Many microfinance
institutions (MFIs) in the Asian and Pacific Region are now offering limited deposit
services and a few are exploring the possibilities for adding microinsurance to their
operations. In the 1990s, the outreach of the industry also expanded in many of the
developing member countries of the Asian Development Bank (ADB). Currently, the
industry serves close to 22 million poor and low-income households in the region.

Despite the industry’s growth in scope and scale, a large majority of Asia’s
poor and low-income households still have little access to formal financial services.
MFI expansion has been concentrated in two countries: Indonesia and Bangladesh.
In most countries, the industry is still at an infant stage. The limited outreach in
comparison to the region’s large potential market of over 180 million poor households
is a major cause for concern for policy makers and development practitioners. There
is a consensus among all stakeholders that if microfinance is to make a significant
contribution to poverty reduction, the industry must reach larger numbers of poor
households with quality services.

In this context, 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. However, this role has not been studied systematically,
despite the fact that central bank policies often have a vital influence on the speed
with which the microfinance industry can grow and on the directions and quality of
the growth. Therefore, ADB decided to undertake a study to examine central bank
operations in microfinance with a view to improving the understanding of how central
banks can support development of sustainable microfinance.

The study covered twelve developing member countries of ADB: Bangla-
desh, 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 studies
are presented in two volumes. Volume I, to be released in October 2000, will present
an overview of the study. This Volume presents the country studies.

The country studies suggest that operations of central banks for microfinance
development have varied significantly among DMCs and over time. What central
banks should and should not do in the future depends largely on the current stage of
microfinance development, the structure of the industry and the directions in which
it is moving, and the institutional capacity of the central banks. In countries where
formal MFIs are playing an increasing role in the industry, central banks need to pay
more attention than in the past to regulation and supervision.

The analysis, results and recommendations of the study are expected to be
useful to all those concerned with development of sustainable microfinance. We hope
that the study will generate further interest on this subject among policy makers,
development practitioners, and researchers.

Akira Seki
Director
Agriculture and Social Sectors 

Department (West)
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Introduction
The study of the role of central banks in microfinance, of which this set of Asia-Pacific
country studies is the second part, reflects the commitment of the Asian Development
Bank (ADB) to assisting the development of sustainable microfinance in its developing
member countries (DMCs). It demonstrates a concern for good policy as the pre-
requisite for good practice, and a commitment to the “financial systems development”
approach to microfinance.

An earlier study1 prepared by The Foundation for Development Cooper-
ation (FDC), with the collaboration of members of the Banking with the Poor Network,
considered the need for an appropriate policy and regulatory environment for
microfinance. This was based on case studies of nine Asian countries, all DMCs of
ADB. We are grateful to ADB for the opportunity to take this work further by focusing
specifically on central banks. We share ADB’s conviction that the findings can be
generalized (as they are in the first volume of the study) to develop principles
applicable to the operations of central banks, insofar as they have implications for
microfinance. We are particularly grateful for the guidance and patience of Dr. Nimal
Fernando, Senior Project Economist-Microfinance, Agriculture and Rural Development
Division West, in the completion of the work. 

The analytical framework developed for this study, described in Volume 1,
has generated some generally applicable principles. But the diversity of institutions
and economic conditions in the DMCs of ADB also require country-specific
recommendations to enable a supportive policy and regulatory framework to be
fashioned. Specific recommendations are needed to enable each particular central
bank to shape an appropriate response to the needs of microfinance development, in
the context of the demands posed by broader financial sector development and
macroeconomic concerns. Such recommendations have been provided in each
country study. 

In bringing this material to publication we have appreciated the profes-
sionalism of the other contributing authors, Ms. Ruth Goodwin-Groen, Dr. Gilberto
Llanto, and Mr. Sanjay Sinha. Mr. Paul McGuire, consulting associate of FDC, has
contributed both to this volume and as senior author of the Overview in Volume 1.
We also appreciate the high standards brought to the work by manuscript editor Dr.
Barbara Henson, as well as the contribution in book design and layout of Peter Evans.
We have benefited from the comments of a number of ADB staff and are grateful for
the professional support and guidance of Ms. Lynette Mallery in the Office of External
Relations, as well as for assistance from Ms. Stella Lorenzo. 

The work in the field was facilitated by a great many people, and the authors
have acknowledged this assistance so far as possible in their individual country
studies. We trust that, in turn, the findings of each country study and the
recommendations which flow from them will prove a valuable contribution to both
domestic policy making and external technical assistance. 

John D Conroy Robyn Cornford
Special Consultant Program Manager
The Foundation for Development Cooperation

1 McGuire, Paul B., John D. Conroy, and Ganesh B. Thapa. 1998. Getting the Framework
Right: Policy and Regulation for Microfinance in Asia. Brisbane: Foundation for
Development Cooperation.
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Microfinance has far greater outreach in Bangladesh than in any other country in this study,
with perhaps 80 percent of poor households having access to services. Bangladesh Bank (the central
bank) has played only a small and mostly indirect role in the development of microfinance, and has
avoided interfering with the activities of microfinance institutions (MFIs). 

However, the sheer size of the microfinance sector and increasing deposit mobilization by
leading MFIs have inevitably raised questions about the legal and regulatory framework for microfinance.
While regulating all MFIs would be impractical, it is widely accepted that the larger ones should be
subject to prudential regulation and supervision. The role of the central bank in such regulation is
subject to debate, given the difficulties which beset it in regard to the broader financial system.
However, there is clearly a role for it to undertake “promotional” activities to enhance the sustainability
of the microfinance sector.

Summary

Sanjay Sinha
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1 Introduction and Background

1.1 Key Demographic and Economic Data
Bangladesh, situated in the delta of the Ganga and Bramhaputra rivers, is one of the
most densely populated countries in the world. With a population of 126 million, the
relatively small land area translates to a density of 842 persons per square kilometer
of total area and as many as 1,450 persons per square kilometer of cultivable land
(Bangladesh Bank 1998). Poverty is pervasive. The latest available data from the
1995/96 Household Income and Expenditure Survey indicates that 47.1 percent of the
rural people or some 46 million people still live in absolute poverty, unable to afford
even the basic dietary requirement of 2,122 calories per day (ADB 1998). Per capita
gross domestic product (GDP) in 1997 was estimated at just $218 in 1987 dollars.  The
United Nations Development Programme’s (UNDP) Human Development Index for
Bangladesh was just 0.440 in 1997, resulting in an extremely low international ranking
of 150th out of 174 countries. Life expectancy at birth is just 58.1 years and the adult
literacy rate for women only 27.4 percent (UNDP 1999). 

Yet, some gains have been achieved. Population growth, though still rapid,
is thought to have slowed down to 1.6 percent per annum, and the incidence of
poverty is reported to have declined from over 70 percent of the population in the
early 1980s to less than 50 percent in the 1990s. The incidence of hardcore poverty in
the rural population declined from 36.7 percent in 1983–1984 to 24.6 percent in
1995–1996. Food production has increased at a rate of over 3 percent per annum
since the 1980s and the country is said to be on the verge of self-sufficiency, though
this is possible only at the present low levels of consumption. Indeed, the decline in
poverty is attributed to broad-based economic growth that has occurred through
improved agricultural technology, labor-intensive industrialization, and the rapid
growth of the service sector in a largely informal economy. Over the past few years,
the country has achieved growth of GDP in excess of 5 percent per annum, a degree
of macroeconomic stability, and a low inflation rate of about 5 percent per annum
(Meyer and Nagarajan 1999).

Over the period 1980–1997, there has been a substantial shift in the structure
of the economy. The share of agriculture in value added has declined from as much
as 50 percent to just 30 percent, while the share of services has increased from 
34 percent to 53 percent and that of industry increased marginally from 16 percent to
17 percent (World Bank 1999). The substantial shift from agriculture to services may
be partly attributed to a high rate of rural-urban migration and the relatively easy
availability of microfinance to landless poor families for undertaking small trading,
repair, and other service sector activities. Despite the high rate of rural-urban migration
there has, nevertheless, also been a growth of population and concomitant increase
in population density in rural Bangladesh. With increasing pressure of population in
rural areas there has, inevitably, been an increase in the reliance of the poor on the
service sector of the economy and this, in turn, has contributed to the high demand
for microfinance in the country.

In its economic outlook, the country faces a number of major problems.
These include a very low savings rate of less than 8 percent of GDP, low levels of
efficiency of the public sector, one of the world’s highest rates of rural-urban migration,
and consequent severe strains on urban housing, water supply, electricity, sanitation,

Almost half of the
population (some
47 percent) lives in
absolute poverty

Structural change
in the economy 
has increased 
the demand for
microfinance
services
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and the environment. Though Broad Money (M2) has grown at over 10 percent per
annum over the past few years, there has not been much impact on the financial
deepening of the economy with the M2/GDP ratio remaining static at around 
36 percent between 1993/94 and 1997/98 (Bangladesh Bank 1998). This is significantly
below other countries in the region, for example, Nepal’s 41 percent ratio and India’s
46 percent.

1.2 Financial Sector
The financial sector in Bangladesh1 originated in the financial developments of
undivided India in the early part of the twentieth century. As in other parts of British
India, the cooperatives — registered under the Cooperative Societies Act — were the
main source of institutional finance to the rural sector. As in India, the Pakistan
government of the 1950s and 1960s used the financial sector as a cheap source of
credit for the priority sectors. Thus, at Independence in 1971, Bangladesh inherited a
repressive financial system incorporating controls over interest rates, directed credit,
complex rules for money and capital markets, and overvalued exchange rates. 

The Bangladesh Bank, established via the Bangladesh Bank Order of 1972,
not only inherited a repressive financial regime but the problem was worsened by the
nationalization of all financial institutions in the country and much of the heavy
industrial sector. At this time, three specialized development banks were also created
but their lending was mainly for the purpose of building up the public sector. There
was a scarcity of credit as more and more resources were placed with these loss-
making industries as well as the priority sectors. Combined with the negative real
interest charged, this led to private sector demand being rationed amongst those with
political influence. The net result was further inefficiency in investment, the nonpayment
of loans, and ultimately in the early 1990s the recapitalization of the nationalized
commercial banks (NCBs) in order to keep them solvent.

During the late 1980s and early 1990s, several attempts were made to
implement financial sector reforms with the encouragement and technical support of
Bangladesh’s principal donors. Apart from the recapitalization of NCBs, this led to a
significant deregulation of interest rates, a decline in the role of directed credit,
introduction of loan provisioning to make loan recovery issues more transparent, the
licensing of several new private banks and of foreign banks, and a commitment to
privatize Rupali Bank.2 However, the loan recovery problem continued to be acute
despite the prosecution of some wilful defaulters, prohibitions on their holding public
offices and bank directorships, limitations on access to new loans, and denial of
import licenses. An interest amnesty program was also introduced and the Financial
Loan Courts Act was passed to facilitate prosecution of defaulters. The Credit
Information Bureau was established in the Bangladesh Bank to record the performance
of borrowers, and the Large Loan Review Cell was set up to review all newly sanctioned
bank loans over Tk10 million (now $200,000). 

These measures have met with mixed results. Deregulation has resulted in
an increase in both lending and deposit rates but any increase in competition has
been tempered by perceptions of collusive pricing. Political interference and outright
corruption in the banking sector is, however, still rampant and, partly as a result, loan
recovery continues to be a problem. Private banks have also been hit by the
phenomenon as a waiver of small loans in 1991 greatly vitiated the credit culture in
the agricultural sector and large loans are afflicted by insider lending. In 1996, the

1 Modified and adapted from Meyer and Nagarajan (1999).

2 Uttara and Pubali banks were denationalized earlier, in 1984.
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outgoing government further undermined credit discipline by permitting the blanket
rescheduling of past due bank loans on the basis of a 10 percent down payment.
While this description is pertinent directly to industrial and urban lending, the state of
agricultural and rural lending in Bangladesh is no better. This will be further discussed
in Section 3.

Overall, the formal financial system in Bangladesh is at a relatively early
stage of development in terms of diversity and the range of products offered. The
sector is currently comprised of nearly six thousand outlets of institutions including
the central bank, the four NCBs (Sonali, Janata, Agrani, and Rupali), 17 private
commercial banks (NBFIs), 13 foreign commercial banks, and 18 licensed nonbank
financial institutions. In addition, there are five public sector specialized banks3 of
which two, the Bangladesh Krishi Bank (BKB) and the Rajshahi Krishi Unnayan Bank
(RAKUB), serve the rural sector along with two cooperative networks under the
registrar of cooperative societies. The Bangladesh Samabaya Bank Ltd and the
Bangladesh Rural Development Board or BRDB (with Sonali Bank funds) finance 
the cooperatives. Other segments of the financial sector include two government-
controlled and 32 private insurance companies, and stock exchanges at Dhaka and
Chittagong with, respectively, 224 and 124 listed securities at the end of 1997/98.
There is also the House Building Finance Corporation with largely debenture financing,
mostly from the Bangladesh Bank. 

The specialized agricultural banks and NCBs have large branch networks in
rural areas and have lent extensively in these areas, though most of their lending is
not targeted to the poor. It is also based on traditional banking terms and cannot be
described as microfinance. The foreign banks and private commercial banks have
simply stayed away from rural lending, though there are a few cases of token
involvement in microfinance. Unlike other countries in the region, “Bangladesh does
not have a substructure of small banks operating at the local level” (McGuire et al.
1998).

At the same time, as is well known, a strong semi-formal nongovernment
organization (NGO) financial system has emerged in the country. The Grameen Bank
and financial NGOs, mostly modeled on the success of Grameen, operate in small
towns, peri-urban areas and also, increasingly, in urban neighborhoods as well as in
rural areas. These undertake microfinance lending to poor clients for mainly service
sector trading, vending, and small production activities. The lending of these not-for-
profit microfinance institutions (MFIs) in rural areas of Bangladesh takes place on a
scale unparalleled anywhere in the world and more than matches the combined
efforts of the formal financial sector, including the banks and the cooperatives. 

2 Development of Microfinance
The network of cooperative societies first spread its wings throughout undivided
India in the early part of the twentieth century, and grew significantly throughout the
early years of rural credit expansion in Bangladesh, particularly in the 1970s and early
1980s. The process was bolstered by the activities of BRDB which organized them on
a two-tier structure, called the “Comilla model,” consisting of primary cooperatives at
the local level and secondary cooperatives at the thana (sub-district) level. The
structure was quickly spread to most of the 460 thanas in the country. BRDB’s efforts
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3 The Bangladesh Krishi Bank, Rajshahi Krishi Unnayan Bank, the Bangladesh Shilpa Bank,
the Bangladesh Shilpa Rin Sangstha, and the Bank of Small Industries and Commerce
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7Bangladesh

did not, however, achieve the goal of establishing self-sustaining cooperatives. Despite
attempts to improve the functioning of the cooperatives, the domination of the village
elites, who cornered most of the resources, undermined the efforts of BRDB to reach
the poor (ADB 1998). 

It was in 1976 that the first Grameen Bank project was established and, in
time, demonstrated that lending to the poor could be an economically viable activity.
Its experience was followed, in Bangladesh, by the establishment of other major
microfinance programs by some of the existing NGOs with large multi-sectoral
programs, such as the Bangladesh Rural Advancement Committee (BRAC) and Proshika.
The success of these programs led to the rapid replication and multiplication of
microfinance throughout Bangladesh both by NGOs with multi-sectoral programs
and by specialized NGOs, newly established as MFIs on the Grameen Bank model. 

2.1 Outreach and Sustainability
There are no reliable data on the size or outreach of the microfinance sector in
Bangladesh. Estimates of the number of NGOs with microfinance programs in
Bangladesh (henceforth referred to as MFIs) range from 500–600 to over a thousand.
The Credit and Development Forum (CDF), a Dhaka-based MFI networking organization,
makes a valiant attempt to keep track. Its statistical booklet (Credit and Development
Forum 1999a) provides self-reported, and partially verified, information from 
524 MFIs. These include all the well-known large MFIs in Bangladesh and it is,
therefore, likely that coverage is of the order of 95 percent of NGO microfinance
activity in the country. Interestingly, the CDF statistics show the organizational
concentration of MFI activity in Bangladesh: the membership of the top 20 organizations
on its list is 83 percent of the total for 524 MFIs and loans outstanding are 88 percent. 

The microfinance outreach of CDF’s 524 reporting MFIs amounts to an active
membership of 8.7 million in June 1999. Add to this the 2.4 million members of
Grameen Bank, 1.3 million members of five ongoing BRDB projects, and the 270,000
members of the Ministry of Youth’s TharDEP project, and total microfinance coverage
in Bangladesh reaches some 12.7 million families. However, as even casual observation
in some of the more accessible and populated areas of Bangladesh shows, there is
considerable double counting and membership (by the poor) of multiple organizations.
Based on this, it would be unrealistic to assume that actual coverage is in excess of 
9 million families. Nevertheless, the Bangladesh Government’s estimate is that 
47 percent of the population, or some 9.9 million families of a total of 126 million
people or 21 million families, are poor.  If that is correct, microfinance services reach
over 80 percent of them.4

The sustainability of these programs is another matter altogether. Direct
information on this issue is limited by the fact that most NGOs provide nonfinancial
services as well and rarely publish or allow external access to any separate accounting
of their microfinance operations. However, the accounts of two important sources of
microfinance in Bangladesh are indicative. Thus, the Grameen Bank, with total
outstanding loans of Tk12.6 billion (with its 2.3 million members) at the end of 1997
reports a profit of Tk14.3 million for the year but only after taking into account grants
worth Tk125 million. This suggests a net operating loss in 1997 of Tk110 million.
(Grameen Bank 1997). The situation of other large MFIs such as BRAC and Proshika
is widely perceived to be similar. 

On the other hand, there are MFIs which, at currently large levels of operation,
do manage to cover all their costs. One such is BURO, Tangail, which with 68,000

It is estimated
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1000 MFIs in
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4 Assuming around 10 percent of microfinance services are utilized by the non-poor.

Data on outreach
are sketchy, but
microfinance
probably reaches
some 9 million
families



members and 40 branches is the tenth largest MFI in Bangladesh. For end-December
1998, BURO, Tangail reports a profit of Tk3.7 million (excluding operational grants)
and still more than breaks even after making a notional provision for loan losses.5

Similarly, the Association for Social Advancement (ASA), with nearly 900,000 members
the fourth largest MFI in Bangladesh, has established itself as a highly effective, low-
cost organization which is perceived to be sustainable.

However, it is still true that some of the largest (and an overwhelming
majority of the hundreds of small) MFIs in Bangladesh are not presently sustainable,
and nor are any of the banking operations providing small loans to poor farmers. The
most important factor affecting sustainability is the issue of loan recovery. While the
formal financial institutions have suffered from pressures to disburse on noneconomic
considerations, political loan forgiveness (or loan waiver) has also affected repayment
rates. Thus, MFIs such as Grameen Bank which have traditionally reported loan
recovery rates of 98–99 percent have had to expend much energy to convince
borrowers that the political waivers do not apply to their loans. Yet, the actual current
repayment rates of the MFI sector tend to be much lower than the aggregative rates
normally reported. So Grameen Bank’s overdues of more than one year are reported
as being 9.45 percent of the amount due in 1997 (Grameen Bank 1997) and a case
study of four villages in Madhupur in 1995 discovered the on-time repayment rate
was only 47 percent (Matin 1998). 

The issue of Grameen’s sustainability is well known and researched. In
common with most MFIs in the country, Grameen is dependent on foreign grants and
soft loans and receives domestic subsidies besides. In recent years, government-
guaranteed bonds have become a relatively large share of its overall resources. These
grants and soft loans include borrowings of Tk1.2 billion ($24.5 million) from the
International Fund for Agricultural Development (IFAD) at 2–3 percent interest per
annum, and purchase by NCBs of Tk6.5 billion ($132 million) worth of 4–6 percent
bonds. By imputing values to all the subsidies received by Grameen, it has been
estimated that it would need to raise the nominal interest rate on its general loans
from 20 percent per annum to 33 percent in order to break free from subsidies
(Morduch 1998). Similar calculations would apply to other MFIs, of all sizes, which
are equally well supported. However, it is also true that the Grameen Bank has
steadily reduced its dependence on subsidies and the success, in these terms, of
organizations like ASA and BURO, Tangail indicate the potential for MFIs in Bangladesh
to achieve sustainability. Indeed, the fact that these latter organizations do not charge
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Comparison of Sources of Revolving Loan Funds in Bangladesh

Sources 524 CDF members

Amount in June 1999 % of Total
(Tk million) Revolving Loan Funds

Member Savings 4,813 23.6
Foreign Donation 4,216 20.7
Service Charge 2,338 11.5
PKSF 4,784 23.5
Local Banks 2,343 11.5
Other NGOs 190 0.9
Own Funds 1,041 5.1
Other Sources 646 3.2

20,371 100.0

Source:  Credit and Development Forum (1999a).

5 Information from BURO, Tangail (1999), provisions estimated.



especially high interest rates, in the context of microfinance in Bangladesh, would
appear to indicate that the solution to the sustainability problem, for the average
Bangladeshi MFI, lies in improving operational efficiency rather than in raising interest
rates.

It is apparent from CDF’s compilation of statistics that other MFIs too are
heavily dependent on donor grants and concessional loans (see table). Thus, 
20.7 percent of the Tk20.4 billion ($413 million) deployed in revolving loan funds by
the 524 reporting MFIs consisted of donor grants and another 23.5 percent of soft
loans from a major wholesaler of microfinance.

2.2 Diversity of Models
The microfinance scene in Bangladesh is not the sole preserve of the Grameen Bank,
but it is certainly dominated by what may be termed the Grameen Bank model. All
the major MFIs in the country have essentially copied, modified, and attempted to
improve upon the pioneering approach of the Grameen Bank. As such, to an uninitiated
observer, the models pursued for microfinance in Bangladesh are very similar indeed.

The basic Grameen model incorporates the organization of poor residents of
a village (or urban slum) into groups of five and centers of six borrower groups. Both
the members of the primary borrower group and those of the center act as co-
guarantors for each other’s loans, which acts as the basis for simplifying the lending
procedure and forgoing tangible collateral. The normal loan product is of one year’s
duration, being repayable in 50 weekly installments with two weeks grace period.
Interest rates range from 18 to 25 percent per annum on a flat basis. 

The variations to this model, introduced particularly by latter day entrants,
have incorporated the introduction of new savings and loan products. The variations
in loan products include (i) collection by Proshika and Rangpur Dinajpur Rural Service
(RDRS) of monthly instead of weekly installments; (ii) variations in ASA’s loan
conditions with the number of weekly installments reduced to 45 spread over the
year, and abolition of the group guarantee as well as of the requirement to be present
in weekly meetings at the same time;6 (iii) introduction of seasonal loans of three
months’ duration by most MFIs; and (iv) provisions for larger microenterprise loans
for specific activities by some organizations such as BRAC, ASA, and the urban,
Dhaka-based MFI, the Shakti Foundation. Other variations are described below.7

Flexible Savings
Over the past two to three years there has been a conscious effort by Bangladeshi
MFIs to mobilize additional local resources through new savings products. ASA and
BURO, Tangail, in particular, have now moved to a regime of more flexible savings
products which enable members to withdraw savings at virtually any time — subject
to a minimum balance equal to 15 percent of the face value of any outstanding loan
in the member’s name. As well, both BURO, Tangail and ASA have now introduced
recurring (“accumulated term”) deposit schemes enabling members to deposit small,
equated voluntary savings installments, in return for a higher rate of interest. BURO,
Tangail reports an increase of 36 percent in its already substantial savings collections
during the four months since launching its deposit collection drive in April 1999.8
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A more far-reaching variation is the introduction of a daily savings product
by a small Dhaka-based MFI. In this model of SafeSave, each client is visited (sometimes
twice) daily for the purpose of conducting financial transactions — deposit/withdraw
savings, borrow, repay, pay interest on loans. Loans are, typically, much smaller than
savings but are given for an indeterminate term at 2 percent per month without any
up-front deduction of interest. A number of other MFIs have started spontaneously to
replicate this innovative methodology, and it is expected that it will grow very quickly
in Bangladesh.9

Urban Microfinance
Traditionally, MFIs in Bangladesh have avoided the urban slums. Microfinance in
such areas is viewed generally as inherently risky. However, mainly since 1991,
organizations such as the Shakti Foundation and Monobik Shahajya Sangstha have
applied the Grameen model to urban areas and shown that it can work. Apart from
these institutions, Proshika, ASA, and BRAC are also major urban microfinance
providers and have all replicated their rural programs for this purpose. The example
of these institutions has, since then, led to the establishment of a number of small
MFIs, particularly in the urban slums of Dhaka, Chittagong, and Khulna cities for
providing microfinance services to the poor. The INCOME project of CARE Bangladesh
provides capacity-building support to these small urban initiatives. 

Microfinance for the Very Poor
It is commonly accepted that while microfinance in Bangladesh has virtually reached
saturation levels in most urban as well as rural levels, the very poorest sections of the
community, 10–15 percent of the population, have not been properly covered. Many
of the rules such as mandatory weekly savings and regular attendance are either seen
as too restrictive for the members or the organizations themselves have shied away
from them in the quest for lending targets and financial viability. In order to redress
this balance, BRAC has started an Income Generation for the Vulnerable Group
Development (IGVGD) program and other organizations such as Ashrai have also
made a direct attempt to reach the very poor. BRAC’s program provides microfinance,
supplemented by credit-plus services, to village-level groups exclusively of the very
poor. Ashrai works mainly in the tribal areas of Greater Rajshahi district by organizing
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Some Variations Introduced to the Basic Grameen Model
Variations to the basic Grameen “model” include new savings and loan 
products with innovations such as:
• monthly, not weekly, installments
• abolition of group guarantees
• attendance at weekly meetings not required
• seasonal loans for (say) three months
• larger micro-enterprise loans
• flexible savings products, easier withdrawal
• daily transactions
• urban programs
• self-help groups for the very poor.



village-level societies of the very poor and supporting them in undertaking microfinance
by providing them on-lending funds, governance, and occupational development
training on the pattern of the Indian self-help groups.10

Microfinance by Government Agencies
Microfinance programs in Bangladesh are reportedly undertaken by as many as five
different government departments and ministries. These include BRDB, the Thana
Resources Development and Employment Project (TharDEP) of the Ministry of Youth
and Sports, the Department of Social Welfare, the Ministry of Land, and the Department
of Women’s Affairs. All these programs essentially replicate the Grameen model and
report fairly high repayment rates in spite of being implemented directly by the staff
of government departments.

Direct Microfinance by Banks 
As the main source of short-term agricultural finance in Bangladesh, BKB, along with
its associate bank, RAKUB, claims to be the largest source of microfinance in
Bangladesh. During 1997/98 these banks between them disbursed total agricultural
loans worth Tk16.43 billion ($335 million). Crop loans amounted to Tk6.39 billion
($130 million) and poverty alleviation loans were worth Tk3.17 billion ($64.7 million).
Poverty alleviation loans are apparently given to landless workers, distressed women,
and “destitutes.” The disbursement for this purpose may be compared with the 
Tk20 billion ($408 million) disbursed by the leading MFIs in the country and another
Tk19 billion ($387 million) by Grameen Bank alone during the same period. In any
case, the microfinance commitment of the agricultural banks consists very largely of
conventional banking and, in the Bangladesh situation, results in repayment rates of
less than 25 percent.11

A difficulty encountered in attempting to understand the extent of involvement
by commercial banks in microfinance is that, with the current emphasis on the subject,
the banks themselves are anxious to reclassify much of their small loan portfolios as
“microfinance.” They do have much short-term crop financing in amounts below
Tk30,000 ($700), some of which might on the face of it qualify as microfinance. But
there are no reliable data on what proportion of such credit is accessed by the poor.
There are some instances of microfinancing by Bangladeshi commercial banks but
they occur in an institutional environment which makes their longer term viability
difficult.

Another program of direct microfinance by a bank is that undertaken by the
Islami Bank Bangladesh Ltd (IBBL) which has a microcredit wing undertaking a rural
development scheme for poverty alleviation. IBBL also uses the basic Grameen model
but, as its name implies, uses Islamic banking concepts which require it to invest
through methods such as leasing and hire purchase rather than cash lending.
Repayments are in weekly installments, in terms of cost plus mark-up (12 percent),
and the period of the credit is one to three years. This is a relatively small program
with just 12,000 members and outstandings of only Tk36 million ($0.75 million) in
September 1998 (Alamgir 1999). 
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2.3 Wholesale Lending to MFIs
Another important feature of microfinance in Bangladesh is the emergence, since
1990, of wholesale lending as an important source of funds for revolving loans to
poor clients of MFIs. As the information in the table in Section 2.1 shows, wholesalers
— PKSF, local banks, and other NGOs — account for nearly 36 percent of the total
amount of Tk20.4 billion ($413 million) available as revolving loan funds to the 524
reporting members of CDF in June 1999. Pre-eminent amongst these, accounting for
over 23 percent of the revolving loan funds, is the Palli Karma Sahayak Foundation
(PKSF). PKSF was established in 1990 as a private, nonprofit organization but with
government sponsorship. It is governed by an independent general body of 15 people,
the majority of whom are from outside government. The main objective of PKSF is to
provide finance, institutional, and capacity-building support to MFIs in order to enable
them to undertake microfinance in Bangladesh more proficiently.

PKSF was started up with funds to the extent of Tk1.1 billion ($22.5 million)
from the Government of Bangladesh up to 1995/96. Since then, the main pool of its
lending resources had come from the World Bank though it has received smaller
quantities of capacity-building funds from the United States Agency for International
Development (USAID) and a small loan from the Asian Development Bank (ADB). By
the end of 1997/98, PKSF’s resources had grown to Tk4.1 billion ($84 million) including
part of the proceeds of a $109 million loan from the World Bank. This was deployed,
on 30 June 1998, to the extent of Tk2.6 billion ($53 million) in 3–5 percent per annum
loans to 168 MFIs covering some 1.21 million ultimate borrowers. The loan recovery
rate of PKSF is reported to be 98 percent (PKSF 1998). Working through 112 staff
members, PKSF has established a laudable reputation as a professional organization
working in the interests of its partner organizations and of microfinance in Bangladesh.
However, it is sometimes accused of favoring the purist Grameen replicators over
those following more independent methodologies.

Other important wholesalers of funds for microfinance in Bangladesh are: (i)
the commercial bank, BASIC (Bank of Small Industries and Commerce Bangladesh
Ltd); (ii) the Grameen Trust fund for the replication of microfinance on the Grameen
model; (iii) lending by the MFI, ASA; and (iv) NCBs such as the Sonali Bank. Under
a Kreditanstalt fur Wiederaufbau (KfW) line of credit, the government-owned bank,
BASIC, lends to successful MFIs operating in urban and suburban areas at the rate of
7 percent per annum. Loans are given for a 2.5 year period and recovered in 18
monthly installments. BASIC has, so far, made loans averaging Tk2 million ($40,500)
to each of 16 MFIs and a larger 12 percent per annum loan of Tk90 million to the
Grameen Krishi Foundation.12 The Grameen Trust has, so far, committed over $8
million to 80 replication projects in 28 countries but only 10 of these have been in
Bangladesh. ASA has also made a contribution to stimulating small MFIs in the country,
but its resources are limited and lending to a total of 16 MFIs in November 1998
amounted to just Tk27 million ($555,000). 

Finally, in spite of the high profile achieved by the microfinance sector in
Bangladesh, lending by NCBs or private banks is yet to achieve any momentum. For
the most part, the banks shy away both from lending directly to the poor and from
making wholesale loans to MFIs. Major factors in this reluctance in Bangladesh are
MFIs’ lack of a clear ownership structure, the perception that loans to the poor are
inherently risky, and lack of familiarity with MFI modes of operation resulting in lack
of confidence in assessing MFI creditworthiness (Goodwin-Groen 1998; Sinha 1999).
Not surprisingly, loans from commercial banks to MFIs have so far been limited
mainly to large loans to very well-established and well-connected organizations like
the Grameen Krishi Foundation. Only a very small number of loans have been made

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

Wholesalers have
emerged as an
important new tier
of microfinance
institutions

While PKSF is the
industry leader,
other wholesalers
are tapping
different funding
sources

12 Information provided by BASIC to the author in April 1999.



to other MFIs, such as the Sonali Bank’s Tk50 million ($1 million) line of credit to the
Shakti Foundation.

2.4 Demand for Microfinance
It is apparent from the discussion in Section 2.1 that much of the potential effective
demand for microfinance in Bangladesh is already being met by the extensive coverage
of the country by MFIs large and small. Indeed, the situation is such that in some of
the more densely populated areas of central Bangladesh there is intense competition
amongst MFIs for attracting members. This is leading to beneficial effects for the poor
in that MFIs are forced to innovate, and the new understanding of the need for
flexible savings products is an example of the beneficial operation of market forces.
Nevertheless, change is relatively slow as MFIs with substantial outreach but con-
ventional methodologies are loath to upset established operating procedures for
(relatively) small increases in membership or turnover. In this context, there probably
continues to be a considerable unmet demand not only for flexible savings products
but also for more flexible loan products. The latter have, so far, received even less
attention than savings.

However, there remain pockets of urban areas, particularly in the smaller
urban centers such as Rajshahi, Jessore, and Comilla, and some of the remote tribal
belts of Sylhet, Rajshahi, and the hill tract areas around Chittagong, where coverage
is relatively low in relation to estimates of the potential effective demand for
microfinance services. Similarly, as discussed earlier, the very poor families of the
hinterland of Bangladesh are also sometimes sidelined on account of their relatively
low perceived creditworthiness. It is estimated that some 10–15 percent of poor
families in Bangladesh still remain to be covered by microfinance. 

2.5 Regulation of Microfinance
Except in the case of Grameen Bank, there is virtually no specific regulation of
microfinance in Bangladesh. Most MFIs are registered as societies under the Societies
Registration Act, 1860 (the same as in India) which is administered by the Department
of Social Welfare. Others are registered as nonprofit companies under the Companies
Act, 1913, or as trusts under the Trusts Act, 1882, or the Charitable and Religious Trust
Act, 1920, or as cooperatives under the Cooperative Societies Ordinance, 1984. Such
MFIs have to do little more than provide the related registering authority with audited
statements of account to show that funds received are being utilized in accordance
with their memorandums of association. 

In the case of MFIs receiving foreign grants, the NGO Affairs Bureau
established under the Foreign Donations (Voluntary Activities) Regulation Ordinance,
1978 has to be informed, and clearance to receive the funds obtained. While this
requires some form filling and bureaucracy, it is a process that has been greatly
streamlined in recent years and is, therefore, relatively smooth, transparent, and
expeditious. On the other hand, it does sometimes give the NGO Bureau a handle to
leverage concessions from NGOs, though this appears to operate more as an irritant
than an obstacle. 

Savings mobilization from the general public is not permitted in Bangladesh
except with the express permission of the Bangladesh Bank. However, under the
Cooperative Societies’ Ordinance cooperative societies are permitted to mobilize
savings from the general public though the registrar of cooperatives has little power,
either preventive or protective, and conducts minimal supervision (McGuire et al.
1998). In practice, as discussed, MFIs in Bangladesh have compulsory savings from
members built into their lending operations and this is not prohibited by law. 
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A number of MFIs, such as BRAC, ASA, and BURO, Tangail, accept voluntary savings
and include the deposits in their revolving loan funds. They have also now started
accepting deposits from “associate members” who are not group members. Such
activity may be regarded as testing the margins of legality since these MFIs are not
subject to any form of prudential regulation at present. 

The Grameen Bank is governed by its own special law, the Grameen Bank
Ordinance, 1983. This provides for Grameen to accept deposits from the general
public as well as from members, and to sell bonds and debentures guaranteed by the
Government. The ordinance makes only minimal provisions for prudential regulation,
leaving most decisions on capital ratios, liquidity ratios, loan loss provisioning, and
reserve funds to the bank’s board. It does, however, provide for the auditing of
Grameen’s accounts by at least two sets of auditors and for these accounts to be
submitted to the Government, presumably the Ministry of Finance, for scrutiny. 

3 Role of the Central Bank

3.1 Mandate and Role of the Bangladesh Bank
The Bangladesh Bank Order, 1972, states that: 

… it is necessary to establish a central bank in Bangladesh to regulate the issue of
currency and the keeping of reserves and manage the monetary and credit system in
Bangladesh with a view to stabilizing domestic monetary value; preserving the par
value of the Bangladesh Taka; promoting and maintaining a high level of production,
employment and real income in Bangladesh; and fostering growth and development
of the country’s productive resources in the best national interest … (Government of
Bangladesh 1972).

As part of this mandate, amongst the major responsibilities of the central
bank are the regulation of the money supply and control of inflation through
appropriate monetary and credit policies for stabilizing the monetary value of the
currency. As part of maintaining the financial stability of the economy and the growth
of an efficient and sound financial market in the country, the Bangladesh Bank
dominated the (mainly public sector) formal financial system in the 1970s and 1980s,
the early years of Bangladesh as an independent country. This included, as discussed
earlier, a whole host of rules and regulations directing the banks, in particular, to
channel and orient their lending, at least in theory, to the achievement of the
Government’s social objectives.
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3.2 Developmental and Promotional Activities
The Bangladesh Bank’s developmental objectives have led to the establishment of
numerous institutions for facilitating the functioning of the financial system in the
country. These institutions and initiatives include:

(i) The establishment of the five specialized development banks for promoting
lending to agriculture and both large and small industry. 

(ii) The incorporation of the House Building Finance Corporation for facilitating
investment in house building in urban areas and enabling middle class families to
purchase houses and apartments. 

(iii) The establishment of stock exchanges at Dhaka and Chittagong.

(iv) The creation of the Credit Information Bureau and the Large Loan Review Cell
respectively to record the performance of large borrowers and to review the
sanctions of all new bank loans in excess of Tk10 million ($200,000).

While these institutions, along with the extensive network of insurance companies,
have created a significant network of formal financial institutions, operations are
relatively conservative and bureaucratic, resulting in sub-optimal access and relatively
poor services to the public. While none of these institutions is fully subservient to the
Bangladesh Bank, they are effectively controlled by the Government and the central
bank between them. Thus, Bangladesh’s financial system can be reasonably described
as being at a relatively early stage of development. 

In order to promote the development of the financial system, the Bangladesh
Bank has, through various circulars, also been encouraging the involvement of
development banks and NCBs in lending for foreign trade, investment in housing,
and wholesale financing of MFIs. For the purpose of export financing, the Government
of Bangladesh created the Export Development Fund with the assistance of the World
Bank. While the banks have made an important contribution in trade financing and
the housing sector, as indicated earlier, their contribution to microfinance is so small
as to be almost negligible.

3.3 Financial Repression
NCBs and the agricultural development finance institutions have been subjected to
several measures to encourage financial services in rural areas.13 During the period
1978–1981 the branch network was expanded by requiring NCBs to open two rural
branches for every new urban branch. As a result, commercial banks have a large
share in the formal sector total of rural loans and deposits. The Bangladesh Bank also
set targets for agricultural lending, though between 1981/82 and 1994/95 such lending
ranged from just 45 percent of the target to as much as 100 percent. As a proportion
of total credit, agricultural credit rose from just 20 percent in 1981/82 to a high of 
34 percent in 1984/85 and then fell back to just 19 percent in 1997/98. Lending rates
were controlled and the Bangladesh Bank refinanced, at a subsidized rate, agricultural
loans by banks. The refinance subsidy was terminated for NCBs in 199114 but was
continued for development finance institutions.

Apart from directed credit, the banks have also had to endure various forms
of politically inspired exemption programs ostensibly intended to ease the burden of
poor borrowers but, in fact, mainly having the effect of undermining credit discipline.
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There were five interest exemption programs during the period 1982–1991. In 1984
and 1985 interest exemptions and loan rescheduling were for borrowers affected by
natural calamities. The 1986 and 1987 programs aimed at improving the recovery rate
and were applicable to crop loans up to Tk10,000 (including principal and interest).
The 1991 program was part of the Government’s election program and involved a
complete waiver of principal and all charges on loans up to Tk5,000. Though this
1991 program is reported to have improved loan repayments, this happened at huge
cost (around Tk350 million or $7 million) and contributed to a capital as well as a
revenue loss to the banks.15 Finally, the blanket rescheduling of all bank loans on the
basis of a 10 percent down payment just before the 1996 election dealt yet another
blow to credit discipline. While the Bangladesh Bank cannot be held directly responsible
for any of these decisions, it is undoubtedly the weak position of the central bank
with respect to the Government that allows such decisions to be taken.

Other forms of financial repression in Bangladesh include a cash reserve
requirement of 5 percent of their total demand and time deposits and a liquidity ratio
of 20 percent for all commercial banks except those operating under the Islamic
Shariah. The latter were required to maintain a liquidity of 10 percent of their demand
and time liabilities. The specialized development banks have no specified liquidity
requirement. NBFIs are required to maintain a cash reserve ratio of 2.5 percent and a
liquidity of 10 percent of total liabilities. 

The Bangladesh Bank also operates a deposit insurance fund to insure bank
deposits up to the extent of Tk100,000 ($2,000) per account. For this coverage, banks
are required to pay the central bank a premium of 0.05 percent for its deposits on a
half-yearly basis.

Interest rate controls common in the Bangladeshi banking system until
recently were withdrawn on deposits in February 1997. For the purpose of lending,
interest rate bands were provided to the banks, ranging from 8–10 percent per annum
on loans for exports to 10–14 percent per annum on loans to agriculture. The aim of
these bands was to allow the banks some flexibility in pricing their loans but, in
effect, did little more than limit competition since the actual rates charged clustered
around the upper limits. As part of the Bangladesh Bank’s continuing efforts to reform
the financial sector, however, these bands were also withdrawn at end-July 1999
(Bangladesh Bank 1999b). 

3.4 Regulation, Supervision, and the Independence of
the Bangladesh Bank

The Bangladesh Bank Order, 1972 and the Bank Companies Act, 1991 empower the
Bangladesh Bank to regulate and supervise the banking sector of the country. The
Financial Institutions Act, 1993 also empowers the central bank to regulate and
supervise NBFIs — the investment, leasing, and finance companies. Under these
laws, the central bank has the authority to frame regulations aimed at limiting the risk
undertaken by banks with depositors’ money in their quest for growth and profits. In
practice, this means the power to grant and revoke licenses, to fix and enforce
prudential reserve and provisioning norms, to inspect the institutions’ accounts and
information systems and, in the extreme, to take control of a mismanaged institution.

Presently, the Banking Regulation and Policy Department of the Bangladesh
Bank devises regulations governing the functioning of the banking system. Off-site
supervision, the issuing of licenses, the monitoring of statutory and reserve requirements,
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and the monitoring of large defaulters are the responsibilities of the Banking Operations
and Development Department. On-site supervision of commercial banks is conducted
by the Department of Banking Inspection, of specialized agricultural banks by the
Agricultural Credit Inspection Department, and of NBFIs by a special department
created for this purpose (Development Planners and Consultants 1999). Though this
inspection is reportedly carried out with regularity, not only are the levels of motivation
and commitment of the staff of these departments relatively low but the efficacy of
the follow-up measures undertaken is also limited by the overall malaise and lack of
discipline which is unfortunately prevalent in the entire financial system. 

In practice, ownership of the largest institutions in the banking sector has, as
this discussion shows, resulted in the use of the banking sector for achieving
developmental, social, and even political objectives. Even today, the report of the
Bangladesh Bank reflects the emphasis that there has been on achieving quantitative
targets of disbursement rather than on the quality of the financial system, in terms of
the capacity of borrowers to service loans and ensuring the productive use of capital.
Not just directed lending but also a nonviable interest rate structure leads to the
situation of negative net worth of the banks and a required recapitalization of NCBs
in order to enable them to function.

It is apparent from the discussion in this paper that policy related to the
banking system is largely formulated in the Ministry of Finance and at political levels
of the Government rather than in the corridors of the Bangladesh Bank. In the past,
the senior management of the central bank has consisted almost entirely of
nominees/bureaucrats from the Government and it is only recently, with increasing
pressure from international financial institutions, that a semblance of professionalism
has been introduced by appointing professional bankers to these positions. Never-
theless, with terms of office constantly under threat as the complexion of government
changes, the extent of professionalism and independence in decision making is
extremely restricted. The independence of the central bank in Bangladesh is no more
than a distant dream.

4 Central Bank Support for Microfinance
Initiatives

4.1 Perceptions of the Bangladesh Bank about
Microfinance

As conveyed by its senior management, the Bangladesh Bank fully recognizes the
importance of microfinance in the overall economy of the country. Since the combined
disbursements of the microfinance sector were of the order of Tk40 billion ($816
million) in 1997/98 and those of agricultural credit by the entire formal financial
sector were just Tk16 billion ($326 million) during that year, the Bangladesh Bank can
hardly ignore it. Nevertheless, until now the central bank has seen its role as being
mainly the regulation, supervision, and orderly development of the formal financial
system in Bangladesh as well as the promotion of poverty-related lending, wherever
possible, by the specialized agricultural banks and NCBs.

Thus, the position of the Bangladesh Bank at the time of writing of this
paper was that it had its hands full with the tasks already undertaken by it. The
management of the Bangladesh Bank recognizes the limitations faced by it in
undertaking these tasks efficiently and effectively and, therefore, accepts that it may
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not be in a position to supervise the microfinance sector as well. As discussed
elsewhere in this paper, the Bangladesh Bank’s management also recognizes a political
constraint in undertaking microfinance regulation in the face of opposition to such
regulation from the internationally influential leaders of the large MFIs in the country.

4.2 Developmental and Promotional Activities for
Microfinance

The “developmental” role of the Bangladesh Bank in microfinance may be subdivided
into indirect and direct roles. The Bangladesh Bank has played a constructive, if
indirect, role in microfinance by ensuring price stability in the country. While the
average annual rate of inflation in Bangladesh over the past 25 years has been around
9.6 percent, over the past three to four years price increases have been even lower,
in the range 2–7 percent (Bangladesh Bank 1998). This has enabled microfinance
activities to be undertaken in the country in an atmosphere of economic stability,
facilitating financial planning by MFIs and protecting the value of the savings of the
millions of poor clients that MFIs serve. Further, in spite of some services of MFIs,
particularly deposit mobilization from nonmembers, being in obvious contravention
of the Bangladesh Bank Order and the Banking Companies Act, the Bangladesh Bank
has not attempted to hinder the activities of MFIs. This has been in recognition of the
significant role microfinance services now play in the lives of the large numbers of
poor people in Bangladesh.

The direct role of the Bangladesh Bank has been carried out mainly through
the refinancing of agricultural loans of the specialized agricultural banks — BKB and
RAKUB — and the Sonali Bank’s lending to the Thana Cooperative Credit Associations
under the BRDB program. Such refinancing is relatively limited, however, and
amounted to no more than Tk4.7 billion ($96 million) or 29 percent of agricultural
credit disbursed during 1997/98 (Bangladesh Bank 1998). As indicated earlier, this
refinancing is being reduced gradually and has now been discontinued for the Sonali
Bank. In 1993/94, the Bangladesh Bank also provided a line of credit of Tk6 billion
($122 million) to the Grameen Bank though less than half of this was drawn down.
Grameen quickly replaced this, in 1994, with government-guaranteed bonds, most of
which were purchased by NCBs since the bonds enabled them to meet the statutory
liquidity requirements of the central bank.

The two other significant official developmental interventions in microfinance
in Bangladesh are those of the Government in enabling the Grameen Bank and PKSF
to obtain resources from the local money market and foreign development finance
institutions. However, Grameen’s outstandings to the local money market (NCBs)
amounting to Tk5.6 billion ($115 million) at the end of 1997 were guaranteed by the
Government and not by the Bangladesh Bank. Indeed, contrary to popular perception,
the central bank is not a shareholder in Grameen Bank which is owned by the
Government to the extent of 4.88 percent and 1.22 percent each by the Sonali Bank
and the Bangladesh Krishi Bank.16 A number of the foreign borrowings of Grameen
are also through subsidiary loan agreements with the Government and not with the
Bangladesh Bank. Similarly, in the case of PKSF, resources have been provided either
directly by the Government or been obtained from foreign sources through subsidiary
loan agreements with the Government. 

The “promotional” role of the Bangladesh Bank in microfinance has, so far,
been limited to occasional circulars encouraging the commercial banks to lend to
MFIs in view of the significant role played by such institutions in poverty alleviation.
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The latest such circular (Bangladesh Bank 1999a) states that: 
For the socio-economic development of poor villagers, banking groups should not
only make different schemes for the distribution of loans directly but also establish
linkages with NGOs/self-help groups for the same. The banking groups can give
service charges to the NGOs/self-help groups for motivating, training and to look
after the distribution of loans. To establish such linkages, the banking groups need
not follow the limits fixed on the normal interest for agricultural/rural loans. 

The Bangladesh Bank also conducted a seminar in 1994 on the issue of
promoting linkages between commercial banks and MFIs. Unfortunately, the impact
of such measures appears to have been limited and, as noted previously, the volume
of commercial bank lending to MFIs has remained a negligible proportion of the total.

Under the World Bank-assisted Poverty Alleviation and Micro Finance Project,
the Bangladesh Bank has been provided resources to undertake two studies: one to
look at the appropriate regulatory framework and institutions for regulating and
monitoring deposit taking by MFIs, and the other to study regulatory reforms and
proactive measures to enhance linkages between MFIs and the formal financial sector.
These studies were undertaken as one exercise which was completed in January
1999.17

Overall, it is apparent that the Bangladesh Bank has not played a very
significant role in either the development or promotion of the very important
microfinance sector in the country. It was allocated no role in either of the Government’s
two major initiatives in microfinance promotion, the incorporation of the Grameen
Bank with its own statutes and the formation of PKSF as a major wholesale financier
of MFIs. 

5 Regulation and Supervision of Banks

5.1 Licensing and Minimum Capital Requirements
The Bank Companies Act, 1991 provides that an institution, other than Grameen
Bank, must have a banking license issued by the Bangladesh Bank in order to accept
deposits from the general public. Similarly, the Financial Institutions Act, 1993
empowers the Bangladesh Bank to license NBFIs to undertake the financing of
industry, trade and agriculture, or housing by way of loans and advances, leasing, or
provision of venture capital. NBFIs may accept deposits from the general public
provided they cannot be withdrawn by check or draft. No cash transactions are
allowed either and all transactions must be carried out through a bank. Amongst
MFIs, the Grameen Bank operates under a separate law as a financial institution
authorized to mobilize deposits from the public, but other MFIs are not allowed to
mobilize deposits from nonmembers. 

The Bank Companies Act specifies that a company must have a minimum
paid-up capital of Tk200 million ($4.1 million) or sponsors’ minimum equity of 
6 percent of deposit liability (whichever is higher) as well as satisfying other criteria
in order to obtain a banking license (Development Planners and Consultants 1999).
Even so, licensing is not easy and it has taken several years for BRAC to obtain a
banking license for its proposed bank. The Bangladesh Bank has, traditionally, been
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conservative in issuing banking licenses at least partly because of regulatory concerns.
However, this policy has been liberalized recently and it is reported that, in addition
to the 39 scheduled banks indicated in Section 1, some 10 new private banks have
been licensed during the first half of 1999. The Grameen Bank, by contrast, was
established with a paid-up capital of Tk100 million but now has an authorized capital
of Tk500 million and paid-up capital of around Tk250 million ($5.1 million). 

The licensing requirements of NBFIs include a minimum capital of 
Tk50 million ($1 million) or 6 percent of total liabilities as equity (whichever is
higher). Other conditions include sound financial condition of an existing/related
public limited company, efficient and qualified management, and a clear indication of
operations being in the public interest. Here, again, there has been a spate of new
approvals in recent months and concern has started to emerge about the (excessive)
rate of growth of the number of companies in the financial sector.

As already noted, unlike in many other countries, there is no provision in
Bangladeshi law for the establishment of small banks to undertake limited regional
operations (such as rural banks) or any other form of limited banking activities (thrift
banks). Given the high capital requirements and stringency (until now) in issuing
commercial banking licenses, it has been very difficult for MFIs or others to establish
small banks for localized operations. Yet, as is apparent from the experience of other
countries such as the Philippines and Indonesia, small banks are more likely to
become involved in microfinance than large ones (McGuire et al. 1998).

5.2 Interest Rate Regulation
Until recently banks in Bangladesh were required to limit their lending rates within
certain specified bands for lending to agriculture, exports, and small and cottage
industries, and most such loans were refinanced by the Bangladesh Bank at a
subsidized rate. As noted earlier, however, these limitations have now been abolished
and banks are now free to lend as well as to mobilize deposits at market-determined
rates. On account of the many restrictions in place until early 1999, however, effective
competition has been virtually unknown in the banking sector in Bangladesh. For this
reason, it is widely expected that interest rates will continue to cluster around the
(abolished) specified bands in the immediate future, and it will take some really
adventurous financial entrepreneurship to break this mold. Nevertheless, it does
mean that an MFI-associated bank such as the newly licensed BRAC Bank can
undertake direct microfinance activity if it so desires without inviting the wrath of the
regulatory authorities.

5.3 Prudential Regulation and Supervision
Commercial banks in Bangladesh are subject to a capital adequacy ratio of 8 percent
of risk-weighted assets and a liquidity ratio of 20 percent (including a cash reserve of
5 percent). These requirements appear to be in line with international norms. While
there are no regulations in respect of loan documentation or collateral security, there
are fairly stringent requirements on reporting to the central bank. These include
weekly, monthly, half-yearly, and annual statements as well as returns covering asset
quality, investments, nonperforming accounts, deposits, advances, and branch
expansion. NBFIs face similar regulatory and reporting requirements except that the
statutory liquidity ratio is 10 percent (including a cash reserve of just 2.5 percent).

Loan classification and provisioning requirements for financial institutions in
Bangladesh have graduated from the very liberal to stringent norms which now fully
conform to the Basle Accord recommendations in the case of the general banking
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business. However, for agricultural and microfinance loans norms are still quite
liberal. Thus, all such loans must be provided for at the level of 5 percent of
outstandings, while loans are classified as bad (100 percent provisioning) only when
three years overdue.

In performing the regulatory function, the Bangladesh Bank employs a
number of interrelated techniques apart from bank and branch licensing. Off-site
supervision is undertaken through a CAMEL rating undertaken via tabulation and
computation of information from the regular statutory returns. On-site supervision is
carried out through inspections by the related departments as indicated earlier. Thus,
during 1997/98, comprehensive inspection of 1,140 branches of the 39 scheduled
banks was undertaken. This included special inspection of 366 branches. The
Agricultural Credit Inspection Department also carried out some 700 inspections of
the specialized agricultural banks and local credit associations. Unfortunately, it is
widely acknowledged in Bangladesh that the quality of this supervision is poor and,
partly on account of rampant corruption in the system, confidence in its efficacy is
extremely low.

6 Regulation and Supervision of 
Nonbank MFIs

As previously discussed, there are no specific regulatory provisions in Bangladesh
relating to MFIs that go beyond the simple administrative and accounting requirements
of the laws related to charitable societies, trusts, cooperatives, and nonprofit companies.
Currently, there are no provisions in which the Bangladesh Bank plays a role. As
noted, the Bangladesh Bank does not even play a role in regulating or supervising
significant financial institutions such as the Grameen Bank and PKSF which were
specifically established for the purpose of promoting microfinance. Reporting of
some financial data by the Grameen Bank to the central bank is mainly for the purpose
of centralized data compilation on the performance of the banking sector. 

7 Conclusions and Recommendations

7.1 Conclusions
It is apparent from the discussion that the Bangladesh Bank has only been able to
play a relatively small and mostly indirect role in the development of the microfinance
sector in the country. Thus, it has been able, in conjunction with government policy,
to ensure the macroeconomic and price stability that is essential to the smooth conduct
of financial services. It has also avoided interfering in the activities of microfinance
institutions (MFIs) even though some of these have been in technical contravention
particularly of the laws related to the mobilization of public deposits. The direct
interventions of the Bangladesh Bank have been limited to the refinancing of the loan
portfolios of the specialized agricultural banks and the Sonali Bank’s lending under a
BRDB program. A line of credit to the Grameen Bank in 1993/94 was not fully utilized
and was soon replaced by government-guaranteed bonds. The Bangladesh Bank has
not had the opportunity of direct supervision of the Grameen Bank. The presidential
ordinance of 1983 made only minimal provisions for the prudential regulation of the
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Grameen Bank, limiting external supervision to strict auditing provisions and the
submission of accounts direct to the Government for scrutiny. 

Bangladesh has set a fine example in the field of microfinance for most of
the rest of the developing world to follow. With a carefully thought out policy for
promoting systematic and responsible growth of the microfinance sector, it could yet
demonstrate to the world the sustainability and efficacy of its alternative paradigm for
poverty alleviation.

7.2 Recommendations
(1) Bangladesh bank should support the establishment by government of a

legal framework to facilitate resource mobilization for microfinance.

Though it is generally accepted in Bangladesh that savings mobilization from
members is a legitimate activity undertaken by MFIs and that deposit mobilization
from nonmembers may not be, the success of efforts at deposit mobilization by
organizations such as the Association for Social Advancement (ASA) and BURO,
Tangail is increasingly blurring the distinction. At the same time, commercial
banks in Bangladesh repeatedly point to the lack of an appropriate legal framework
for microfinance as an important reason for the limited progress in linking banks
with MFIs conducted by NGOs. As reported in Section 2, the lack of owners’
equity and a clear ownership structure are major impediments to the formal
financial institutions entering into loan agreements with such MFIs. 

In this situation, it is apparent that there is a need for enacting a separate law for
microfinance in Bangladesh. The purpose of this law would be to create a clear
organizational structure and regulatory framework specifically for microfinance
operations. Important features of such an “MFI Act” would be: 

(i) All organizations providing microfinance services to more than 10,000
members18 should obtain registration as companies with specific provisions
for equity shareholding but limitations on the extent of ownership by
individuals or private companies. Such companies could be registered as
not-for-profit if the nature of the entity makes this appropriate.

(ii) Clear permission should be granted to these companies to mobilize deposits
from nonmembers (or associate members) provided the company is estab-
lished specifically for the purpose of microfinance and does not advance
loans greater than Tk50,000 for any purpose. 

(iii) Specific income tax exemption should be granted to such companies regis-
tered as not-for-profit, enabling them to incorporate any surpluses generated
into their revolving loan funds.

(iv) In return for acceptance of a regulatory framework under the new law, MFIs
should have freedom from all the requirements of existing legislation for
permissions and reporting to various ministries and the NGO Affairs Bureau.

It is expected in Bangladesh that the regulatory framework created under the
provisions of such an Act would increase transparency and accountability of MFI
operations. It is commonly acknowledged that such transparency and accountability
are necessary both for obtaining recognition as financial partners of the formal
financial sector (as already noted) and for ensuring the security of the savings of
clients/members.19 This is seen as an important measure for increasing the
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availability of funds to MFIs both from the general public and as on-lending funds
from the commercial banks.

(2) Bangladesh Bank should participate in establishing prudential regulation
and supervision for larger MFIs. This should be done through the creation,
under the MFI legislation just discussed, of a new and separate regulatory
entity. This entity, while independent, could be a subsidiary of the central
bank. It would be absorbed in due course into the mainstream operations
of the central bank, once the latter’s understanding of, and capacities for
supervising, microfinance have been upgraded to appropriate levels. PKSF
should also come under the new regulatory umbrella established for MFIs.

In the absence of an MFI Act, with large numbers of, often very small, organizations
becoming increasingly involved in microfinance, it is clear that it would be
impractical, and possibly even counter-productive, to attempt to regulate and
supervise all of them. Whether or not there is an MFI Act, therefore, prudential
regulation and supervision should be applied only to those with more than 5,000
members (around 100 of the largest MFIs in Bangladesh). 

Unfortunately, there is no immediately obvious institution to undertake this role.
Given the Bangladesh Bank’s difficulties in the supervision of the formal financial
sector, it is apparent that 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 also the requisite understanding and professional
expertise in microfinance necessary for this purpose. For this reason, it could not
be the only actor in such an exercise even though, as the supervisory/regulatory
authority for the financial sector, it should certainly be an integral part of any
initiative to develop prudential standards and introduce regulation for microfinance
in Bangladesh. 

Other organizations discussed by the study team commissioned to consider a
regulatory framework for microfinance in Bangladesh (Development Planners
and Consultants 1999) as possibilities for undertaking the regulatory role were
Palli Karma Sahayak Foundation (PKSF) and the networking organization, the
Credit and Development Forum (CDF). There are important reasons why neither
of these organizations could perform the regulatory role in microfinance in
Bangladesh:

(i) PKSF has established an excellent reputation as a wholesale lender. While it
monitors and provides its over 150 borrowers with both implementation
guidelines and capacity-building support, it would face major conflict of
interest issues if it were to be required to perform the role of regulator as
well.

(ii) CDF’s main roles are those of advocacy and capacity building of MFIs. It was
formed by a coalition of MFIs for this purpose. It is generally thought that it
could not play an enforcement or statutory supervision role without
compromising its other activities. It is also a relatively small organization
with limited capacities. 

The consensus on this issue in the microfinance sector in Bangladesh is that there
is a need for the establishment of a separate superintendency for MFIs on the
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PKSF management model. Thus, it is argued that the best option would be the
creation of an independent entity under the MFI Act which could both register
MFIs with operations above the threshold of 5,000 members and regulate them.
As in the case of PKSF, an independent governing body drawn from the Bangladesh
Bank, NGO/MFI sector, the commercial banks, and academia, would provide the
management guidelines to the office of the independent regulator. Operational
management would be undertaken by professionals from both the microfinance
and formal financial sectors, and staff would be recruited on the open market,
with or without experience of microfinance, and trained appropriately.

Though the idea of an independent regulator is certainly appealing in the context
of the limitations of the central bank it would, effectively, sideline the Bangladesh
Bank and perhaps even reinforce its image as a marginal player in microfinance.
For this reason, it may be more appropriate to establish the independent
microfinance regulator as a subsidiary organization of the Bangladesh Bank with
its own board, independent premises, and separately recruited and trained
professional staff. As a subsidiary organization, the microfinance regulator would
be the responsibility of its management but its independence could be ensured
by including on the board researchers and other eminent persons acceptable to
MFIs as well as to the Bangladesh Bank. The separation of premises as well as of
staff recruitment and training would, in this situation, enable the microfinance
regulator to earn and establish its own track record uninfluenced by the existing
perceptions of the central bank. 

Bangladesh Bank’s own understanding of, and capacities for supervision of, MFIs
could in the meantime be upgraded by an appropriate program of technical
assistance in microfinance. In the longer term, once technical assistance for this
and for improving the broader regulatory operations of the Bangladesh Bank has
taken effect, the independent office whose creation is recommended in the
previous paragraph could be absorbed into the central bank’s mainstream
operations as a regular microfinance supervision division. The central bank could
in the meantime commence or support an appropriate program of research on
microfinance, both to improve its understanding of the issues and to contribute
to the identification and dissemination of best practice in the field.

PKSF is not presently supervised by the central bank, and there is no suggestion
to do so. However, in the long term, as a microfinance wholesaler, it should form
an integral part of the microfinance sector. In this context, any regulatory system
applied to MFIs as a whole should also be applied to PKSF which would then
come under the superintendency of the microfinance regulator. 

There is, however, a major impediment to the introduction of regulation for MFIs
in Bangladesh. The largest and most influential microfinance organizations in the
country, organizations which can and do act as role models for the other MFIs,
are for the most part strongly opposed to any kind of regulation. This opposition
is rationalized as resistance to bureaucracy and control, a legitimate fear in the
Bangladeshi context where, as already mentioned, banking regulation is widely
acknowledged to have been poorly applied. Unfortunately, this is an argument
that is made by those who are well endowed with resources — and, therefore,
do not need a legal framework to ensure their legitimacy — and who are
sometimes, regrettably, less than transparent. Medium-sized organizations that
would be equally subject to such bureaucracy but would have a lot to gain from
the legitimacy conferred by regulation, display greater interest in it. The opposition
of the largest MFIs helps preserve the present situation and could hinder the
growth and professionalization of the sector as a whole.
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(3) Bangladesh Bank should work with other stakeholders toward defining
commonly accepted performance and reporting standards, drawing on
international experience.

Though there are no commonly accepted performance and reporting standards
in Bangladesh at present, it is widely agreed that there is a need for such standards.
As part of its obligations under the World Bank-funded project for poverty
alleviation, PKSF is supposed to develop appropriate standards for its own
borrowers. There is, currently, a move for PKSF to develop these standards in
collaboration with CDF. This is entirely appropriate and would be particularly
effective if it were to take into consideration the standards employed in some of
the more advanced regulatory systems for microfinance in Latin America and
elsewhere.

Any regulatory initiative of the Bangladesh Bank could then use these standards
as a starting point to be strengthened by a process of consultation with nationalized
commercial banks (NCBs) as well as the microfinance sector so that the interests
and needs of all microfinance models and their variations are taken into account.
This would help to establish commonly accepted standards for Bangladesh as a
whole and could form the basis for the application of prudential regulation in the
country (recommended previously). 

(4) Bangladesh Bank should encourage commercial bank linkages with MFIs
and nurture diversity in the microfinance sector. As a corollary, it should
avoid positioning PKSF as the exclusive intermediary for donor resources.

The excellent reputation of PKSF has demonstrated the potential for fully
professionalizing the provision of both wholesale finance and retail microfinance
services in Bangladesh. It certainly shows that a suitably strong and independent-
minded governing board and a firm commitment to autonomy are key factors in
ensuring operational efficiency in Bangladesh. However, it would be a mistake to
kill the organization with kindness. The suggestion that donors should consider
channeling all their resources through PKSF should, therefore, be viewed cautiously
rather than with enthusiasm. Not only should PKSF be allowed to develop its
capacities steadily, rather than suddenly. It also needs to avoid the well-known
dangers of monopoly. Some diversity in funding sources is welcomed also by
MFIs.

The commercial banks having done little, so far, to establish linkages with MFIs
could be encouraged more strongly (but not coerced) by the Bangladesh Bank
and other concerned, including donor, organizations to lend to MFIs. The enactment
of a law directly for MFIs would confer legal legitimacy on microfinance as an
activity and would, thereby, encourage this process. The availability of capacity
assessment (credit rating) services, since late 1998, should also facilitate decision
making by commercial banks in the context of applications from MFIs for wholesale
funding.
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With a population of 1.24 billion, the People’s Republic of China offers an enormous market
for microfinance. While there are a number of small microfinance projects attempting to apply
international lessons, they have minimal outreach in relation to the potential market demand. Far
greater outreach is achieved by government microcredit services implemented as part of poverty
eradication efforts. These services are heavily subsidized and unsustainable, and are viewed by both
government and central bank as a social, rather than a financial sector, program. 

The People’s Bank of China (PBC, the central bank) sees microfinance as a low priority, given
pressing issues of financial sector development and reform. Interest rate controls are a major
impediment to sustainable microfinance. However, while complete deregulation of interest rates
depends on the resolution of broader issues, PBC could allow progressively greater flexibility in the
case of microfinance loans. It could also undertake further "promotional" activities to support
microfinance, such as authorizing more pilot projects, research, training, and working with other
stakeholders to develop performance and reporting standards, as well as improving the operational
effectiveness of rural credit cooperatives. 

Summary
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1 Introduction and Background

1.1 Key Demographic and Economic Data
The People’s Republic of China (PRC) had a population of 1.227 billion people in
1997 of whom 391 million (or 32 percent) lived in urban areas. The population had
grown at an average annual rate of 1.3 percent over the period 1980 to 1997. Over
that same period, gross domestic product (GDP) in real terms had grown at 
10.2 percent (1980–1990) and 11.6 percent (1990–1997) (World Bank 1999). Gross
national product (GNP) per capita grew at 7.7 percent over the period 1975 to 1995,
indicating rapid improvements in standard of living. By 1997, GNP per capita was
$860 while GDP per capita in purchasing power parity terms was $3,130. PRC ranked
at 98th among 174 countries for which the United Nations Development Programme’s
(UNDP) Human Development Index (HDI) was calculated in 1997. It was placed in
the medium human development category with an HDI score of 0.701 (UNDP 1999).

The World Bank (1999) cites survey evidence recording the incidence of
poverty in PRC at 6 percent in 1996 (7.9 percent in rural areas, less than 2 percent in
urban) while giving a Gini index score1 of 41.5. This indicates a relatively uneven
distribution of income (by comparison with, for example, India at 29.7 or Bangladesh
at 28.3). In terms of distribution of income, PRC is comparable with the Philippines,
with a Gini index score of 42.9. Over the period 1990 to 1997, some 69 percent of the
male and 76 percent of the female workforce remained in agriculture, while value
added in agriculture in 1997 was only 19 percent. 

1.2 Poverty in the People’s Republic of China
In the past two decades, as the data cited suggest, PRC has undergone a massive
economic transformation and corresponding changes in social conditions. Government
estimates cited by Kiminami (1999) show the numbers of the poor shrinking rapidly
from some 250 million to around 125 million between 1978 and 1985, due principally
to the introduction of household responsibility in agriculture, which increased the
monetary incentives for private initiative. The number reported had dropped further,
to 80 million, by 1992.

From the 1980s, PRC had looked to reduce poverty primarily through
economic reform, with sustained and rapid macroeconomic growth. The Government
had become aware of a policy inconsistency, between reducing government inter-
vention to encourage markets and employing mass interventions for poverty reduction.
Hence, policies for poverty eradication had evolved during the 1980s from a “rescue
and alleviation” model to a “developmental” one (China Institute for Reform and
Development 1998).

Despite this, in 1993 PRC thought it necessary to launch another mass
intervention, the National 8–7 Plan for Alleviation of Poverty (1994–2000). This “8–7

Over two decades
China has undergone
massive economic
and social change,
with substantial
reductions in
poverty

GNP per head grew
at an annual rate
of 7.7 percent over
twenty years, to
1995

1 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.
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Plan” was framed with particular reference to 592 counties identified as poverty
stricken, where poverty was to be eliminated by 2000. In its mechanics, the plan is
described by the China Institute for Reform and Development as a “strict top-down
responsibility system, which compulsorily includes poverty reduction as a concrete
and long-term act by governments at various levels … established on the basis of
administrative hierarchy.” This mechanism mobilizes rapidly to implement new
policies on a wide front, but the China Institute also noted some “obvious defects,”
including “insufficient participation and organisation of the poor population” (China
Institute for Reform and Development 1998, 16). 

It appears the goal of eliminating poverty altogether was proving elusive
even as absolute numbers of the poor declined during the early 1990s. Poverty had
become increasingly regionalized, concentrated in remote, mountainous, or otherwise
ill-favored areas. Western provinces away from the coast, benefiting least from
economic reform and an increasingly open economy, were a particular locus of
poverty. As an observer noted:  

It is becoming increasingly difficult to address poverty. It is against this background
that the Chinese government announced the 8–7 poverty alleviation plan. The Chinese
government is determined to mobilise all resources ... to resolve the issue of feeding
and clothing 80 million poor people in seven years … There is rarely such a
government action plan with such a definite time framework and such a clear poverty
alleviation objective (Guo 1997, 8). 

The China Institute for Reform and Development was pessimistic in 1998
about eliminating rural poverty by the end of the target year 2000, even referring to
“re-pauperization” due to structural change in some areas. Urban areas also presented
new difficulties. In 1993 the urban poor were estimated at 12 million, with an incidence
of only 3.6 percent. However, more recent reforms in the state-owned enterprises
(SOEs) had led to further millions of workers being laid off, so that the total of urban
poor and retrenched workers was then probably more than 20 million people, with
an increasing incidence of absolute poverty (China Institute for Reform and Develop-
ment 1998). The 8–7 Plan has been directed to the rural poor and to the 592 designated
poor counties. It does not have an urban focus.

2 Development of Microfinance
Almost all discussions of this subject in PRC itself refer to “microcredit” rather than
“microfinance.” Two reasons may be suggested for this. First, the emphasis on credit
to the exclusion of savings reveals the top-down thrust of Chinese poverty alleviation
programs, in which resources are funneled into the regions. Second, it suggests that
lack of access to savings facilities is not seen as a problem, since PRC’s aggregate
savings rate is extremely high by international standards. 

In this report, the term “microcredit” (as distinct from “microfinance”) will be
used to describe government lending programs which have adopted some of the
organizational principles of microfinance, mostly taken from the Grameen model,
without absorbing its financial principles. Microfinance is defined by the Asian
Development Bank (ADB) 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” (ADB 2000, 1). Any discussion
of microfinance in PRC needs to distinguish clearly between two quite separate
categories. The first consists of small (mostly foreign assisted) attempts to apply
international lessons in microfinance to Chinese conditions. The second concerns the
more recent mass delivery of subsidized microcredit to poor households by government,
with the aim of abolishing poverty by the end of 2000, under the 8–7 Plan.

As absolute poverty
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a mass problem,
poverty policy has
become more
targeted
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Industrial
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2.1 External Support for Microfinance
According to Holcombe and Xu (1997), the International Fund for Agricultural
Development (IFAD) and the United Nations Development Fund for Women had
supported projects in PRC with credit or revolving fund components from the early
1980s. One of the earliest projects with some characteristics of microfinance was
supported by the United Nations Children’s Fund (UNICEF) and conducted by the 
All China Women’s Federation (ACWF) in Shaanxi Province from 1989. This is
particularly interesting because the credit scheme was “an indigenous response to
poverty” designed by ACWF. The Women’s Federation realized that training women
in income-generating skills was pointless if the women lacked capital to put their new
skills into practice. Another feature of the Shaanxi scheme was its trialing of six
distinct credit models, employing the typical Chinese method of experimentation
prior to scaling up.

Microfinance, as it is understood internationally, can be dated in PRC from
the commencement of the 8–7 Plan, albeit with “Chinese characteristics” (Guo 1997).
In 1994, the China Academy of the Social Sciences (CASS) commenced a pilot
microfinance project in Yixian County, Hebei Province, with international support.
This was based consciously on a foreign model (the Grameen Bank) and attempted
to apply best practice principles. The scheme was an experiment conducted by CASS
without benefit of financial institution status but tolerated by the central bank (People’s
Bank of China, or PBC) as a research exercise. Its activities have expanded, but the
issues of its status and right to engage in financial sector activities remain problematic.
As a result, CASS has felt increasing uncertainty in regard to both continuity of foreign
support and vulnerability to arbitrary official intervention.

By the end of 1998, the project was operating in three counties in the
provinces of Hebei and Henan. Total disbursements amounted to some $1.76 million
to 8,900 borrowers in 1,760 groups. Repayment rates were reported at between 
98 percent and 100 percent, and the annual interest rate on loans was 6 percent,
nominal. CASS claimed to have achieved operating self-sufficiency (with the longest
operating program, in Yixian County, said to be running at 173.6 percent operating
self-sufficiency and 85.5 percent financial self-sufficiency at the end of 1998). In
Yucheng and Nanzhao counties, CASS claimed financial self-sufficiency ratios of
101.6 percent and 97 percent, respectively (China Academy of the Social Sciences
1999).

At a fourth site (Danfeng County, Shaanxi Province), CASS was implementing
a more recently established project that appears to have become subsumed into the
poverty alleviation program of the 8–7 Plan when subsidized loan funds at 3 percent
per annum became available. CASS is providing technical assistance to this project.
This was substantially larger, both in funding and outreach, having more than 25,000
borrowers in some 5,000 groups, with $2.8 million disbursed in two years to the end
of 1998 under CASS management. CASS claimed a 96 percent repayment rate with 
81 percent operating self-sufficiency (China Academy of the Social Sciences 1999).

CASS itself feels the need of a comprehensive independent audit of all its
projects. One issue in such an audit might be the extent to which Beijing “headquarters”
costs are adequately recognized in sustainability calculations, as well as services and
resources provided in the field by the Agricultural Bank of China (ABC) and local
governments. Gibbons, an experienced observer, has estimated that CASS would
need to charge at least 12.5 percent per annum, nominal, to achieve long-term
sustainability (Gibbons 1999).

Another observer, Park, comments that “during the past five years, the
microfinance movement has taken China by storm.” Since 1994:

… a host of international and domestic organisations (often in partnership) have
introduced a variety of models … A number of provincial governments, frustrated by
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the disappointing performance of China’s subsidised poverty loan program, have
also turned to microfinance design features and the national Office of the Leading
Group for Economic Development in Poor Areas has given the movement its blessing
(Park 1999, 9). 

Park lists 17 internationally funded projects, supported by bilateral and
multilateral donors and international nongovernment organizations (NGOs), and
explains the rapid take-up in these terms:

Because most nongovernment programmes are externally financed, limited in scale,
and targeted to the poor, local governments have generally supported new initia-
tives, even allowing programmes to charge effective interest rates above official
rates (p. 9).

UNDP had 13 microfinance projects in August 1999, implemented with the
China International Centre for Economic and Technical Exchange (CICETE), in which
nominal annual rates of interest (negotiated with CICETE and local authorities) ranged
between 6 and 10 percent. This appears to be the range within which almost all
externally supported projects fit. Few microfinance programs anywhere could expect
to achieve sustainability charging such rates. Counting the projects of other international
agencies (IFAD, UNICEF, World Food Program, International Labour Organization,
United Nations Fund for Population Activities, World Bank), microfinance programs
are supported in 150 counties of 22 provinces (Wang 1999), not counting those of
bilateral agencies and international NGOs.

UNDP works with CICETE to select project sites and depends on local
governments and semi-government organizations (such as ACWF) to implement the
projects (Wang 1999). By contrast, an IFAD program is implemented via the Ministry
of Finance and employs rural credit cooperatives (RCCs) to handle the loans. RCCs
have PBC permission to price loans at the top of a “band,” at up to 50 percent above
the official lending rate. A project operated by Développement International Desjardins
(DID), a Canadian NGO, is interesting in that it provides only technical assistance,
designed to blend Grameen methods with RCCs’ operations. 

At the time of writing, RCCs can charge around 10 percent per annum, flat,
under the “band” arrangement. DID claims that with “fees” this is enough to cover
costs and provide a small return to the collaborating institutions. However, official
easing of monetary policy in recent years, aimed at stimulating the macroeconomy,
has put downward pressure on the lending rates that microfinance institutions are
able to negotiate with local authorities. Thus, in mid-1995 the official lending rate on
12-month working capital loans was over 12 percent per annum whereas at the end
of 1998 it had fallen to 6.39 percent per annum (People’s Bank of China 1999).

There is an Australian Agency for International Development (AusAID)
project that also involves a formal financial institution. This project is implemented by
the Agricultural Development Bank of China and has a range of lending rates up to
12 percent per annum, nominal. Overall, however, the opportunity to trial cost-
recovery interest rates is limited. The central bank appears content to allow such
externally supported experiments to continue, but is less willing to countenance any
more widespread flexibility in interest rate setting, or any substantial scaling up of
successful experiments. The central bank would be concerned with the implications
of such flexibility for the broader financial system (discussed in Section 3). Meanwhile,
the recent rapid expansion of official subsidized microcredit (discussed in Section
2.2) increasingly limits the potential for large-scale replication of experimental programs
that are viable.

There is a range of microfinance models in operation. Park noted 17 projects.
Morduch et al. (1997) described 15 projects operating in 1997, of which five were
adaptations of the Grameen model and provided group loans, while three others
provided individual loans and another four provided revolving funds for groups and
individuals. One program provided a loan guarantee for bank loans (Meyer and
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Nagarajan 1999). Data for total outreach of microfinance programs are hard to find.
In 1997, total outreach for donor-funded programs was suggested to be at around
10,000 (Morduch et al. 1997), but the number has been growing rapidly since then.
There is a single urban microfinance initiative, in Tianjin, where UNDP has funded a
project for women workers laid off by SOEs.

A common difficulty of all such programs is one of identity and entitlement,
as noted previously in the case of CASS. They may have identities bestowed by virtue
of a memorandum of understanding between CICETE and a donor agency, or by
registration with the Ministry of Civil Affairs, but these do not bestow any financial
institution status. As a result, under the present regulatory framework they do not
have a strict legal entitlement to make loans, still less to accept savings.

2.2 Government Lending for Poverty Alleviation
Government lending schemes for poverty relief date from 1986 when a targeted and
subsidized scheme was introduced. Most of this highly subsidized lending was
channeled to collectives and to township and village enterprises (TVEs) rather than to
individual households. Lending to households was not, in practice, targeted to the
poor, nor did it generally reach them. Thus:

PRC’s subsidised loan program, like similar programs in other developing countries,
has been heavily criticised for failing to reach the poor and achieving low rates of
repayment. Subsidised rates of 2.88 per cent (compared to official interest rates of
8–10 per cent) have made the loans an attractive target for rich households, enterprises,
and local leaders eager to support revenue-generating industrial projects. The loans
are considered to have a welfare dimension that encourages delinquency. Average
timely repayment rates have been only about 50 per cent (Park 1999, 12).

In 1996, with the year 2000 deadline approaching, authorities changed course
by commencing to channel subsidized credit to individual households in the 592 poor
counties. This was a substantial shift in social policy. While still conducted within the
8–7 Plan, this new strategy contrasted with the predominant mode of poverty lending,
which was directed to collectives and TVEs, and is described as follows: 

After initial scepticism toward new microfinance, the Chinese Government did a
complete turnaround and since has become an active proponent. Much of the
initiative has come from local governments, [and] … most programs use funds
previously allocated to the subsidised loan program (Park 1999, 12).

From the Grameen model of microfinance, officials drew the notions of
group organization, group guarantee, and repayment by installments, none of which
is present in older-style poverty lending. From its start in 1996, the official microcredit
program in Shaanxi reached 60,000 households within the year. In 1997, with the
numbers of rural poor still as high as 50 million (or 6.12 percent of the rural population),
the central government allocated Y8.5 billion ($1.025 billion) to subsidized credit
programs (up from Y5.5 billion in 1996). This amounted to more than half of all
poverty alleviation expenditures, and a small but growing proportion of these funds
began to flow towards microcredit. 

By August 1998, official microcredit schemes were operating in more than
600 counties in 22 provinces, with the largest programs (in Shaanxi and Yunnan)
reaching over 500,000 households. Typical loan size was Y1,000 ($120) with a
maximum of Y2,000, and the annual interest rate was set at the poverty program level
of 2.88 percent, nominal. In 1999, with between 30 and 40 million people still classified
as poor, the central government’s budget for the 8–7 Plan called for expenditures of
Y24.8 billion ($3 billion), of which Y15.3 billion ($1.84 billion, or 62 percent) was for
loan funds (UNDP 1999). Not all such lending could be classified as microcredit, but
it appeared that as much as Y6 billion ($700 million) would be outlaid on microcredit
in 1999. 
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ABC is given responsibility for payments under the program. Funds are
mobilized through ABC from the central government, and provincial government
budgets are tapped for other costs. Reflecting the fact that activities under the 8–7
Plan are primarily of a social, rather than economic, policy nature, ABC works with
the Leading Group Office on Poverty Alleviation and Development (LGOP) in each
province. LGOP is responsible for planning and coordination and sets up the delivery
mechanism, down to the “joint liability groups” of borrowers at village level. Initial
attempts to employ local poverty alleviation associations under the guidance of LGOP
as direct financial intermediaries between ABC and final borrowers were not acceptable
to PBC. PBC requires the role of such groups to be restricted to social intermediation,
including selection of borrowers and collection of repayments, for which they are
reimbursed by ABC. This obliges ABC to contract directly with borrowers.

Funds are currently made available to final borrowers at the subsidized rate
of 3 percent per annum (originally 2.88 percent). ABC bears the repayment risk, and
there is normally no margin for its risk or administration costs. As a result, ABC incurs
a significant additional subsidy cost. Despite the involvement of a major state financial
institution and the volume of resources involved, the regional branches of PBC do not
normally supervise these microcredit programs, regarding them as non-commercial in
nature. This is an indication of the extent to which official microcredit is seen by PBC
as a social rather than a financial program. It is also an expensive deviation from the
path of commercialization laid down for ABC under current financial sector reforms
(discussed in more detail later) since it is required to bear part of the cost burden of
state social policy.

Some idea of the scale of recent official support for microcredit is provided
by ABC (Wei Jiang Bin, personal communication). Between May 1998, when ABC
took over the poverty lending program from the Agricultural Development Bank of
China, and August 1999, total microcredit lending amounted to around Y2 billion
($240 million) and benefited some 1.5 million families. ABC claims that some 3 million
people were elevated from poverty as a result of this intervention. No estimate of the
subsidy cost incurred by ABC is available; however, in view of growing pressures to
operate commercially, this must be sufficiently large to give ABC an interest in finding
more cost-effective modes of delivery. Park provides a sobering view of this growing
government microcredit effort:

The rapid expansion of government microfinance has no precedent internationally,
and probably should be cause for as much concern as excitement. Local officials may
have interests that compromise their ability to implement lending programmes. In
general officials have focussed narrowly on the ability of microfinance to increase
repayment rates without grasping basic principles (Park 1999, 12).

Park reports findings of a small survey of a model government program.
Loans were going to the rich and (in a program supposedly based on Grameen
principles) small groups were non-existent. On-time weekly repayment rates were
only 70 percent, compared with 95 percent in the CASS projects. Park predicts that
“without correction, such programmes are likely to perform little better than those
that they replaced.” He is critical of the failure to trial a wider range of microfinance
models, claiming that “allegiance to the [Grameen] model has probably constrained
the innovative potential of the microfinance movement in China.” 

Some experiments have been conducted by government or semi-government
agencies, outside the framework of the official poverty alleviation program. For
example, the State Council Leading Group Office for Poverty Alleviation and
Development has overseen pilot projects conducted with World Bank support in
Sichuan and Shaanxi provinces since 1996 (Human Resources Development Center
for West of China 1998–99). This is a modified Grameen replication. PBC has been
experimenting with RCC delivery of microcredit in Hebei Province, using the flexibility
allowed for RCC lending rates and trialing group organization methods.
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RCCs are widespread rural financial institutions, numbering more than 40,000
currently. They have a substantial deposit base, and while in principle owned by the
member households, these cooperatives actually had little autonomy in their manage-
ment and lending operations so long as they were controlled by ABC. In 1997 the
central bank assumed responsibility for their operations. RCCs had typically lent
substantially more to collectives and to TVEs than to individuals or households, and
were not noted for micro-lending. However, PBC appears to regard RCCs as a key
instrument for rural financial reform and the diversification of the rural economy, with
a potential also for microfinance (RCCs are discussed in Section 3.3).

Park endorses attempts to channel microfinance services through existing
formal financial institutions such as ABC (as done by AusAID) and RCCs (by IFAD,
the Canadian International Development Agency, and PBC) and believes PRC should:

… create a rural financial sector with a diversity of institutions that face competition
and specialise in meeting the needs of groups with different demand characteristics
(ranging from banks to cooperatives to microfinance institutions) (Park 1999, 13). 

Such a strategy would require leadership from the center and far greater
flexibility on the part of local officials responsible for implementation on the ground,
as well as a broader range of experimental programs. There is some pessimism (for
example, Gibbons 1999) that once the 2000 deadline has passed, official support for
microcredit will “fade away.” While this is probably unlikely, it would certainly be
unfortunate if official experimentation were to diminish, or if less tolerance were
shown for experiments by external agencies. Models of microfinance developed
through experiment will depend, for their ultimate sustainability, on a number of
contingencies. These include some or all of the following: interest rate liberalization,
government take-up of microfinance programs and their methods, the emergence of
civil society organizations to operate microfinance institutions (MFIs) independently
(and their acceptance by the State), and the creation of new forms of small financial
institution. Such developments will require significant change and long-term
commitment.

2.3 Demand for Microfinance 
The demand for a service (in this case, microfinance) can be measured only in relation
to a price, or schedule of prices (in this case, rates of interest). The issue of interest
rates in PRC is a complex one and is discussed later in relation to the broader financial
system. Interest rates from state institutions are rigidly controlled and often subsidized;
this applies particularly to official microcredit in PRC. Only limited experiments with
cost-recovery microfinance loan pricing have been possible to date, and these (as
described earlier) are largely restricted to a small number of externally financed
programs.

At the current nominal rate for government microfinance programs under
the poverty alleviation program (3 percent per annum), the effective demand for
microfinance is presumably very high, perhaps even perfectly elastic for all practical
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purposes. Continued expansion in the numbers of borrowers in donor-funded
programs indicates the existence of effective demand for credit despite the higher
interest rates charged (normally 6 to 10 percent per annum, nominal). The highest
rate reported for any program is 3 percent per month in the microcredit component
of a foreign-supported project in Guizhou Province where, significantly, lending rates
are agreed by members of the borrower groups. However, these are short-term
production loans, repayable in full after three months. As pointed out by Park (1999),
borrowers in this scheme may be willing to pay this rate because payments go back
into a “collective pot.”

More generally, from Park’s discussion of survey evidence, one may infer
that the demand for microcredit, under the conditions and in the regions where it is
currently available in PRC, would be quite elastic for interest rates above 20 percent
(effective) per annum. But there is an important qualification here. A number of
observers — for example, Park (1999) and Meyer and Nagarajan (1999) — have
commented on the official targeting of microcredit to remote, underpopulated, and
ill-favored areas where poverty is judged to be most intractable. The emphasis given
in PRC to lending for livestock and agriculture, rather than for off-farm activities, is
also noted. If microcredit were targeted to more densely populated areas, with more
diversified rural economies, the poor in those areas would probably prove willing
and able to pay higher interest rates. This would simply reflect the higher productivity
of capital in such areas, where a wider range of economic opportunities exists. 

Relative prices also play a part. In an environment of widespread subsidization
of other forms of formal credit, the “reservation price” that the poor set for borrowing
might well be depressed. On the other hand, experience in other countries suggests
that the poor actively borrow from informal moneylenders at rates much higher than
those in the formal sector. Surveys of informal moneylending in PRC suggest that
borrowing is more likely to be for consumption than for production. It has also been
noted that borrowing from moneylenders is more common among non-poor house-
holds than among the poor (who are more likely to rely on friends and relatives)
(Meyer and Nagarajan 1999). While much informal borrowing seems to occur at
interest rates substantially above the levels set for Chinese microcredit programs, the
evidence is too fragmentary to suggest what ceiling interest rates the market for
microcredit will bear.

With regard to the demand for access to savings services, reference has
previously been made to the Chinese people’s extremely high propensity to save.
Official microcredit schemes do not incorporate savings, and perhaps the assumption
is that this is not necessary. However, in an environment of low official deposit rates,
households do exhibit sensitivity to relative prices, as evidenced by the success of
rural cooperative foundations in winning deposits away from the RCCs and ABC
(Cheng 1997). The role of these rural financial institutions is discussed in Section 3.

3 Role of the Central Bank

3.1 Process of Economic Reform and the Role of the
Financial Sector

PRC’s economic system is in transition from socialism to a market economy. This
painful and lengthy transformation involves broader processes of economic reform in
which modernization of the financial sector is only one element. And within the
financial sector itself, reform of the central bank (PBC) is subject to broader imperatives
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of reform, which limits the pace and direction of progress. It is therefore necessary to
situate the discussion of the role of the central bank with regard to microfinance in
the context of these broader reform processes.

Financial sector reform in PRC is difficult to disentangle from the broader
processes of economic reform. In the late 1970s PRC commenced a wide-ranging
process of economic reform, commencing in the rural sector. The “responsibility”
system of private agricultural production led to expanded output, higher personal
incomes, and progressive breakdown of the agricultural communes. The substantial
increase in rural per capita incomes (which grew more rapidly than urban incomes
during the 1980s) was not uniformly distributed. Remote and natural-resource-deficient
regions lagged behind; as mentioned earlier, these are now the locus of PRC’s hardcore
poverty problems.

Along with transition from central planning to a market economy, PRC also
commenced a structural transformation from agriculture to industry and services.
Financial sector reforms required to facilitate this process commenced early in the
1980s. New types of nonbank financial institutions (NBFIs) were permitted to operate.
These were important in financing a growing non-state sector and included trust and
investment companies and urban credit cooperatives. Girardin (1997) comments that
NBFIs have, in PRC as elsewhere, proved superior to banks in retailing credit, while
the latter were more effective in mobilizing savings. In consequence, the state banks
channeled substantial amounts of savings to the new NBFIs to benefit from their
comparative advantage, coincidentally avoiding credit ceilings imposed on them by
the central government. This situation contributed to excesses of various kinds that
continue to bedevil the Chinese financial system.

In the period between the start of the reforms in the late 1970s and 1992, the
Chinese economy experienced substantial modernization and greater openness to the
international economy. While the financial sector developed a broader range of
institutions, financial sector reform lagged behind changes in government and the
real economy. Reform in the financial sector gained new impetus in 1992 when the
Communist Party accepted the idea that the market system could be reconciled with
the ideals of socialism. PRC would establish a “socialist market economy.” This
implies: 

… an economy in which the market mechanism governs economic interactions but
ownership over the most important means of production remains in the hands of the
public sector or the collectivity, thus preserving the socialist character of the society
(Mehran et al. 1996, 1). 

A comprehensive strategy was formulated in 1993 to achieve this transforma-
tion, in which financial sector reform was identified as a key element. This was
“implicit recognition that the financial sector, if not reformed, could become a
bottleneck for further reforms in other parts of the Chinese economy” (Mehran et al.
1996, 1). Among other areas for reform were SOEs and the macroeconomic control
system. In regard to the latter, the Third Plenum of the Central Committee noted that
this would require:

… [a] central bank whose primary objective is to stabilise currency value, regulate the
aggregate money supply, and maintain balance of international payments and that,
furthermore, the central bank … under the leadership of the State Council, should
implement monetary policies independently (quoted by Mehran et al. 1996, 2).

This decision of the Central Committee was followed in 1995 by new
legislation for the central bank and the commercial banking system (discussed in
Section 3.2). The tasks of reform confronting PRC were summarized as requiring
reform of government finances, making room for markets to operate, and putting
policies in place to support their operation (World Bank 1997).

All these objectives have implications for the financial system. And progress
in financial system reform is necessarily limited by progress in reform of other areas.
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For example, interest rate liberalization is a precondition for sustainable microfinance.
But the Chinese banking system is carrying a heavy burden of nonperforming loans,
widely thought to be at least 20 percent of assets, a large proportion of which are due
from SOEs or from business entities controlled by SOEs (ADB 1999). To permit interest
rates to rise in advance of appropriate reforms in the state enterprise sector would
precipitate default on much of this lending and the collapse of SOEs. This in turn
would trigger the collapse of banks and other financial institutions already substantially
decapitalized by bad loans. In turn, this would have a severe impact on central
government budgetary revenues, while involving government in considerable
expenditure to resolve the problems of collapsed institutions. The final result of
inappropriately timed interest rate liberalization would be to set back financial sector
reform, as well as impeding the disentanglement of government from markets and
prejudicing the smooth operation of those markets.

3.2 Financial Sector Development and the Central Bank
To see the potential of financial institutions to engage in microfinance, and to
understand the policy and institutional barriers to its development, requires some
further account of the development of the financial sector over two decades of
economic reform. The account which follows draws on a number of sources.2

Before the commencement of the reform period in 1978, PBC served as a
“monobank” handling most financial transactions. The allocation of credit by state
banking institutions was set by a centrally determined credit plan, itself linked to the
overall state plan for physical production. Under this credit plan, PBC fixed both
aggregate and sectoral allocations of bank credit, and lending institutions met their
obligations by adhering to lending ceilings. Two other specialized banks, the People’s
Construction Bank of China and the Bank of China, operated as special departments
within PBC.

The banking system was re-established between 1978 and 1984 in the early
years of economic reform. PBC assumed the primary function of central banking,
while continuing to perform certain commercial banking activities. It remained a
department of the State Council. The People’s Construction Bank and the Bank of
China began to operate as independent specialized banks, while the Agricultural
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Bank of China was established to perform rural banking functions previously conducted
by PBC. Also during this period, a network of some 60,000 RCCs was set up to provide
small-scale rural banking services (and particularly to mobilize savings). At this time,
as already noted, the first NBFIs began to appear. These were primarily trust and
investment companies, many of them designed to facilitate investment in the newly
established Special Economic Zones.

A period of diversification and innovation occurred between 1984 and 1988,
in which PBC began to operate formally as the country’s central bank and to divest
its remaining commercial banking activities. A fourth specialized bank, the Industrial
and Commercial Bank of China, took over these residual commercial functions. This
development “formally ended the transition toward a full-fledged two-tier banking
system … (Mehran et al. 1996, 12). 

Also during this period, further financial sector diversification occurred. In
1986 new financial institutions, urban credit cooperatives, were created to serve small
individually or collectively owned enterprises and, like RCCs, to mobilize savings. In
the late 1980s, a new institution, the rural cooperative foundation (RCF) emerged in
rural areas. This is attributed to the fact that “low and regulated deposit rates created
poor incentives for rural households to save with RCCs and the [Agricultural Bank of
China]” (Meyer and Nagarajan 1999). None of the financial institutions regulated by
PBC have succeeded in sourcing so large a proportion of loans and deposits from
individuals and households as these small, locally based entities (which were under
the control of the Ministry of Agriculture).

A number of new “universal” commercial banks were also established to
compete with the existing specialized banks, and the specialized banks were permitted
to expand lending outside their original sectoral activities. Trust and investment
companies also began to proliferate during this period. Often established by banks to
circumvent credit quotas, these companies further diversified the range of financial
services available.

A period of “rectification” and recentralization of the banking system followed
between 1988 and 1991, in which tentative moves to liberalize interest rates were
reversed. However, since 1992, a new phase of commercialization and expansion of
the banking system has occurred. In 1994 the State Council approved the establishment
of three “policy lending” banks (the Agricultural Development Bank of China, the
Import Export Credit Bank, and the State Development Bank). These had sectoral
responsibilities under the state credit plan. They were created to allow the four state
commercial banks mentioned earlier to operate commercially, unimpeded by
government lending directions, as part of the progressive relaxation of the credit plan.
In 1995 four new financial laws were promulgated, including Acts governing the
central bank and the commercial banks. These Acts have been described as “keystones
for the further development of the financial system in a market based economy”
(Mehran et al. 1996, 18).

In 1998 the movement towards market-based allocation of credit proceeded
further when the final abolition of the centrally directed credit plan was announced.
Throughout the reform period, the aggregate plan had in any case become less
effective (and, as already noted, much of the proliferation of NBFIs was due to
attempts by financial institutions to evade their credit ceiling responsibilities). From
January 1998, the state banks have been supposed to allocate credit based on
commercial judgments rather than on central bank and government directives (ADB
1999). However, the influence of various levels of government on lending is still
pervasive, the term “policy-oriented commercialized loan” conveying something of
the flavor.

The table below describes the structure of the banking system at the end of
1998. The four state commercial banks, including ABC, held 66 percent of deposits
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and 69 percent of loans, while the policy banks were responsible for 6 percent of
lending. The beginnings of diversification in the system were apparent from the
operations of ten “national” commercial banks (one of them the only private bank
permitted to operate in PRC so far) and 88 “city” commercial banks. These two classes
held only 13 percent of bank assets between them, and there is no suggestion that
either has any potential for microfinance at present. Also shown are the urban credit
cooperatives (5 percent of assets) and the RCCs (9 percent).

Financial services available in rural areas are now provided, firstly, by
regulated financial institutions: ABC (a commercial bank), the Agricultural Development
Bank of China (a policy bank), RCCs, RCFs, and mutual association and credit groups.
The “mutuals” are minor institutions set up by the Ministry of Civil Affairs to provide
loans, mainly for consumption, to poor households. RCFs, under the supervision of
the Ministry of Agriculture, are in the process of liquidation or conversion to credit
cooperatives (as discussed later). Secondly, financial services are provided by
government- and donor-sponsored microfinance programs (with the latter tolerated
by PBC rather than regulated by it) and, thirdly, by informal finance. NBFIs, such as
the trust and investment companies, finance companies, and leasing and securities
companies, are almost entirely urban in their outreach and of minimal relevance to
rural communities.

A major factor in financial deepening during two decades of reform has
been an extremely high propensity to save (some 40 percent of GDP). In the face of
administered deposit rates that are generally low and sometimes negative, this suggests
that “financial repression” has limited value in explaining this aspect of the Chinese
financial system (Girardin 1997). Financial repression is, however, a continuing and
important feature of the system, as the discussion of the role of the central bank in
Section 3.5 will indicate.

The Asian Development Bank (ADB 1999, 71–72) summarizes the current
state of the financial system:

During the last two decades, the PRC has made considerable progress in establishing
the foundation for a modern financial system. Nevertheless, weaknesses persist. The
key issues that the government needs to address include introducing prudential
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People’s Republic of China’s Banking System (end 1998)

Type of Financial Institution Total Percent Total Percent Total Percent
Assets Market Loans Market Deposits Market

(Y billion) Share (Y billion) Share (Y billion) Share

State-Owned Commercial Banks (4) 8,259 66 6,231 69 5,948 66

Policy Banks (3) 569 5 552 6 1 0

National Commercial Banks (10) 1,148 9 584 6 835 9

City Commercial Banks (88) 457 4 220 2 364 4

Urban Credit Cooperatives (3,240) 561 5 401 4 608 7

Rural Credit Cooperatives (41,500) 1,143 9 881 10 1,216 13

Foreign Banks (162) 283 2 223 2 40 0

Total (45,100) 12,420 100 9,092 100 9,012 100

Notes:  Policy banks’ figures exclude Agricultural Development Bank of China.
Rural cooperative foundations are not included.

Source:  Moody’s Investors Service (1999), derived from PBC Quarterly Statistical Bulletin (1999).

The national
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norms and risk management practices to strengthen the financial soundness of the
banking system, developing the institutional capacity of the central bank to manage
and supervise the financial sector, developing the regulatory framework for nonbank
financial institutions, and reforming and developing capital markets.

The assessment of progress is not complete, however, without also noting
the effect of the Government’s highly subsidized lending for poverty alleviation. This,
as noted, is seen as a social rather than a financial program, but has nonetheless been
described as “counterproductive to the objective of creating efficient competitive
financial markets” (Meyer and Nagarajan 1999). This was discussed in Section 2.2,
which described the 8–7 Plan and showed it to be outside the control of the central
bank. As long as it continues in its present form, it makes PBC’s task of building a
viable financial system more difficult.

3.3 Rural Financial Institutions with Potential for
Microfinance Operations

We complete this review of the development of the financial system in PRC by
considering the formal institutions available in rural areas to implement microfinance.
ABC is involved with microfinance in various ways, principally as the conduit for
official poverty lending, some of which is used for government “microcredit” operations
described earlier. It has also been involved in the CASS experiment in Shaanxi
Province, as well as cooperating with AusAID in one bilateral microfinance project.
ABC incurs considerable expense in subsidizing the operations of the 8–7 Plan, for
which it receives no lending margin, and should have an interest in finding ways of
discharging this obligation more cheaply.

ABC is not well placed to engage in microfinance on any more sustainable
basis. Under current regulations, it suffers from very limited interest rate flexibility,
being restricted to pricing small enterprise loans within a band no more than 
20 percent above the official rate. Smaller, more locally based institutions might be
better equipped, both by reason of greater pricing flexibility and by virtue of experience
with individual lending. The two formal rural financial institutions that have commonly
been identified as having potential for microfinancing are RCFs and RCCs.

Rural Cooperative Foundations
RCFs were minor but widely distributed rural financial institutions dating from the late
1980s, which drew their deposits from and made their loans to individuals and
households to a greater extent than any other financial institution, notwithstanding
their relative insignificance in the broader financial system. They were under the
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supervision of the Ministry of Agriculture, not PBC. They lacked the status of financial
institutions and often charged effective loan rates above the regulated levels. Although
not permitted to mobilize deposits directly, RCFs did so by offering a savings product
defined as a shareholding, with a minimum term of 12 months. The “dividends” paid
by RCFs were often higher than the return on 12-month deposits with the formal rural
financial institutions, ABC, and RCCs. Consequently, RCFs tended to draw funds away
from these other institutions (Cheng 1997). In 1996, their deposits were estimated at
about 11 percent of those held by RCCs (Park 1999).

In a comparative study of RCFs and Grameen Bank replications in several
provinces, Cheng found that the latter were at a disadvantage in mobilizing voluntary
savings because of the competition of RCFs and other regulated financial institutions. 

RCF loan procedures were also often relatively simple and quick, and with
no collateral requirement for loans below Y500 ($60), they were able to serve at least
some of the working poor, if not very poor households. However, Cheng commented
that RCFs, not being under the direct supervision of PBC, were not obliged to make
regulatory deposits with PBC, typically had quite high loan/deposit ratios, and
provided insufficient protection for depositors. Cheng concluded that RCFs were not
sufficiently regulated, despite the fact that some RCFs achieved higher rates of
repayment and better financial returns than the regulated financial institutions with
which they were competing.

In view of the performance of the better RCFs, it is not surprising that some
observers saw them, among the available institutional models, as the most promising
for the introduction of microfinance. This is no longer a possibility since, as the result
of a 1998 State Council decision, PBC has taken action to close down RCFs because
of failures and abuses in some institutions. Some are to become RCCs and others are
in liquidation.

Rural Credit Cooperatives
RCCs were a promotional initiative of the early reform period of the 1980s, designed
to facilitate access by rural populations to the financial system and in particular to
mobilize savings. They were brought under the provisions of the Commercial Banking
Act promulgated in 1995. Originally placed under the supervision of ABC, RCCs were
removed from the control of the Agricultural Bank in 1997 and placed under the
direct regulation and supervision of PBC. PBC’s local branches are engaged in a
process of “standardising” their structures and operations and strengthening their
balance sheets (Almanac of China’s Finance and Banking 1998). Attention is also
being given to strengthening the county-level cooperative unions, and the establishment
of a national deposit insurance system is being considered (Financial Times 1999).

Today there are some 42,000 independent RCCs at township level, 2,400
RCC unions at county level, and some 280,000 village credit outlets. In total, the
network employs around a million employees and accounted for 12.7 percent of
deposits of all financial institutions and 19.5 percent of all savings deposits in 1998.
Credit outstanding from RCCs amounted to almost 10 percent of institutional lending,
and some 60 percent of lending to the agricultural sector (Financial Times 1999).

3.4 Mandate and Role of the Central Bank
Legislation for PBC (People’s Republic of China 1995) was promulgated at a time
when the pendulum for central banks around the world was swinging decisively
towards autonomy. Chinese authorities were concerned both to provide the central
bank with the authority and tools for effective monetary management and to signal to
the world financial community their commitment to financial sector modernization.

45People ’s Republic of China

Rural cooperative
foundations drew
funds away from
other rural
financial
institutions

The better rural
cooperative
foundations
showed potential
as vehicles for
microfinance

Rural credit
cooperatives are
now supervised by
PBC and are being
strengthened



However, the State Council, as the highest organ of the State, remains the ultimate
decision-making body in PRC. 

Thus, the legislation “establishes an agency under the leadership of the State
Council, which entrusts this agency with a high level of independence from all other
levels of government” (Mehran et al. 1996, 19). The Act forbids lending and overdrafts
to government. This, combined with a fair degree of budgetary independence, appears
to grant the central bank about as much autonomy (in relation to central government)
as can be expected in the present governmental framework.

The Act also increased the autonomy of PBC with respect to local authorities,
whose close links with PBC staff in the regions had weakened PBC’s capacity to exert
control from the center. A substantial reduction in numbers of PBC branches and staff
in the regions and the redrawing of PBC’s regional boundaries have reduced the
scope for such interference. PBC’s capacity to implement monetary policy through
indirect instruments has accordingly been enhanced.

PBC legislation follows current international trends in taking domestic price
stability as its primary objective and explicitly linking this with the goal of promoting
economic growth. However, this function, too, is exercised under the leadership of
the State Council, which in addition is empowered to nominate the governor and
deputy governor of PBC. The monetary instruments defined for PBC in the Act reflect
the intent to shift from direct to more indirect methods of monetary management.

The Act (Article 30) gives PBC authority for supervision, thus combining
prudential control with responsibility for monetary policy. PBC is required to “exercise
supervision over financial institutions and their business operations to maintain the
legitimate, stable and sound operation of the financial industry” (People’s Republic of
China 1995). This supervisory power extends to all state and other institutions,
including the “policy” banks. The Act further empowers PBC to “check and supervise”
the deposit and lending rates of financial institutions, thus continuing interest rate
controls, but freeing up PBC somewhat to conduct more active interest rate management.
PBC has since acted to simplify and rationalize the bewildering array of official interest
rates, as well as to permit some flexibility within bands around particular official
lending rates.

Finally, it is worth noting PBC’s responsibility (Article 4) for “statistics,
investigation, analysis and forecasting for the financial industry.” This implies a
mandate for research and data collection which can be applied to financial sector
development in general and could be directed to microfinance issues in particular, if
PBC were to adopt that priority.

3.5 Some Comments on Financial Repression
There are many remaining elements of financial repression in the Chinese financial
system, but we have already noted that there are limits to the usefulness of this
concept in PRC (in observing how an extremely high propensity to save coexists with
very low administered deposit rates). In our studies of other countries of the region,
the concept of the “developmental” and “promotional” activities of central banks (in
the sense that these terms are used by Chandavarkar)3 has been a useful organising
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initiatives taken by the central bank. This distinction is employed in Volume 1 (Overview)
of this publication.



principle. The concept is used for charting the progress of a financial system away
from financial repression (a situation marked by PBC’s substantial involvement in
developmental activities) to financial deepening and the emergence of a diversified
set of financial institutions. This progression towards financial sector modernization is
facilitated by the active promotional efforts of the central bank, and is helpful for the
emergence of sustainable systems of microfinance.

In the case of transitional economies such as PRC’s at present, it is simple
enough to point to the persistence of elements of financial repression and the ways
in which central banks continue to play a developmental role. But in such an economy
the idea of a relatively straightforward progression from repression through deepening
to modernization and liberalization is an oversimplification. It does not take into
account complex political issues, such as PRC’s imperative to reform SOEs while
disentangling government from markets, and managing all this without the collapse
of enterprises and financial institutions.

Many elements of financial repression remain in PRC. Most fundamentally,
the state banks are still not completely free to lend on the basis of commercial criteria,
and interest rates remain essentially controlled. The full list of central bank functions
(Article 4) includes the power to “administer” financial institutions and to “control”
financial markets, language that seems more akin to a developmental stance than a
promotional one. Some potential for promotional activities, in Chandavarkar’s sense,
is found in the research and data collection functions of PBC. PBC’s overall responsibility
for administration and control of financial markets and institutions, already noted,
also gives it a capacity to “fill in the gaps” in the financial system. This could be used
to support the development of a microfinance sector without reference to higher
authority, if PBC were minded to do so.

4 Central Bank Support for Microfinance
Initiatives

4.1 Central Bank Perceptions of Microfinance
From the discussion so far, some generalizations emerge. As far as microcredit within
the official poverty alleviation program is concerned, it seems clear that PBC currently
regards this primarily as a social rather than a financial sector program. In general,
and understandably, microfinance development is a low priority for PBC. While
recognizing the importance of interest rate liberalization for the sustainability of
microfinance, PBC sees this issue as subordinate to the overarching issues of financial
sector and state enterprise reform. Because of irregularities that have occurred, PBC
is not sympathetic to the emergence of unregulated financial institutions at the local
level (even though this development may be evidence of needs unsatisfied by existing
institutions and regulations).4 Accordingly, PBC is unwilling to see NGOs or community
organizations play any role in financial intermediation. It could perhaps benefit from
closer observation of informal financial sector activities in PRC. Research on these
could provide useful clues to unsatisfied demand for financial services and hints for
satisfying such demands within the regulated institutions.
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4.2 Activities of the Central Bank Affecting
Microfinance

Because of local-level abuses, PBC has acted to close down RCFs, as already noted.
RCFs were thought by some observers to offer the best chance for grafting microfinance
onto an existing institutional form, but since they will not be available for this purpose,
we should consider the potential of the larger RCCs, and how PBC has been dealing
with them. According to a State Council Decision on Rural Financial System Reform
in 1997, RCCs are expected to facilitate rural, especially agricultural, development by
combining both policy and commercial objectives.

Supporting the Rural Credit Cooperatives
Following the State Council decision, PBC is required to offer support to RCCs in a
number of ways, including “policy lending.” PBC loans have been directed to funding
RCCs in poverty-stricken areas, which have been unable to mobilize sufficient savings
locally to meet the need for agricultural credit. These resources, totaling Y15 billion
($1.8 billion) are separate from poverty alleviation funding under the 8–7 Plan. This
is a major “developmental” intervention.

Governor Dai Xianglong’s speech in April 1999 to the Working Conference
on the Rural Credit Cooperatives appeared to envisage an important continuing role
for RCCs. He also defined tasks for PBC in supporting and guiding their development
as rural financial institutions serving farming households directly. Governor Dai urged
RCCs to increase lending to individuals and households, and to “deliver the loan to
the door-step,” to “simplify the loan procedure for farmers,” and to trial the method
of “united guarantee by the farmers’ families” (Financial Times 1999). The last of
these is the group guarantee. Together with an exhortation for RCCs to stimulate
consumption through lending, this is a call for considerable change in the culture and
operations of the cooperatives. While only the use of group guarantees is directly
related to microfinance, taken together these reforms would greatly facilitate its
introduction into the operations of RCCs.

Experiments with RCCs
Speaking of financial sector reform, Mehran et al. (1996, 8) note:

From the onset of the reform process, one of the preferred … techniques of the
Chinese authorities has been to undertake the reforms first on an experimental basis
in some localities and then adopt them on a national scale after they had proved
successful at the local level.

So far as efforts to establish microfinance on international principles are
concerned, PBC has been prepared to turn a blind eye to externally supported
experiments involving NGOs, although limiting their scale and quarantining them
from the rural financial system more generally. On the other hand, it is more sympathetic
to microfinance experiments in regulated institutions (conducting one of its own,
with RCCs as the intermediaries, in Hebei Province). This has involved use of group
guarantees, higher limits for non-collateralised loans, and simplified loan approval
procedures, all discussed in Section 5.

However, RCCs are only a small element in the totality of PRC’s banking
system, and that system is facing overwhelming difficulties. Not all observers are
confident that RCCs will survive the reform and restructuring that will be necessary to
assure the long-term viability of the system as a whole. RCCs as a group are known
to be carrying a heavy burden of nonperforming loans), and individual institutions
may be treated differently on the basis of performance. That may enable the well-
performing units to continue, but there are other scenarios. RCCs could be returned
to the status of farmer cooperatives, become small communal banks, or form part of
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a network serving ABC. Disappearance of the RCC model altogether would be
unfortunate for microfinance. Given that RCFs are disappearing, and the commercial
banks appear unable to take on microfinance activities, only RCCs among formal
institutions appear to have any chance of meeting the challenge. 

Policy Dialogue, Coordination, and Training
UNDP has convened an advisory board on poverty alleviation in Beijing, which
discusses policy for microfinance in the broader context of poverty alleviation. The
board considers issues such as interest rates, and the respective roles of regulated
financial institutions and civil society organizations in microfinance. It has considered
how dialogue on interest rate policies between donors and the central bank might be
fostered, and discussed the need to clarify the legal status of MFIs. The central bank
is a member, along with other Chinese agencies, including ABC, ministries, and
CICETE. The international community is represented by UN agencies, the World
Bank, ADB, some bilateral agencies, and international NGOs. However, the Ministry
of Civil Affairs, which registers and regulates community organizations, is not a
member, nor are any of the Chinese MFIs (although provision exists to invite them to
meetings where appropriate). Despite this, it is a potentially useful forum at which a
number of major actors are represented, even if not always at senior level. PBC’s
participation sends a positive signal.

Another supportive action by PBC is its acceptance of membership of the
Council of the newly created China Microfinance Training Center. Established in
association with CASS, the China Academy of Social Sciences, the Center is supported
by the Consultative Group to Assist the Poorest (CGAP) and the Ford Foundation. It
will enable the extension into China itself of CGAP’s regional training activities, and
will build a cadre of microfinance training and consulting expertise within China.
With training commencing from 2000, the Center offers the opportunity for information
exchange and policy dialogue, and will facilitate provision of foreign technical
assistance to China (<www. microfinance-center.org>).

5 Regulation and Supervision of Banks

5.1 Current State of the Financial System
ADB’s assessment (1999) of the current state of the Chinese financial system was
quoted earlier in this report. Among pressing needs in the banking sector were the
introduction of prudential norms and risk management practices, and strengthening
PBC’s own capacity to manage and supervise the banks and NBFIs. The banks with
which this account of microfinance has been concerned are the commercial banks,
principally ABC. The regulatory provision that definitively rules out any microfinance
activity on the part of ABC is the control of its interest rates (quite apart from factors
such as its institutional culture and limited involvement with individual lending). At
the end of 1998, its deposit rates were 1.44 and 3.78 percent, for demand and 12-
month deposits respectively (People’s Bank of China 1999). Its 12-month working
capital loans carried an annual interest rate of 6.39 percent, with flexibility to raise this
for small enterprise lending by no more than 20 percent (that is, to around 7.7 percent
per annum).

The rural and urban credit cooperatives are sometimes described as NBFIs,
but since they come under the provisions of the Commercial Banking Law, 1995, it is
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probably better to regard them as “near-banks.” NBFIs such as trust and investment
companies, as well as finance, leasing, and securities companies appear to have no
relevance or potential for microfinance at present.

Reference has previously been made to the magnitude of nonperforming
loans on the balance sheets of Chinese banks. Reported figures do not reflect the
quality of assets, due to poorly designed and improperly applied loan classification
rules. In an effort to deal with this situation, PBC commenced the introduction of a
new five-category classification system in 1998. This is derived from United States
practice, and began with experiments at a number of selected banks. The central
bank expected the system to be applied by commercial banks throughout the country
by the end of 1999. In addition, it is working to improve systems for loan loss
provisioning and bad debt write-offs. None of this is particularly relevant to microfinance,
given the judgment of this study that ABC is not in a position to conduct or support
microfinancing. But it is relevant insofar as it shows the magnitude of other problems
confronting the central bank, which take priority over the issues affecting microfinance. 

5.2 Rural Credit Cooperatives
However, issues relating to regulation and supervision of rural credit cooperatives are
relevant. PBC has restructured its operations to allow the consolidation of all supervision
functions for each type of financial institution. This led to the creation of a separate
department within PBC for the supervision of cooperative finance institutions (the
Department of Cooperative Finance), which is responsible for RCCs. PBC began to
develop its supervision and management capacity for RCCs following the separation
of the system from ABC in 1997. Regulations for the management of RCCs, from
September 1997, set the minimum “registered capital” of an RCC at Y1 million
($120,000). They provide for the investment of share capital by members, of whom
there must be at least 500 (including organizations with legal identity), none of whom
may hold more than 2 percent of registered capital. The approved business activities
of an RCC include taking deposits (including personal deposits), granting loans, and
acting in an agency role for “other banks” (People’s Bank of China 1997). 

RCCs are subject to PBC reserve deposit requirements, must make at least 
50 percent of loans to members, and must give priority to agriculture. They must
maintain an 8 percent capital adequacy ratio, a loan/deposit ratio not higher than 75
percent, and observe minimum liquidity and single borrower limits. Provisions for
doubtful debts are mandated, and audit requirements set. PBC has continued to
develop a framework of regulations for RCCs, although there is no suggestion yet that
RCCs will be obliged to adopt the five-category system of loan classification. Governor
Dai Xianglong stated in April 1999 that 60 percent of RCCs had satisfied the current
regulations in full (Financial Times 1999). Prior to this, there had been a shakeout in
the sector, due to closures and amalgamations. 

PBC seems prepared to allow greater flexibility in the operations of RCCs.
An example is seen in the group guarantee for non-collateralised loans, which PBC
has been trialing in its pilot project in Hebei Province. Further, although previously
all financial institutions had been unable to lend more than Y500 ($60) to individuals
without collateral, this threshold was increased for RCC lending in a regulation
introduced late in 1998. RCCs are also offering a new loan product, the “small scale
credit loan.” The simplification of loan approvals is being assisted by issuing a
“borrower card” to individuals, with preset limits for collateral-free loans, based on
individual credit ratings. The introduction of group guarantees would take this process
a step further, and a new regulation authorizing their use is expected. The Department
of Cooperative Finance of PBC is interested in cooperating with external agencies in
microcredit delivered via the RCC system.
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As discussed earlier, RCCs have more flexibility than any other financial
institution to increase lending rates within a band above official levels. PBC has been
acting to broaden the band for both RCCs and commercial banks. As the result of the
most recent relaxation late in 1998, RCCs may set rates up to 50 percent higher,
compared with commercial banks such as ABC, which may price small enterprise
loans at no more than 20 percent above the norm. This concession reflects some
acknowledgment by PBC of the risks and costs associated with particular classes of
institution and loan. Microcredit loans under the IFAD/Ministry of Finance project 
and under PBC’s own experimental project in Hebei, are testing whether sustainablity
can be achieved within the limits set by the 50 percent band. This currently allows
lending at between 10 and 11 percent per annum, flat (or around twice that rate on
a diminishing balance basis) compared with the current official lending rate for 
12-month working capital loans, which is 7.7 percent per annum.

However, interest rate flexibility allowed by PBC is still quite limited, even if
the allowance is greater than for other institutions. This conservative approach is
criticized as preventing institutions from lending to the private sector generally, and
to small and medium enterprises in particular. This criticism applies even more to
microcredit lending by regulated institutions, which would find it difficult to recover
the higher transaction costs involved through appropriate pricing of loans. 

6 Regulation and Supervision of 
Nonbank MFIs

6.1 Status of NGOs
The Chinese state has reservations about civil society organizations which emerge
outside official structures of governance, and in particular those that appear to
duplicate the functions of some officially approved agency. Despite this, some 200,000
organizations were registered in 1998 (Forney 1998). The situation for “social
organisations” has been somewhat clarified and simplified by regulations issued by
the Ministry for Civil Affairs in 1998, which provide for the registration of “nonprofits,”
“foundations,” or “social organisations,” but “NGO” is an expression which still carries
negative connotations. Whatever they are called, there is a burgeoning of such civil
society institutions to which the new regulations, supplemented by a “Charities Law”
in mid-1999, are a response.

The regulations bestow a legal identity on approved organizations, and the
right to pursue approved objectives. Such organizations must be decentralized,
registered at the county level, and their organization at higher administrative levels is
not encouraged. There are exceptions, as in the field of environmental action, where
the Government appreciates the potential for community action to support government
policy. Another is in connection with aid programs, where an approved NGO (the
Chinese Association for NGO Cooperation) exists to facilitate cooperation with
international NGOs. But, in general, the interest of the Government is in control of
civil society organizations, whereas NGOs feel the need for enabling regulations,
access to capacity-building resources, and the development of standards of
professionalism and governance. So far as microfinance is concerned, the regulatory
framework is particularly underdeveloped. Any financial intermediation conducted
by unregulated institutions, as in the case of all MFIs, is in fact illegal. 

There is some evidence of an appreciation of the potential for NGOs to
contribute to solving social problems. CICETE, the government agency responsible
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for management of United Nations system projects in PRC, has set up the China
Association for NGO Cooperation (CANGO) as an “umbrella” organization for Chinese
NGOs implementing such projects, which include microfinance. While this is no
doubt a response to United Nations operating requirements, there are other voices
calling for an autonomous NGO contribution to poverty alleviation. The China Institute
for Reform and Development, quoted earlier in relation to the “top-down” nature of
the 8–7 Plan, has urged that “governments of all levels should encourage individuals
and nongovernment organizations to establish spontaneous poverty-supporting
organizations to take part in [the] anti-poverty movement” (China Institute for Reform
and Development 1998, 28). This suggestion from a semi-government thinktank
appears to be well ahead of official thinking on the role of civil society.

6.2 Central Bank and MFIs
Microcredit under government programs for poverty alleviation is viewed as a social
welfare activity rather than a financial activity by the central bank, and even though
a major financial institution (ABC) is involved, PBC does not normally supervise this
activity. For that reason, this discussion is limited to the externally supported MFIs
which are implementing international models of microfinance on a pilot basis, and
which have the character of financial institutions in that they strive for sustainability.
These MFIs have no legal status as financial institutions, although their lending and
deposit-taking activities certainly bring them within the purview of PBC. PBC has
opted to tolerate these activities so far, so long as they remain quantitatively insignificant,
but what they do has no legal sanction. Their rates of interest and other aspects of
their operations are negotiated with authorities, including local governments, but this
does not amount to a regulatory framework.

There are no second tier institutions serving MFIs in PRC, nor any apparatus
of self-regulation. So far as NGOs are concerned, reference has been made to CANGO.
This organization was registered as an NGO with the Ministry of Civil Affairs in 1993,
at the initiative of CICETE. CANGO’s mission statement refers to “strengthening
cooperation in development among PRC’s NGOs and international NGOs,” but there
is no reference to a membership of national NGOs (China Association for NGO
Cooperation n.d.). In fact, it seems not so much an umbrella body for Chinese NGOs
as an intermediary that facilitates the operations of international NGOs in the provinces,
linking them with community organizations and local authorities. Among its activities
have been microcredit training programs conducted in connection with UNDP-funded
projects. CANGO may have some potential as a center for training and dissemination
of best practice in microfinance, allowing it to play an informal regulatory role for
NGOs. However, the new China Microfinance Training Center is likely to emerge as
an important training center, and a division of labor between the two entities would
be necessary.

Under the conditions in which microfinance is practiced in PRC at present,
discussion of elaborate designs for regulation and supervision seems premature.
Much attention has been given in this report to various “prior conditions” which must
be satisfied before microfinance can take root in any autonomous fashion, including
issues of legal status of MFIs and the interest rate regime. In the meantime, communication
among various stakeholders and network building are desirable, pending the time
when more elaborate structures may be required.
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7 Conclusions and Recommendations

7.1 Conclusions
Microfinance is being introduced to the People’s Republic of China (PRC) in the midst
of transition to a “socialist market economy.” The broader financial system is itself
moving towards modernization and liberalization, while the central bank, which has
quite recently acquired a degree of independence, is gradually developing and using
the tools for indirect monetary management. Central government decisions provide
the directions of economic and social policy (most notably, for our purposes, in
initiatives such as the 8–7 Plan for poverty alleviation), in which the central bank
plays a relatively minor role.

The central bank sees microfinance as a low priority, understandably in view
of the magnitude of the broader problems of financial sector development and reform
with which it is confronted. It is not sympathetic to the emergence of unregulated
financial institutions at the local level and is disinclined to see nongovernment
organizations (NGOs) or community organizations play any role in financial
intermediation. However, it has extended toleration to experimental microfinance
projects conducted with external assistance, and is conducting an experiment with a
regulated institution itself. It has also introduced regulations favorable to the intro-
duction of microfinance in one category of financial institution and it participates in
the meetings of an advisory board on poverty alleviation convened by the United
Nations Development Programme (UNDP) in Beijing, with microfinance as its primary
concern. Its acceptance of a place on the Council of the new China Microfinance
Training Center is another positive act.

Efforts to introduce microfinance in PRC have so far taken two distinct forms.
The first (which is quantitatively of limited importance) commonly has external
support and attempts to draw upon international experience to develop microfinance
institutions that are sustainable and target the poor. They have been permitted to
operate on a limited pilot basis in regions identified by the Chinese government as
having priority in national poverty alleviation efforts. They attempt to work with
community organizations as surrogates for the NGOs commonly found in other
countries.

The second stream of microfinance (which is a mass program) is better
described as “microcredit” since there is no attempt to integrate savings into the
model. It is typified by the top-down provision of credit, funded by government
under the 8–7 Plan for poverty alleviation. The credit, which is subsidized, is delivered
by the Agricultural Bank of China (ABC), the state rural commercial bank. The activity
is conducted in 592 “poor” counties identified by government as the locus of national
poverty alleviation efforts. There is no suggestion of creating a sustainable financial
activity or institution; repayment rates are reported to be low, and there is said to be
“systemic deviation” in the choice of borrowers. Provision of credit under the 8–7
Plan is a social rather than a financial activity.

Among many problems confronting attempts to introduce sustainable
microfinance in PRC, the control of interest rates by the central bank is of primary
importance. Deposit and lending rates for regulated financial institutions are laid
down by the People’s Bank of China (PBC), and these would also apply to any
microfinance transactions conducted by such institutions. Institutions are allowed
some flexibility by the central bank in pricing loans. Commercial banks may price
loans to small enterprise within a band, up to 20 percent above the official rate. Rural
credit cooperatives (RCCs) may price within a band up to 50 percent above the same
official rate (that is, to between 10 and 11 percent per annum, nominal). This represents
some acknowledgment of the need to price loans in accordance with risk, but is
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criticized as being too cautious. It probably biases lending against the private sector
in general, and small and medium business in particular, while making microcredit
very difficult for the regulated institutions to sustain.

The central bank is constrained in its capacity to effect financial sector
reform, including the freeing of interest rates, by higher priorities. High levels of
nonperforming loans held by the state banks, primarily due from state-owned
enterprises (SOEs), prevent an early resolution of this difficulty. Premature freeing of
interest rates would precipitate loan defaults and the liquidation of SOEs, followed by
the collapse of state banks and a severe setback to financial sector reform. PBC will
proceed cautiously with liberalization of interest rates, at a pace dictated by its capacity
to unwind the problems of the state banks and SOEs. The needs of microfinance will
not influence this timetable.

For microfinance institutions attempting to replicate foreign models, a primary
difficulty is their legal identity and institutional status. While local-level entities
associated with an externally funded microfinance project may register with the
Ministry of Civil Affairs, their conduct of financial business is viewed by PBC as being,
in principle, illegal and therefore liable to sanction by it. PBC has been prepared so
far to turn a blind eye to their operations, but the lack of legal recognition and an
appropriate regulatory environment is a contradiction at the heart of the microfinance
enterprise in PRC.

A number of Chinese academics, consultants, and practitioners have developed
an understanding of microfinance principles and practice, and have developed
professional links with the broader international microfinance community. The China
Academy of the Social Sciences (CASS) in Beijing has pioneered the introduction of
microfinance and publishes a journal devoted to the subject. It is difficult to judge
how much information exchange occurs between Chinese practitioners and scholars
of microfinance but in such a large country, professional communication is a problem.
The new China Microfinance Training Center, closely associated with CASS, could act
as a multiplier for professional dialogue and information exchange on microfinance.

In both externally funded and government programs, the knowledge and
attitudes of local government officials are crucial factors influencing outcomes. Locally
hired staff of donor projects is another group whose performance depends on a grasp
of best practice principles. There seem to be limited formal facilities for training in-
country, although the China Association for NGO Cooperation (CANGO) has been
involved in providing microfinance training.

The 8–7 Plan and the microcredit lending associated with it are timebound,
with the specific target of eliminating residual poverty in the 592 “poor” counties by
the end of 2000. It is unclear whether the Government will persist with this approach
to poverty alleviation after that date. It is in any case a source of financial sector
distortion, and has undercut genuine attempts at microfinance in some cases. It has
been generally unhelpful to the understanding and development of sustainable
microfinance practices in PRC.

Credit under the 8–7 Plan has been directed to the poor in the geographic
areas where microcredit as an intervention, for reasons of isolation, climate, and
resource endowment, is likely to be least effective. It has been directed to lending for
agriculture and livestock to a much greater extent than in other countries, and not to
the off-farm activities which should form part of a diversified rural economy. The
targeting of poverty by region rather than by household underlies this situation. This
is not an argument for discontinuing poverty alleviation activities directed to the poor
counties, but it is intended to cast doubt on the efficacy of microcredit, considered as
a central intervention, in such counties.

The economic environment for microfinance is probably more favorable in
“non-poor” counties, while there are many poor people in those counties who would
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benefit from microfinance. Local officials of “non-poor” counties, who do not have
access to poverty alleviation resources under the 8–7 Plan, could be much more
receptive to the requirements of sustainable microfinance, including the need for
higher interest rates. If microcredit is to continue to be directed to the “poor” counties,
it should be incorporated as a subsidiary element into a broader package of interventions
designed to overcome, as far as possible, the human, environmental, and infrastructural
deficiencies which constrain the productivity of microcapital in such areas.

Among regulated financial institutions in PRC, only rural credit cooperatives
(RCCs) appear to have some potential to conduct microfinance. Rural cooperative
foundations (RCFs), which had been identified by some as the most suitable vehicle,
are being abolished. ABC has limited interest rate flexibility, is preoccupied with the
need to achieve commercial standards of operation, and is thought not to have the
right institutional culture for microfinance. 

RCCs appear the most promising option for the expansion of microfinance
in the formal financial system as at present constituted, but that is more by default
than by positive recommendation. They have the merit of greater flexibility in loan
pricing, and are currently undergoing reform supervised by the central bank. They
are also able, as the result of recent central bank regulations, to lend more freely
without collateral and with benefit of simplified approval procedures, and may soon
be able to accept group guarantees in lieu of collateral. If properly applied, micro-
lending practices may well improve the financial performance of RCCs, as well as
expanding their outreach to the poor.

PBC sees an important role for RCCs in a reformed system of rural finance,
including the development of consumer lending to stimulate aggregate demand and
to encourage a more diversified productive base in the countryside. However, RCCs
are only a small element in a financial system facing massive difficulties. Not all
observers are confident they will survive the restructuring and reform ahead. There is
in any case a need to have a range of nonbank financial institutions (NBFIs) involved
in microfinance, rather than pinning all hopes on a single institutional model.

7.2 Recommendations 
(1) While broad interest rate liberalization depends on considerations of

much greater weight than the needs of microfinance, PBC could allow
progressively greater flexibility in interest rate setting in financial
institutions such as the rural credit cooperatives.

PBC will continue the process of interest rate liberalization by addressing related
problems in the state-owned enterprise and banking sectors, which must be
resolved beforehand. In the meantime, the progressive introduction of greater
flexibility in interest rate setting within institutions at the periphery of the financial
system, such as RCCs, will be a development favorable for microfinance. Further
widening of the “band” will secure this goal.

(2) PBC should continue to tolerate microfinance experiments, and should
authorize some expansion in the numbers and scale of such pilot projects.
It could encourage greater diversity in their methods of operation, as well
as some trials in “non-poor” counties.

The central bank’s permissive policy with respect to microfinance experiments,
such as those funded by external agencies or as initiated by Chinese entities such
as CASS, should continue. A statement authorizing some further expansion in the
numbers of such projects, and clarifying the permitted degree of scaling up,
would reduce uncertainty. Projects should be permitted to reach a scale at which
sustainability is feasible. PBC should also encourage such experiments in “non-
poor” counties, in addition to the designated “poor” counties, and mandate the
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introduction of a wider range of financial products and models of delivery, as
well as permitting higher interest rates, where local government officials are
willing to authorize these.

(3) Under Chinese conditions, the early introduction of a supportive policy
and regulatory environment is essential for microfinance to flourish. PBC
should contribute to the development of such a supportive environment
in cooperation with other relevant agencies.

In some other countries a thriving microfinance sector emerged in an environment
of limited regulation and benign neglect. However, the development of performance
standards and the creation by authorities including PBC of a supportive policy
and regulatory environment would be a prior condition, under Chinese conditions,
for the gradual emergence of local initiatives in microfinance.

(4) PBC should research microfinance operations in PRC in the light of
international best practice, with a view to informing itself better about the
experience of microfinance in PRC as well as defining minimum
performance standards for microfinance institutions (MFIs). This is
preferable to its authorizing any particular model or models of microfinance
for application in PRC.

Over time, PBC should conduct research on the variety of microfinance experience
in PRC and relate this to international best practice, with a view to informing itself
better about the subject, and to developing policies and a regulatory environment
supportive of the autonomous expansion of sustainable microfinance. Rather
than authorizing a model or models for application in PRC, PBC should define
minimum performance standards for MFIs, thus encouraging innovation and
adaptation to a wide range of economic and social conditions.

(5) The central bank should expand its own experimental microfinance
projects with rural credit cooperatives, including into “non-poor” 
counties as well as in the designated “poor” counties.

PBC should expand its own experiments in microfinance within the rural credit
cooperative system, in “non-poor” as well as “poor” counties. It should consider
the requirements, including capacity building and human resource development,
for the “roll-out” of its pilot project on a larger scale, and consider how these
might be met. 

(6) PBC should consult with other stakeholders, including practitioners, to
develop appropriate policies, regulations, and standards for MFIs. Stand-
ards should evolve in complexity as the microfinance industry itself
evolves, and should be tied to incentives for compliance. However, the
case of deposit taking calls for a more prescriptive approach.

PBC should be sensitive to the need for standards to evolve in complexity and
rigor only as rapidly as the microfinance sector itself develops, and to make
allowance for differing degrees of maturity among MFIs at any particular time.
The Philippines experience in setting standards may be instructive in this regard
(see McGuire et al. 1998). Further, PBC should tie standards to incentives for
compliance, rather than using them to disallow lending activities that fall outside
the guidelines. The case of deposit taking requires a more prescriptive approach,
however. Such a process of drafting appropriate policies, regulations, and standards
would require consultation with other stakeholders, including practitioners, and
PBC should develop procedures for such consultation. 

(7) PBC should develop constructive relationships with voluntary agencies
operating MFIs, and should clarify their right to offer loans and mobilize
savings under appropriate conditions.

The question of the broader status of NGOs within Chinese society is one that is,
strictly speaking, outside the province of PBC. However, constructive working
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relationships between PBC and the voluntary sector, as for example in the
processes described earlier, would provide examples of the potential for community
organizations to contribute to the solution of social problems. These might have
some broader demonstration effect. It would be appropriate for PBC to issue a
statement specifying that nonbank MFIs can engage in microfinance by making
loans, and can mobilize savings subject to particular conditions and to meeting
performance standards. A diversification of the range of institutions engaged in
microfinance and in the variety of models employed would be a healthy
development.

(8) PBC should sponsor the development of training capacity for microfinance
in PRC.

The central bank should stimulate the development of training capacity for
microfinance by contracting services from agencies such as the China Microfinance
Training Center and CANGO, as part of the necessary process of human resource
development just described.

(9) If appropriate, PBC should bid for some lending under official poverty
alleviation programs to be channeled via RCCs in future.

Should microcredit lending under the 8–7 Plan (or some successor program) be
continued after 2000 in some suitably revised form, PBC should consider whether
its experience with microfinance lending via RCCs justifies a bid for some poverty
alleviation resources to be channeled via the cooperatives, in addition to ABC.
This could be designed as a localized experiment, and might provide an instructive
comparison with the more conventional poverty alleviation lending. Experiments
with other institutional forms would also be desirable. 

(10)PBC’s efforts to raise the operational effectiveness of RCCs could include
the introduction of some microfinance practices as well as a greater degree
of interest rate flexibility and the financing of off-farm activities and
consumer lending.

The central bank should continue its efforts to raise the operational effectiveness
of RCCs (referred to earlier). It should consider how far the application of some
microfinance principles (such as group guarantee, payment by installment, linkage
of savings with credit) is capable of increasing the effectiveness of RCCs in general
for low income and near-poor clients, as well as the poor. Armed with a wider
band for lending rates, RCCs could gain greater experience in pricing loans for
risk. This might be done by giving more emphasis to financing off-farm activities
and to the development of consumer financing (as mandated by Governor Dai).
Such experience would be beneficial in preparing the way for the wider application
of sustainable methods of microfinance.

(11)PBC should consider moving to more decentralized management of RCCs
in time. This would be more conducive to creativity and differentiation in
the services offered.

Concerning RCCs, a conflict may arise between the roles of PBC as their
supervisor/regulator and as their effective “manager.” PBC assumed control of the
credit cooperatives from ABC as part of a broader process of financial system
reorganization and restructuring. In time it may be possible for the central bank
to adopt a more decentralized mode of management, which, in conjunction with
continued supervision and regulation by it, would be more conducive to creativity
and differentiation in the services provided by RCCs, including microfinance.
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There are some 60 million poor households in India, and while microfinance institutions
(MFIs) have made a start in providing financial services to these households, their outreach is
minuscule compared with the effective demand.  

The Reserve Bank of India and a closely associated institution, NABARD,  have undertaken a
wide range of activities designed to support microfinance. However, many of these have been
"developmental" initiatives of a financially repressive nature (such as directed credit requirements
and refinancing of loans to priority sectors) and have not contributed to the emergence of a
sustainable microfinance sector. 

There is a need to shift the focus further in favor of promotional activities such as training
and capacity building, and to promote understanding of the need for market-related interest rates.
It would also be appropriate to establish prudential regulation and supervision for larger MFIs with
client deposits.

Summary

Sanjay Sinha



Currency Equivalent

Currency Unit – Indian rupee/s (Re/Rs)

US$1 = Rs43.00 (at mid-1999)

Abbreviations

ASA Activists for Social Alternatives Trust

CFTS Cashpor Financial and Technical Services Limited

DCCB district central cooperative bank

DFI development finance institution

DICGC Deposit Insurance and Credit Guarantee Corporation

GDP gross domestic product

IDBI Industrial Development Bank of India

IMF International Monetary Fund

IRDP Integrated Rural Development Programme

LAB local area bank

MACS Mutually-aided Cooperative Society

M-CRIL Micro-Credit Ratings & Guarantees India Limited

MFI microfinance institution

NABARD National Bank for Agriculture and Rural Development

NBFC nonbank finance company

NGO nongovernment organization

PACS primary agricultural credit societies

RBI Reserve Bank of India

RMK Rashtriya Mahila Kosh (National Women’s Fund)

RRB regional rural bank

SHG self-help group

SEWA Self Employed Women’s Association, Ahmedabad

SIDBI Small Industries Development Bank of India

SRO self-regulation organization

UNDP United Nations Development Programme 

Note
In this report, “$” refers to US dollars.
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1 Introduction and Background

1.1 Human Development
India’s population of nearly one billion (some 980 million at end-1998), and low per
capita income ($410 in 1997/98) are the major factors underlying all initiatives to
promote the economic growth of the country. The annual population growth rate of
2.3 percent in the 1970s declined to 1.8 percent by 1996. However, though the poverty
ratio declined from more than 50 percent to 35 percent (in 1995), the absolute number
of poor in India increased from 164 million in 1951 to about 328 million by 1995.
Poverty incidence is also characterized by rural-urban and inter-regional disparities.
In rural areas, which account for around 75 percent of the population, the poverty
ratio is in excess of 37 percent, whereas in urban areas it is around 32 percent. The
poor are concentrated in the east and central regions of the country though other
states also have substantial numbers of poor people. Thus, though there has been
progress in reducing poverty, it remains widespread and constitutes a great burden
for the economy as a whole, and its removal is a major challenge for the policymakers. 

While growth with social justice and the alleviation of poverty have been the
explicit objectives of government policy in India for many decades, low investment
in human development continues to be an issue and a constraint. India’s Human
Development Index1 for 1999 was 0.545 in 1997 which resulted in the very low
international ranking of 132nd out of 174 countries. This reflects some very poor
social indicators such as an adult literacy rate of just 53.5 percent. Nevertheless, due
to the strained financial position of the states, which undertake about 90 percent of
social sector spending, government expenditure on the social sectors has declined
from 7 percent of gross domestic product (GDP) in 1990/91 to an average of 
5.9 percent of GDP during the period 1992–1996. Yet the Gini 2 index for expenditure
shares by percentile of population is 29.7 for 1994 and compares well with that for
income or expenditure distribution of many developed countries (World Bank 1999). 

1.2 Economic Performance
The economic crisis of 1991 resulted in a major reorientation of the economic policy
regime in India from high regulation to the introduction of more market-based
incentives for resource allocation and a more outward-oriented strategy aimed at
fostering integration with the global economy. This, combined with sound
macroeconomic management, resulted in a rapid recovery in GDP growth rate from
just 0.8 percent in the crisis year of 1990/91 to an average of 7 percent during 1994/95
–1996/97. However, political instability since 1996 and a sharp downturn in agriculture
during 1997/98 have resulted in more sluggish growth of around 5 percent over the
past two years. Despite the resulting increase in the fiscal deficit (to over 6 percent of

Poverty remains
widespread and
investment in
human
development is
inadequate

1 As calculated by the United Nations Development Programme (UNDP) and presented in
the Human Development Report 1999 (1999).

2   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.
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GDP), inflation has remained low (below 5 percent as measured by the wholesale
price index). The balance of payments is also reasonably strong with the current
account deficit of 1.5 percent in 1997/98 being offset by strong inflows of foreign
direct investment resulting in foreign exchange reserves of around $26 billion —
equivalent to some seven months’ import cover.

Over the period 1980–1997, there has been a significant shift in the structure
of the economy. The share of agriculture in value added has declined from 38 percent
to 27 percent while services increased their share from 36 percent to 43 percent, and
industry increased from 26 percent to 30 percent. This shift is not purely accounted
for by the growth in modern services sectors such as computer software, management
consultancy, financial services, and urban utility services but also by some growth in
micro-enterprise sectors such as vending and petty trading. The latter is at least
partially an indicator of the rise in absolute numbers of people affected by disguised
unemployment or engaged in marginal employment, particularly in urban areas.

1.3 Financial Sector
The first financial sector legislation for India was passed in 1904 with the Cooperative
Societies Act. Until the late 1950s, the cooperatives were the main institutional source
of credit for all loans in rural areas. India’s central bank, the Reserve Bank of India
(RBI), was established under The Reserve Bank of India Act, 1934. The Banking
Regulation Act, 1949 introduced a comprehensive system for the licensing of banks
and branches, and conferred regulatory and supervisory powers on RBI.

A significant impetus to the growth of the financial sector was provided by
bank nationalization from 1955 and by the government-promoted expansion of the
cooperative banks in the 1950s and 1960s for the purpose of making agricultural
credit readily accessible. Starting in 1975, the expansion of the rural banking network
was encouraged through the establishment of district-level regional rural banks (RRBs)
as subsidiaries of the major public sector commercial banks. At the same time, the
cooperative network was further expanded through the establishment of village-level
farmers’ service societies. Concurrently, a further development in the financial sector
was the growth of nonbank finance companies (NBFCs).3

The financial sector in India now incorporates a vast network of commercial
banks, cooperative banks, and RRBs as well as other financial institutions such as
development finance institutions, state-level finance corporations, NBFCs, insurance
companies, provident funds, and mutual funds. There are more than 160,000 retail
credit outlets in the cooperative and banking sectors, augmented by another 37,000
or so NBFCs. There are currently reported to be some 94,000 cooperative societies or
branches of cooperative banks, over 45,000 branches of the 27 public sector commercial
banks, and another 4,700 branches of 55 smaller private banks. In addition, there are
196 RRBs with some 14,400 branches, mainly in rural areas. There is also a growing
number of foreign banks operating but their reach, through some 190 branches, is
limited to the main cities (Reserve Bank of India 1998).

Financial services to the poor are provided mainly by the over 33,000 rural
and 14,000 suburban branches of the major banks and RRBs and by the 94,000
cooperative outlets — either bank branches or village-level societies. RRBs, in
particular, were established specifically to meet the credit requirements of the poor
— small and marginal farmers, landless workers, artisans, and small entrepreneurs —

The economic
policy regime has
been shifting from
regulation toward
market-based
incentives

3 The difference between banks and NBFCs is that the former can honor the checks of
depositors whereas the latter are not allowed to undertake third party transactions on
behalf of their depositors.

The financial
sector is vast:
some 160,000
retail outlets of
banks and
cooperatives, and
another 37,000
outlets of nonbank
finance companies



and should, therefore, have emerged as major sources of microfinance. A total of
140,000 credit outlets serving the rural sector and the poor implies the availability of
one institutional outlet for every 5,600 persons. Financial services to the poor, or
locationally disadvantaged, are also provided by the village or (town) neighborhood-
level agents of NBFCs as well as by numerous informal savings and credit associations
common in many parts of the country.4

2 Development of Microfinance
Microfinance is defined by the Asian Development bank 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” (ADB
2000, 1). This definition is certainly relevant to the Indian situation and is employed
for the purposes of this study.

2.1 Outreach and Sustainability
Bankers and senior government officers are fond of describing the Government of
India’s main poverty alleviation program, the Integrated Rural Development Programme
(IRDP), as the world’s largest program for providing micro-loans to poor people. And
so it is. It involves the commercial banks giving loans of less than Rs15,000 to poor
people and, in nearly 20 years, has resulted in financial assistance of around 
Rs250 billion to roughly 55 million families.5 The problem with IRDP is that its
design incorporates a substantial element of subsidy (25–50 percent of each family’s
project cost) and this has resulted in extensive malpractices and misuse of funds. The
net result is that estimates of the repayment rates in “the world’s largest microfinance
program” range from 25 to 33 percent. Thus, IRDP has affected the credibility of
micro-borrowers and hindered the recycling of loanable funds by commercial banks.
This has hindered the access of small borrowers, particularly the typically less literate
poor, to banking services.

Similarly, the entire network of primary cooperatives in the country and
RRBs — both sets of institutions established to meet the needs of the rural sector
generally and the poor in particular — has proved a colossal failure.6 Having been
saddled with the burden of directed credit and a restrictive interest rate regime, the
financial position of RRBs deteriorated quickly while the cooperatives suffered from
the malaise of mismanagement, privileged leadership, and corruption born of excessive
state patronage and protection. 

Over the past 20–25 years, the resultant vacuum in the financial system has
started to be filled, initially with the pioneering efforts of the Self Employed Women’s
Association (SEWA) Bank (Ahmedabad) and Working Women’s Forum (Madras), but
more vigorously during the 1990s by the advent of significant numbers of nongovern-
ment organizations (NGOs) into microfinance. Current estimates of the number of
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consequences for
the financial
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A vacuum in the
financial system
serving the poor
has attracted
alternative service
providers

4 See Rutherford and Arora (1997) amongst other sources of information on rotating savings
and credit associations, chit funds, and other informal means of obtaining finance. 

5 This suggests that virtually all the 60 million or so poor families have been covered by
IRDP. Unfortunately, this is not the case as the numbers include many cases of repeat
assistance (deliberate) and perhaps even more cases of unjustified selection of “bene-
ficiaries.”

6 For a more detailed discussion, see EDA Rural Systems (1996).
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NGOs engaged in mobilizing savings and providing micro-loan services to the poor
— roughly since 1994 — lie in the range of 400–500 organizations. 

Initially, many of these NGO microfinance programs — better known in
India as microfinance institutions (MFIs) — were funded by donor support in the
form of revolving funds and administrative grants. In recent years 7 the National Bank
for Agriculture and Rural Development (NABARD), the Small Industries Development
Bank of India (SIDBI), and microfinance promotion organizations such as the Rashtriya
Mahila Kosh (RMK, the National Women’s Fund) have also started to take an active
interest in providing bulk loans to MFIs. This has resulted in MFIs becoming
intermediaries between the largely public sector development finance institutions and
retail borrowers consisting of groups of poor people or individual borrowers living in
rural areas or urban slums. In another model, NABARD has taken to refinancing
commercial bank loans to self-help groups (SHGs) in order to facilitate relationships
between the banks and poor borrowers.

Though MFIs have made a start in providing financial services, primarily
credit, to the poor, their outreach is still minuscule in comparison with the problem.
The cumulative disbursements of bulk loans to MFIs by domestic financial institutions
did not exceed Rs775 million ($18 million) by September 1998 with an outreach to no
more than 0.5 million families — at best less than 1 percent of the poor in India.8

Even allowing for a significant volume of donor grants, the total coverage is likely to
be less than 1.5 million families.

It is apparent that the involvement of commercial banks in microfinance is
negligible both in relation to the current volume of microfinance and (even more so)
to their broader engagement in rural areas. The total credit from the scheduled
commercial banks to the ”weaker sections”9 is estimated at Rs290 billion ($6.7 billion)
at the end of March 1998 compared with the total rural deposits of Rs1,330 billion
($31 billion). 

Direct finance to MFIs is limited by continuing widespread skepticism about
the credibility of micro-borrowers and failure to appreciate the potential for savings
among the poor. By extension, this skepticism extends to the capacities of MFIs. The
problem is compounded by the lack of exposure of most bankers to NGOs and MFIs
and their consequent inability to assess adequately the latter’s implementation
capabilities. As a result, even in the case of the NABARD scheme for linking SHGs
directly with banks, progress and outreach has been limited to just Rs180 million 
($4.2 million) disbursed and, at most, 200,000 families covered.10

MFIs in India operate in a situation that is characterized by some 60 million
families living below the poverty threshold — perhaps 35 percent of the country’s
population. Yet, as the previous discussion shows, the cumulative outreach by MFIs
to such families is no more than 1.5 million (2.5 percent). Thus, even without
attempting any estimate of the effective demand for microfinance services among the
poor, it seems there is likely to be a huge demand-supply gap for credit as well as a
failure to exploit the potential for savings. MFIs in India have outstandings of around
Rs450 million ($10.5 million) from bulk lending institutions, roughly the same amount

The outreach of
MFIs is minuscule,
while the
involvement of
commercial banks
is negligible

7 Roughly since 1994.

8 There is probably considerable double counting in these numbers and the real outreach is
unlikely to be more than 0.8 percent of the total. Source of data is information available
from EDA Rural Systems in India (1996, 1998).

9 “Weaker sections” — official parlance in India for the poor and underprivileged sections
of society. Includes all families officially classified as poor but also some non-poor who
belong to the lower caste categories of Hindu society or to specified groups of other
religious minorities.

10 Bankers’ attitudes which limit commercial bank exposure to microfinance are extensively
discussed in Goodwin-Groen (1998).



from donors, and another Rs0.5–0.6 billion in member savings leading to a total of
Rs1.4–1.5 billion in outstanding capital.11 Such evidence as is available, on the other
hand, suggests that effective demand is overwhelmingly in excess of this.

This impression is strengthened by information from the 43rd round of the
National Sample Survey, which indicates that 53.6 percent of rural female workers
expressed the need for assistance in the form of initial finance, and 22 percent felt a
need for working capital facilities to undertake income-generation activities.12 The
issue of price is, of course, relevant to the effective demand for credit. Many observers
believe that the 12.5 percent interest per annum limit of banks only limits the availability
of capital to the poor who would be perfectly willing to borrow at anywhere from
30–50 percent interest per annum. The work of EDA Rural Systems (1996, 1998)
shows that this is the case, and that the real issue for the poor is availability and
access to micro-loans, not price. 

2.2 Diversity of Models
Microfinance providers may be classified as those who operate in the formal sector
and those operating in the informal sector. In the formal sector, banks, cooperatives,
and NBFCs are the key institutions. In the informal sector, traders and moneylenders
are the main sources while NGOs/MFIs may be classified as semi-formal. A 1996
study shows the informal sector as the credit market for the poorer households and
that with an increase in household income, access to institutional sources of credit
improves (BASIX 1996).

One of the reasons cited for the formal sector not being popular with the
poorer households is their need for consumption credit, which is not usually offered
by the formal sector institutions. The informal sector money market simply judges the
creditworthiness of borrowers rather than the purpose of the loan. 

Formal Sector
In this sector, credit is channeled to small borrowers mainly through cooperatives and
banks. The formal sector microfinance providers are generally regarded as very
bureaucratic and are characterized by high transaction costs, subsidized interest rates,
and considerable procedural requirements. NBFCs also operate, through village and
area-level agents, on the margins of the sector and are much more accessible and less
bureaucratic. However, until now they have also been largely unregulated and less
credible as trustworthy providers of finance. In recent years the development finance
institutions — NABARD, SIDBI, the Housing and Urban Development Corporation —
have emerged as wholesale providers of finance to MFIs, usually NGOs or SHG
federations. More specifically, other than finance provided by commercial banks
under the disastrous poverty alleviation schemes such as IRDP, the main formal sector
sources of microfinance are as follows.

Primary Agricultural Credit Societies 
The primary agricultural credit societies (PACS) operate at the village level and
advance loans for productive purposes. Their short- and medium-term lending (six-
month crop loans to three-year irrigation and other loans) is supported by district
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11 Estimates based on the research of EDA Rural Systems and M-CRIL’s developing MFI
database.

12 The 43rd National Sample Survey findings indicate a significant demand-supply gap in
availability of credit for rural women. It also states that latent demand could be much
higher than the findings.



central cooperative banks (DCCBs) which make loan funds available to PACS. DCCBs,
in turn, are supported and supervised by state cooperative banks. Through refinancing
and supervision, the state cooperative banks provide the link between RBI and the
national money market, on the one hand, and the lower levels of the cooperative
credit structure, on the other. 

In theory, the cooperative sector is a much easier source of finance than the
banks. However, most of the tens of thousands of village-level PACS in the country
are non-functional due to financial mismanagement, failure to mobilize village-level
savings, and inability to recover dues. In 1984/85, only 56.5 percent of PACS are
reported to have been working at a profit and in 1989/90 the proportion of overdues
was reported at 40 percent. More than 50 percent of the overdues were more than
three years old (Misra and Puri 1995).

Nonbank Finance Companies
NBFCs have a fairly extensive network of agents engaged in providing services at the
village and urban neighborhood level. However, NBFCs function mainly as mobilizers
of savings from the rural and suburban middle classes and it is only in recent years
that they have started lending operations. Since these operations are predominantly
oriented towards the financing of vehicles and consumer durables such as motorcycles,
tractors, and television sets, they rarely serve the main microfinance needs of the
poor. At present, there are only three NBFCs with a commitment to function as MFIs.
These are BASIX, Hyderabad, Sangha Mitra of Bangalore, and CFTS, Mirzapur, Uttar
Pradesh. Among the three, while CFTS could be classified as an MFI as its client focus
is exclusively poor, in the case of BASIX, the focus is on the community which may
cover non-poor as well. Sangha Mitra intends to make bulk loans to SHGs but has not
started operations yet. 

Informal Sector

Traders, Moneylenders, Friends, and Relatives
Informal sources of finance are popular with low income and low asset-owning
households. The main actors in this sector are traders/moneylenders, friends/relatives,
neighborhood SHGs, revolving savings and credit associations of various forms, and
NGOs. Poor women in particular tend to borrow small sums, frequently for domestic
consumption purposes, and in a male-dominated society are less able to cope with
formal mechanisms outside their local environments. For them, informal sources of
finance represent an essential component of their daily lives, and the formal financial
structure is still a mysterious element of the inaccessible world beyond. In this
situation, the availability of finance, virtually at the doorstep, rather than its cost, is the
crucial factor.
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Informal Finance: Sources of Comparative Advantage
Informal sources of finance have continuing appeal for low income 
people, based on:
• their far greater accessibility — available quickly within the village

or neighborhood and requiring virtually no paperwork
• their high degree of flexibility — terms and size of loans being

negotiable and the purpose of borrowing mostly unrestricted. 
These advantages should be incorporated, as far as possible, into MFI 
operations and supported by the policy, regulatory, and supervisory 
environment.



Semi-formal Sector: NGO Microfinance Institutions
Amongst NGO MFIs, the following approaches are common (EDA Rural Systems
1996):

(i) SHG programs. The operations of SHGs are based on the principle of revolving
the members’ own savings. External financial assistance augments the resources
available to the group-operated revolving fund. Savings thus precede borrowing
by the members. In many SHG programs, the volume of individual borrowing is
determined either by the volume of member savings or the savings of the group
as a whole. The vast majority of MFIs in India have SHG-based programs. Some
of these are MYRADA, SPMS of Tirupati, the groups organized by the DHAN
Foundation, Madurai and Chaitanya of Maharashtra. Many NGOs operate
microfinance programs by organizing federations of SHGs to act as the MFI which
channels external loan funds to the poor. The NABARD program is essentially a
variation of this model but involves refinance for commercial bank loans direct to
SHGs rather than via bulk loans to MFIs.

(ii) Cooperatives. All borrowers are members of the organization either directly or,
in the case of cooperative banks, indirectly, by being members of primary
cooperatives or associations which are members of the cooperative bank.
Creditworthiness and loan security are a function of cooperative membership
within which peer pressure is assumed to be a key factor. The magnitude and
timing of savings and loans are unrelated though a special effort is made to
mobilize savings from members. There are only a handful of cooperative credit
societies in India devoted specifically to providing financial services to the poor.
Amongst these are SEWA Bank, Indian Cooperative Network for Women, Tamil
Nadu, and the cooperative credit societies affiliated to the Hyderabad-based
Cooperative Development Foundation. Over the past couple of years the Mutually-
aided Cooperative Society (MACS) has emerged in Andhra Pradesh as a new type
of institution with greater independence from government administrative controls
than in the past. There are now a number of MACS, such as Mahila Vikasa,
operating as MFIs.

(iii) Grameen replicators (those following the model developed by the Grameen
Bank of Bangladesh). These undertake individual lending but all borrowers are
members of groups within which peer pressure is the key factor in ensuring
repayment. Each borrower’s creditworthiness is determined by the overall
creditworthiness of the group. Savings are a compulsory component of the loan
repayment schedule but do not determine the magnitude or timing of the loan.
There are no more than 8–10 organizations in India known to be following this
model. The prominent ones are SHARE, Activists for Social Alternatives Trust
(ASA), and Rural Development Organization, Manipur.

2.3 Regulation of Microfinance
The present level of regulation of microfinance in India is negligible. While informal
moneylending is nominally not permitted, there is no effective control that can be
exercised in a situation where formal record keeping is virtually unknown. Though
primary cooperative societies are supervised by state-level departments of cooperation,
both the technical competence and the motivation of the staff of these departments
are questionable. Even the functioning cooperatives generally have a poor reputation
as microfinance service providers. NBFCs, though nominally regulated by accounting
and reporting requirements to the Department of Company Affairs as well as to RBI,
are so numerous that, in practice, they have proved very difficult to regulate. The
resulting incidences of fraud and default13 have, however, forced RBI to reconsider
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the situation and require all NBFCs to register with it, as well as to follow more
stringent prudential norms than in the past. However, with over 45,000 NBFCs having
applied for registration, the task of regulation remains huge in relation to the resources
and capacity of RBI.

MFIs not registered as cooperatives or NBFCs are almost completely
unregulated. They have only nominal reporting requirements under their registration
as charitable societies or trusts, and no prudential regulation at all. Technically, most
MFIs collecting client savings are in violation of Section 45S of the RBI Act, which
prohibits the mobilization of public deposits — whether or not from members —
without the specific permission of RBI. Nevertheless, in view of the implications of
microfinance for the credit needs of the poor, RBI has, in practice, turned a blind eye
to these activities. Instead, it has tacitly supported such unregulated public deposit
taking through circulars encouraging banks to participate in the SHG linking scheme
of NABARD, and by encouraging them to advance loans to NGOs for the purpose of
on-lending to SHGs. Under RBI’s directed credit requirements all such loans qualify
for consideration as advances to the priority sector. 

3 Role of the Central Bank

3.1 Mandate and Role of the Reserve Bank of India
The mandate and role of RBI includes maintaining monetary reserves for securing the
monetary stability of the country and generally operating the currency and credit
system of the country as well as acting as banker to the central government. RBI is
also responsible for the development and maintenance of an effective payments
system, development of financial markets and financial infrastructure, and prudential
supervision of formal financial institutions — including both banks, other financial
institutions, and NBFCs — as well as for deposit insurance.

The macroeconomic objectives of RBI are primarily the “pursuit of price
stability and ensuring the availability of adequate credit to the productive sectors of
the economy …” (Reserve Bank of India 1998). The means of achieving these twin
objectives includes the conduct of monetary policy, including exchange rate policy,
and acting as lender of last resort. As discussed earlier, RBI has played a role in
prudential regulation and supervision of the banks and the financial system since
1936, but the role was greatly strengthened after the two major episodes of bank
nationalization in 1969 and 1980. It covers all segments of the formal financial sector
including public, private, and foreign banks, RRBs, other financial institutions, and
NBFCs. To this extent RBI certainly dominates the financial system in India, though
with deregulation and liberalization in recent years, RBI’s dominance has been
deliberately reduced in most segments of the system. 

3.2 The Central Bank and its Subsidiary Institutions
RBI’s developmental objectives have resulted in its spawning a range of subsidiary
development finance institutions (DFIs). Those DFIs with relevance for microfinance
were established for:

(i) Accelerating the flow of credit for agriculture and rural development (via NABARD). 

(ii) Directly providing credit facilities to small and micro-scale industries (SIDBI). 
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(iii) Improving availability of funds for housing development, particularly for the poor
(the National Housing Bank). 

(iv) Providing insurance cover to small depositors as well as undertaking third party
guarantees on small loans advanced by the banking sector (Deposit Insurance
and Credit Guarantee Corporation or DICGC).

Over the years RBI initiatives have plugged gaps in the financial structure at various
times and facilitated the development of important segments of the financial system
with varying degrees of success. In recent years, RBI has started to divest itself of the
more successful (as well as the least successful) of these initiatives. Thus, RBI
subsidiaries such as the National Housing Bank have yet to establish themselves
convincingly as independently viable commercial entities, and therefore continue to
be fully controlled by the Government either directly or via major shareholdings of
other public sector institutions. DICGC, on the other hand, has accumulated huge
losses and is on the point of being dissolved or heavily restructured.

While promoting the development of financial markets, organizations such
as NABARD and SIDBI also play a significant promotional role in developing instruments
and mechanisms for promoting the flow of finance for their mandated economic
sectors. Thus, for instance, NABARD has specific re-financing schemes for irrigation
and watershed development projects, while SIDBI has a whole department for
providing both subsidies and loans to small productive enterprises to enable them to
test innovative ideas for marketing their products. 

Both institutions also experiment with methodologies for enabling them to
fulfill their mandates more efficiently. NABARD’s program of linking microfinance
SHGs with banks is one such experiment. Apart from providing wholesale loans (and
administrative grants) directly to NGOs for on-lending to micro-borrowers, SIDBI has
also experimented with the promotion of micro-enterprises through the provision of
professional support for identified entrepreneurs. These are supply-led initiatives
intended to encourage the commercial banks to take more interest in the very small
borrower/producer at the small town and village level. These promotional activities
are, of course, intended to reinforce the institutions’ credit operations as are NABARD’s
other activities like the institutional development of cooperative banks and the
organizational development initiative undertaken with RRBs since 1996.
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3.3 Financial Repression
Repression of the financial sector in India takes several forms. These include all liquid
asset requirements (cash reserve requirement and statutory liquidity ratio), priority
sector credit allocation, preferential re-discount facilities, and credit guarantee schemes.
The scheduled banks in India are required to maintain a minimum cash reserve with
RBI. This requirement has been progressively reduced from around 15 percent of
their net demand and time liabilities, some five years ago, to 10.5 percent today. The
statutory liquidity ratio requiring the banks to maintain a portfolio of liquid assets
(government and other approved unencumbered securities) has also been progressively
reduced and is now limited to 25 percent of net demand and time liabilities over and
above the minimum cash reserve requirements. This is the minimum level specified
under the Banking Regulation Act. These ratios have been used as an instrument of
monetary policy over the years and have greatly reduced the availability of credit in
the system. 

In the past RBI also controlled the cost of credit with a cap on interest rates
chargeable for microfinance, and fixed levels of interest chargeable for other types of
credit. These controls have gradually been removed during the liberalization that has
taken place since 1991. The last controls on microcredit — a cap on interest rates of
12.5 percent per annum for all loans to small borrowers needing less than Rs25,00014

— were removed at the end of August 1996 for the cooperative sector and RRBs. With
an increasing concern for the viability of the entire financial system, even this cap on
the cost of microcredit was increased over the years and rose from around 10 percent
per annum ten years ago to the 12.5 percent per annum limit of early 1996. It has now
been altered further to a maximum level equivalent to the prime lending rate. So far
as savings are concerned, interest rates payable on all time deposits were also gradually
deregulated, and the specified rates have now been abolished altogether.

All banks — commercial banks, RRBs, and cooperative banks — are required
by RBI to allocate 40 percent of their total advances to the priority sector. Priority
advances are defined as loans for agriculture — both crop loans and loans for
infrastructure development — loans to small and micro-enterprises, and an amorphous
category of other sectors which includes housing loans and microfinance loans. The
specific allocations to agriculture, small/micro industry, and other sectors are required
to be 18 percent, 12 percent, and 10 percent respectively of their overall credit
portfolio.

Traditionally, commercial banks reluctant to put resources into large numbers
of relatively small loans have found ways of reducing their transaction costs. Thus, in
recent years, with the liberalization of RBI’s definitions, increasing funds have been
lent to NABARD and SIDBI by commercial banks — albeit at relatively low rates of
interest — in order to increase the ratio of priority sector advances on commercial
bank balance sheets. Banks have generally failed to meet the requirements of priority
sector advances. Over the period from 1991/92 to 1996/97, the levels achieved by the
public sector banks ranged between 30 percent and 35 percent with the State Bank
of India recording an average of around 27 percent — this despite the fact that the
bulk of such lending is promptly re-discounted by NABARD, SIDBI, or one of the
other DFIs.

It is in order to provide further encouragement to banks to lend to the same
priority sectors that the credit guarantee schemes were launched with the establishment,
in 1971, of DICGC. Since it was mandatory for commercial and rural banks to
participate, the Small Loan Guarantee Scheme of the corporation covered 50 percent
of principal and accrued interest, up to 1995, on 80 percent of all small loans provided
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in India. However, the scheme was a colossal failure as extensive defaults on directed
credit schemes resulted in a high level of claims which rendered the whole scheme
uneconomic, and the corporation found it impossible to handle the large volume of
claims.15 By 1997, when the scheme was made optional for the banking system,
banks had voted on the scheme by default and deserted it to the extent that claims
received declined from some 6.0 million in 1996/97 to just 0.54 million in 1997/98
(Reserve Bank of India 1998). Most banks have now created their own risk funds to
insulate themselves from the defaults occurring in directed credit schemes.

3.4 Regulation, Supervision, and the Independence 
of RBI

Rules framed under the Banking Regulation Act of 1949 require all scheduled
commercial banks, RRBs, and cooperative banks in India to submit to the licensing,
regulation, and supervision of RBI.16 In practice, this has meant licensing by RBI for
all banks but inspection and supervision of only the commercial banks, since the job
of inspecting RRBs and cooperative banks has been delegated to NABARD, and
supervision of RRBs to the “parent” commercial banks. However, the licensing of
bank branches has remained the direct responsibility of RBI and this, together with
the allocation of restricted “service” areas to individual rural branches of banks, has
effectively restrained competition. Though licensing policy has been greatly liberalized
in recent years, effective competition in rural areas continues to be limited by the
reluctance of the public sector banks to break the mold from the social(-ist) orientation
of the past. 

As the previous discussion shows, ownership of most of the banking sector
by the Government has resulted in the use of the public sector banks to promote its
developmental and social objectives in other ways as well. Commercial objectives
have not been given much importance and the incentives for appropriate loan
assessment and monitoring of performance did not receive much attention, as managers
were unlikely to suffer the consequences of bad loan decisions. Both managers and
regulatory authorities focused excessively on quantitative indicators such as growth
in lending and deposits as well as branch expansion rather than on costs, credit
quality, and the capacity of borrowers to service loans. Directed lending forced banks
to lend in non-viable areas at interest rates that did not reflect the risks involved.
Thus, nonperforming assets in priority sector lending were higher than in other areas,
and historically high cash reserve requirements and statutory liquidity ratio  requirements
resulted in reduced returns on bank asset portfolios.

In keeping with this relatively lax banking culture, income recognition norms
until 1992/93 allowed banks to recognize interest due but not paid as income, and to
make inadequate provisions for nonperforming loans. The problem of such loans
was compounded by periodic loan waiver schemes, and corrective action on problem
accounts was deferred as debt recovery procedures were inadequate and bank claims
were difficult to enforce through the legal system. This lax regime also resulted in
considerable fraud in the banking system which came to light only with the tightening
of norms in the early 1990s. 

The economic crisis of 1990/91, however, resulted in a considerable tightening
of norms for the banking sector and much greater and closer supervision. Annual
memorandums of understanding between RBI and the major commercial banks were
introduced in 1993. These memorandums set up performance criteria related to
profitability, internal controls, modernization, capital adequacy, nonperforming loans,
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and business growth which have to be met during the financial year 2000/01. The
weakest banks have been placed under close surveillance, and it is only those that
meet certain minimum standards which have been given relative autonomy in their
administration and recruitment. A committee was also appointed to consider the issue
of banking sector reform and made a number of recommendations in the areas of
prudential regulation, supervision, disclosure, and the recapitalization and structural
transformation of the financial system (Government of India 1998). The recom-
mendations of the committee are now in the process of being implemented and,
together with the earlier reforms, have resulted in improvements in asset quality and
transparency of the banking system.

As is apparent from this discussion, conforming to the picture of typical
developing country central banks (Fry 1998), RBI was fully subservient to the
Government of India 25 years ago. However, the reforms of recent years have also
brought relief to India’s central bank in the form of substantial independence, to the
extent that interest rate policy is now subject to discussion between the Government
and RBI. Interest rate policy is not believed to be government directed any longer. On
regulation and supervision of the banking sector also, the reforms of the 1990s have
brought near-complete independence to the central bank.

4 Central Bank Support for Microfinance
Initiatives

4.1 Perceptions of RBI about Microfinance
Starting with a circular issued in 1991 which exhorted banks to participate in NABARD’s
pilot program for linking SHGs with commercial banks, microfinance has received
increasing recognition by RBI in recent years. The central bank’s perceptions about
microfinance are apparent from its 1996 circular which reviewed the experience of
the pilot program: 

… the efficacy of the SHGs as an effective mode of rural savings mobilization and
credit delivery to the poor has been demonstrated in the pilot phase and since the
linkage of targeted 500 SHGs has already been achieved, it has been decided to
extend the SHGs linkage program beyond the pilot phase as a normal business
activity of banks to improve the coverage of the rural poor by the banking sector.
Accordingly banks may consider lending to SHGs as part of their mainstream credit
operations both at policy and implementation level (Reserve Bank of India 1996). 

The circular not only indicated the continuation of the pilot program as
mainstream banking activity but also clarified that lending to SHGs and/or NGOs for
the purpose of on-lending could be included in the priority sector lending requirement.
RBI’s active support was, however, limited to this level until November 1998 when
the governor of RBI attended the Policy Forum on Microfinance organized by Women’s
World Banking in Ahmedabad. Emerging from the forum was crystallization of RBI’s
increasing interest — a decision taken, at the instance of the governor, that NABARD
should constitute a task force on microfinance. The objective of forming the task
force was 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 task force completed its work in July 1999 and the final report, incorporating
specific recommendations for regulatory and promotional measures to be taken by
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RBI and/or the Government, was presented to the governor of RBI in October 1999.
Amongst the key recommendations were:17

(i) Introduction of regulation and supervision of MFIs by means of self-
regulation organizations (SROs). These would be registered as nonprofit
organizations “evolving from the MFI sector.” SROs would need to be recognized
by RBI, and a mechanism for the purpose of recognition would need to be
worked out in consultation with all institutional stakeholders in the microfinance
sector, including MFIs. Until SROs emerge, regional offices of RBI or agencies
designated by RBI would need to undertake this task. 

(ii) Introduction of compulsory registration with the regulatory authority for
all MFIs. Regulation and supervision would be limited to 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) Introduction of reserve requirements. Ten (10) percent of savings mobilized
would be placed in bank deposits by organizations with client savings in the
range Rs200,000 to Rs2.5 million, and 15 percent of savings mobilized for
organizations with client savings in excess of Rs2.5 million. Apart from reporting
to a national authority the latter would have to comply with prudential norms that
are specified by RBI “if necessary in consultation with NABARD.”

(iv) Treatment of MFIs as bodies corporate for the limited purpose of Section
45S of the RBI Act. This is in order to mobilize savings only from their poor
clientele as part of the financial services provided to them. The RBI Act would be
amended, if necessary, to provide for this. MFIs mobilizing deposits from members
of the public besides their poor borrowers or clients would have to comply with
the existing regulations of RBI and would not be covered by these provisions.

(v) Introduction of a special dispensation for MFIs registered as NBFCs pro-
vided they are registered under Section 25 of the Companies Act as not-
for-profit organizations. Such companies would not be required to follow the
regulatory and minimum capitalization norms of other NBFCs but would be
subject to the prudential norms applied to MFIs. They would be granted exemp-
tion from income tax under Section 12A of the Income Tax Act. The aim of this
recommendation is to enable and encourage the professionalization of the
microfinance sector.

(vi) Mainstreaming and up-scaling of the program for linking SHGs with
commercial banks. This is designed to achieve the target of linking one million
SHGs with commercial banks by 2008. There was recognition of the need to
make funds, of the order of Rs3 billion ($70 million) up to 2008, for capacity
building of NGOs and MFIs engaged in the creation of SHGs for this purpose.

(vii) The establishment, at NABARD, of a microfinance development fund. The
fund would be established with an initial start-up contribution of Rs1 billion 
($23 million) from the Government of India and with annual contributions from
the profits of RBI and NABARD. The fund would be used to support capacity
building of MFIs including creation of hardware, and provision of equity and
start-up grants for meeting deficits in the initial years of MFI operations.

During the presentation, the governor of RBI promised that the recommendations of
the task force would be examined in detail and appropriate measures would be
taken. However, he did not offer much hope of any kind of regulation being introduced.
It was his view that regulation would only result in bureaucratic restrictions on the
activities of MFIs. In January 2000, RBI announced that NBFCs undertaking the
business of microfinance and registered under Section 25 of the Companies Act would
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no longer be subject to the strict registration and prudential requirements of other
NBFCs.18 Another circular, issued 25 February 2000, clarified that bank lending to
microfinance, whether through SHGs or MFIs, could be included in the priority sector
lending requirements imposed upon them. The banks were, thereby, encouraged to
lend to the microfinance sector based on their own selection criteria for MFIs, and
also given freedom to set their own interest rates for this purpose.19

In February 2000, the finance minister announced in his budget speech to
Parliament the creation of a Rs1 billion fund for the promotion of microfinance along
the lines requested by NABARD. However, at the time of writing (May 2000), this had
not yet been operationalized. RBI has exempted NBFCs registered under Section 25
of the Companies Act as not-for-profit companies from some of the regulatory
requirements, but in practice such companies are still not allowed to raise deposits
and they are effectively limited to lending activities. Therefore, much remains to be
done to realise the recommendations of the task force.

4.2 Developmental Activities for Microfinance
As discussed in Section 3, many of the initiatives of RBI, particularly in the 1970s and
1980s, were aimed at achieving developmental and social objectives. The stated
objective of the whole gamut of initiatives was to ensure access and limit the cost of
credit to the vast majority of relatively poor potential borrowers in rural areas.
Specifically, these initiatives included nationalization of the major commercial banks,
directed credit (requirements to lend to the priority sectors), interest rate regulation
(especially lending to the poor at a differential interest rate of 4 percent per annum),
and credit guarantees for small loans. Currently, much of the priority sector lending
is undertaken with refinance from NABARD though measures like interest rate
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regulation and credit guarantees have fallen by the wayside. NABARD uses mainly its
own funds — contributed as share capital or borrowed from RBI for this purpose
though some programs are financed by the Government. Finances for the Rural
Infrastructure Development Fund, for instance, are allocated by the Department of
Finance to NABARD as budgetary provisions. Refinance of small loans (below Rs25,000)
is at 6.5 percent per annum for RRBs and cooperative banks, and 8.5 percent per
annum for commercial banks. 

The only form of regulation still applicable for microfinance by the banking
system is that the rate of interest charged by commercial banks to the final borrower
is capped by the prevailing prime lending rate. In early 2000, prime lending rates of
most commercial banks were around 15 percent per annum. With RBI’s circular of 
24 April 1999, however, banks were allowed the discretion to set their own interest
rates for loans to MFIs and SHGs. While RRBs and cooperative banks are not subject
to any interest rate regulation even for direct microfinance, this measure of deregulation
has not had any practical impact on the availability of credit to small borrowers. The
reason for this is that perceived political and social pressures have limited the interest
charged by RRBs and cooperative banks to the levels charged by commercial banks
on loans less than Rs25,000. Interest rates paid on savings by RRBs and cooperative
banks tend to be a little higher than those paid by commercial banks but, at between
0.25 and 0.5 percent per annum, these differences are not significant.

In the current economic situation in India, however, the issue of interest
rates may be entirely different from the presumed upward pressure on lending rates
which might be expected to result from deregulation. With annual inflation at 
3–5 percent, bank lending rates of 15–18 percent per annum are now so high in real
terms as to be crippling for large investors. Yet, banks with historically high levels of
nonperforming assets and inefficient operational systems are reluctant to reduce
margins. As a result, while there are positive incentives for savers in the system,
borrowers are poorly served. In the long run, the issue for RRBs, local area banks
(LABs), and cooperative banks may not be so much whether or not they are able to
increase their lending rates substantially as whether they can improve efficiency to
levels at which even the current lending rates may be profitable. RBI could, perhaps,
facilitate this by promoting the idea of new loan windows that adhere to the norms
of credit discipline applied in modern microfinance, while accounting separately for
their more conventional loan products which have historically high levels of
nonperforming assets.

4.3 Promotional Activities for Microfinance
RBI has played a constructive, if indirect, role in microfinance by ensuring price
stability in the country. While the average annual rate of inflation in India over the
past 12 years has been around 9.8 percent, over the period 1995/96 to 1998/99
consumer price increases have been even lower, in the range of 7–8 percent (Govern-
ment of India 1999). This has enabled microfinance activities to be undertaken in the
country in an atmosphere of economic stability, facilitating financial planning by MFIs
and protecting the value of the savings of the poor clients served by MFIs.

The two main direct initiatives of RBI in promoting microfinance have already
been referred to. The SHG linking program of NABARD has received increasing
emphasis during the past few years and, as already discussed, is now being encouraged
as a regular program of the banking sector. By March 1999, this program is reported
to have linked some 33,000 SHGs and covered approximately 560,000 families.20
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Most of the scheduled banks in India are said to have participated in the program
which had reached 279 of the 650 or so districts in the country and involved the
participation of 545 NGOs. 

A few banks have apparently become closely involved in the SHG linking
program. These include Canara Bank amongst the major commercial banks. The
Bank of Madura Ltd — a private commercial bank — is said to have found the
program so satisfactory that it has been adopted as part of its strategy for achieving
viability for its 104 rural branches. The experience of a handful of RRBs and district
cooperative banks is also reported to be extremely good. So enthusiastic is NABARD’s
management with the program that it has now set itself the target of reaching one
million SHGs by the year 2008, up from an expected 75,000 SHGs to be linked during
1999/2000.

However, the financing of the program by NABARD has until now been
from a special fund contributed by the Swiss Agency for Development and Cooperation.
This Rs550 million Credit and Financial Services Fund is used partly as a revolving
fund for refinancing the SHG linkage program, and partly to make bulk loans to
NGOs undertaking experimental endeavors in the direct implementation of micro-
finance. It is also used for microfinance training, exposure, and capacity building of
both bank and NGO staff.

As already discussed, RBI’s senior management has now fully recognized
that microfinance is a desirable goal and they would like to assist the financial system
in increasing the focus on it. It is for this reason that RBI’s governor encouraged the
formation of the microfinance task force to advise it on the appropriate promotional
and regulatory framework for microfinance. In April 1999, a microcredit special cell
was also created at RBI. The objective of the cell — staffed by a senior commercial
banker familiar with microfinance — was to identify and suggest practical measures
for making microfinance a sustainable and “marketable product” for the entire financial
system. It was expected that the cell would take account of the recommendations of
the microfinance task force (as summarized in Section 4.1) and undertake extensive
discussions with banks and MFIs before making its recommendations. The measures
announced by RBI in January-February 2000 (already referred to) resulted partly from
the recommendations of the cell.
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5 Regulation and Supervision of Banks

5.1 Licensing and Minimum Capital Requirements
As noted already, nonbank MFIs are not permitted to accept deposits from the general
public. Indeed, the legality of their acceptance of client savings as deposits is
questionable within the provisions of Section 45S of the Reserve Bank of India Act.
For this reason, under the present dispensation, MFIs could only legally expand their
sources of funds and provide a full range of microfinance services to poor clients if
they are either well-established NBFCs, with substantial owned funds, or have banking
licenses.21

The possibility of obtaining such banking licenses is constrained at the first
level by the minimum capital requirements which 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). This naturally limits the scope for establishing the kind of
small banking structure that would be able to operate locally, as MFIs do, in order to
focus on services to small borrowers.

A more likely route — one taken by the well-known MFI, SEWA Bank — is
that of establishing small urban cooperative banks. The minimum capital requirements
for such banks range from Rs5 million ($116,000) in large metropolitan areas, 
Rs1 million ($23,000) in small metropolitan areas, to just Rs10,000 ($230) in suburban
areas. In the past such banks have been allowed to operate only in one urban area.
Though SEWA Bank has now been allowed to operate in some rural areas, the extent
to which it would be possible for an MFI, under these provisions, to obtain a banking
license to operate predominantly in rural areas is still unclear.

As noted in Section 2.1, the 196 RRBs in the country were nominally established
to serve the needs of small borrowers (mainly) in rural areas. Having been saddled
with the burden of directed credit and a restrictive interest rate regime, the financial
position of RRBs deteriorated drastically. The RRB rehabilitation efforts of the 1990s
have resulted in a turnaround of most RRBs but usually at the expense of high cost
rural lending which was, unfortunately, unsustainable in the earlier regime of controlled
interest rates. Most RRBs have now increased interest rates on savings deposits and
improved customer service to facilitate deposit mobilization. However, given their
historically high ratio of nonperforming loans (a large proportion of which were
made under IRDP), they have become exceedingly credit-shy and prefer to place
their funds in the comforting embrace of the Mumbai money market. RRB credit-
deposit ratios are reported to be as low as 20–30 percent.22

It is in order to make up for the failure of RRBs that RBI created a special
provision in 1996 for the establishment of local area banks (LABs). These banks were
conceived essentially as private sector RRBs. They were to offer full banking services
in three geographically contiguous districts and be subject to the same regulatory
regime as RRBs. The minimum capital requirement for such banks was fixed at 
Rs50 million ($1.2 million). However, there was immediately concern about the ability
to raise this level of private capital in order to operate in such a localized area. Further,
there was also pressure from the established commercial banks against these pro-
visions. In practice, three years later, no LAB has been established. The general
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perception is that political pressure from public sector bank employees’ unions has
resulted in RBI prolonging the licensing process, although it is progressing.

5.2 Interest Rate Regulation
As reported earlier, interest rate regulation is now limited to a maximum of the prime
lending rate for loans up to Rs200,000 made by scheduled commercial banks. There
is no interest rate regulation at all for RRBs, cooperative banks, and the (proposed)
LABs but, to date, perceived social and political pressure has in practice limited
interest rates to the levels charged by the major commercial banks. However, as
discussed in Section 4.2, mere deregulation may not be sufficient, in the short to
medium term, in ensuring that the public benefits from increased efficiency. A more
proactive initiative by the central bank may be required for this purpose (and is
discussed in the recommendations in Section 7.2). 

5.3 Prudential Regulation and Supervision
All types of banks in India face roughly the same prudential requirements. Banks,
other than cooperative banks, are subject to a capital adequacy ratio of 8 percent of
risk weighted assets. In the case of cooperative banks, the share capital is linked to
the volume of loans disbursed, and this provision is equivalent to a capital adequacy
ratio of 7.5 percent. These requirements are not an impediment to banks’ microfinance
activity. Indeed, it has been suggested that it may be too low for small banks like
RRBs. Most commentators suggest that the higher risk associated with small institutions
requires higher ratios — of the order of the 20 percent capital adequacy requirement
now expected to be imposed on NBFCs. 

The cash reserve requirement of 3 percent of net demand and time liabilities
for RRBs, LABs, and cooperative banks is quite low whereas the 10 percent requirement
for commercial banks is now being reduced. However, though the 25 percent statutory
liquidity ratio is high by international standards, it does not appear to have acted as
an impediment to microfinance lending as many banks maintain larger proportions of
their assets in government and other zero-risk instruments. On the other hand, it may
in the future act as a disincentive for MFIs wanting to establish banks.

All banks have to fulfill the same requirements on income recognition and
loan loss provisioning based on the Basle Accord. The reporting requirements are
also the same for all banks and involve a series of fortnightly, monthly, quarterly, and
annual reports. Cooperative banks have slightly less onerous reporting requirements
in recognition of their more limited range of activities. An urban cooperative bank
involved in microfinance has reported that these requirements are rigorous but realistic
and that the bi-annual on-site inspection by RBI is positive and useful.

There are no statutory collateral requirements or restrictions on unsecured
lending in India, though there are separate reporting requirements for unsecured
loans. This separate requirement has been reported by one major MFI to be an
impediment to borrowing from banks. A bank manager is said to have argued both
that it would make him look irresponsible and that the bank being approached would
need to make immediate provisions for default. The latter is not correct; provisions
are required only for loans in arrears not on standard (on time) loans, whether secured
or not. On the contrary, RBI’s circular to the commercial banks regarding participation
in the SHG linking scheme has specifically discouraged them from seeking collateral
as opposed to the group guarantees and peer pressure on which the concept of SHGs
is based. Thus, the reporting requirement on unsecured loans is not a real impediment
to microfinance lending. Nevertheless, in many bankers’ perceptions, it continues to
be one.
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The supervision of commercial banks and cooperative banks is undertaken
directly by RBI which has specialized departments for this purpose and sends out
inspection teams approximately every two years. RRBs, on the other hand, are
supervised on an ongoing basis by their parent commercial banks (since all RRBs are
subsidiaries of commercial banks) but inspected by NABARD. RBI has mandated the
latter for this purpose. Powers to undertake punitive action or order corrective
measures, nevertheless, vest with the central bank which acts, if required, on the
basis of NABARD’s findings. 

6 Regulation of Nonbank MFIs 
As discussed in Section 2.3, there are no specific regulatory provisions relating to
MFIs beyond the administrative and simple accounting requirements of charitable
societies, trusts, and even state-level cooperative laws. Currently, there are absolutely
no provisions in which RBI plays a role except in the very few cases where NBFCs
and one urban cooperative bank are involved in microfinance in a major way. Indeed,
RBI’s involvement/facilitation, until April 1999, was more by omission — in ignoring
the implications for MFIs of Section 45S of the RBI Act — than by commission. 

7 Conclusions and Recommendations

7.1 Conclusions
It is apparent from the discussion in this paper that the Reserve Bank of India (RBI)
has historically been cautiously supportive of microfinance. During the period
1998–2000, however, it has become increasingly active in support of microfinance
though it has not yet reached the stage of accepting the need to regulate the
microfinance sector. This is, at least partly, on account of the perception that
microfinance, being a poverty reduction activity, should be undertaken mainly by the
nongovernment organization (NGO)/microfinance institution (MFI) sector rather than
by a professional set of organizations subject to basic prudential norms and financial
regulations. As a result, no institutional framework has yet been created for this
purpose though the Government of India has clearly supported the creation of SIDBI’s
(Small Industries Development Bank of India) Foundation for Micro-Credit and, as
indicated earlier, the creation of a fund for microfinance development was also
announced in the budget for 2000/01.  

In this context, the general perception on the part of the MFI sector is that
while the movement of policy is in the right direction, it is not as wholehearted as is
desirable for the establishment of microfinance as a professional service. Indeed, two
MFI networks, Sa-Dhan and Indnet in early 2000 commissioned studies of the
appropriate form and content of self-regulation with the aim of submitting more
detailed recommendations on this issue to RBI.

Clearly, there is a huge job remaining to be done in India in meeting the
unmet effective demand for credit by the poor. A multi-pronged effort to promote
microfinance in an orderly and responsible manner is required. This effort would take
into account the availability of savings in the rural sector and the potential for recycling
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these savings for the economic benefit of the poor rather than in the Mumbai money
market. This could happen through MFIs — both large and small — and efficient
regional rural banks (RRBs), local area banks (LABs), and cooperative banks with
stringent prudential regulation but competitively determined pricing norms. The
confidence generated by prudential regulation would bring resources into the system
while an emphasis on opportunity, efficiency, and competition would play an important
role in providing access to credit and other microfinance services for the poor. 

7.2 Recommendations
The following recommendations are made for action by RBI. For convenient reference,
they are summarized in Appendix 1.

(1) RBI should promote understanding that higher interest rates provide
increased access to finance for the poor rather than exploiting them.

With the removal of interest rate restrictions on small loans generally, the interest
rates chargeable by commercial banks can, theoretically, be increased to the
prime lending rate. However, under perceived political pressure most banks have
failed to increase their lending rates for loans of amounts less than Rs25,000. Also,
in the case of cooperatives, though there are no official restrictions on the interest
they charge their members, state governments have, in practice, imposed restrictions
through their administrative controls. All these restrictions are tribute to the
political pressures that still place limitations on responsible governance in India.
RBI could play an important role here in encouraging management of 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. At the same time, RBI and the Government would have to initiate a
public education campaign on the need for realistic interest rates to be charged
on small loans.

(2) RBI should draft a new MFI Act which can act as the legal framework for
microfinance activity in a maturing sector. 

There is a need to clarify the situation in relation to savings mobilization in the
context of Section 45S of the RBI Act. For this reason, it is generally accepted that
there should be an immediate dialogue either on appropriate amendments to the
RBI Act or the enactment of a new, separate law specifically drafted to facilitate
and regulate microfinance. It is recommended that, as in other countries of South
Asia, a new law should be drafted for microfinance. 

Under this law, supervision of an MFI would be triggered by the mobilization of
client savings in excess of Rs200,000 ($4,600), as recommended by the microfinance
task force. The nature of such supervision is discussed later. Again, as recommended
by the task force, MFIs generating in excess of Rs2.5 million ($58,000) in client
savings should be required to register as a special category of microfinance
NBFCs which would be directly supervised by RBI.23 In this dispensation, savings
mobilization from nonmembers would automatically require registration as
nonbank finance companies (NBFCs) as this would not be classified as legitimate
MFI activity under current Indian legislation. However, the availability of the
NBFC institutional model enables an MFI to overcome this obstacle.
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(3) RBI should establish prudential regulation and supervision structures 
for microfinance organisations which are appropriate to their size.

With increasing numbers of organizations (often very small) becoming involved
in microfinance, it is generally accepted that it is impractical and, to some extent,
even counter-productive to attempt to regulate and supervise all MFIs. As
recommended by the microfinance task force, those mobilizing more than
Rs200,000 in client savings should be supervised by MFI networking organizations
acting as “self-regulation organizations” (SROs). The mandate for undertaking this
regulation and supervision should be entrusted to these organizations by RBI
under the proposed new law. As suggested in the previous paragraph, however,
RBI should retain the powers to supervise and regulate the larger MFIs with client
deposits in excess of Rs2.5 million.

Since MFIs generating more than Rs2.5 million in savings would, in the Indian
context, be of a significant size, they should be required to register as mutual
benefit companies under Section 620 of the Companies Act. These MFIs would,
as mutual benefit companies, be equity funded and have a clear ownership
structure. This would facilitate more rigorous prudential regulation and supervision
(in principle at least) directly by RBI. Even if direct supervision is limited by RBI’s
resources, the requirement to adhere to reporting requirements will enable some
degree of off-site supervision.

For the purpose of establishing regional-level SROs, it is unlikely that a sufficient
number of MFI networking organizations with adequate technical competence
and resources to function as SROs will emerge in the near future. For this purpose,
RBI could work out a “hybrid” approach which uses the skills of any technically
competent organizations (such as firms of chartered accountants or consultancy
companies) that have a good understanding of and exposure to microfinance
(Berenbach and Churchill 1997). In this dispensation, the work of regulation and
supervision would effectively be contracted out, with the regulators subject to
oversight and reporting requirements to be specified by RBI. 

(4) The central bank should develop prudential norms and reporting stand-
ards for MFIs, in consultation with major stakeholders in the sector.

Though there are no commonly accepted performance and reporting standards
for MFIs in India at present, the need for these is widely acknowledged. The
linkage of the trigger conditions for prudential regulation and supervision to the
volume of savings (or deposits) generated by an MFI is essentially to protect the
savings of poor families from unscrupulous or irresponsible operators. MFIs that
work almost entirely with funds obtained as grants from donor organizations or
loans from apex institutions could, in this scheme, be subject only to the
performance standards specified by the lender, and therefore would not need to
be supervised. Since donors operating in India, in particular, are increasingly
focusing on capacity building and promotional grants to MFIs rather than on
providing loanable funds, it is unlikely that many MFIs could become sustainable,
or even survive, in the long run as credit-only organizations. This is because they
will be forced to look to commercial sources of loanable funds, including savings
mobilization. Hence, they will be drawn under the prudential regulation and
supervision umbrella put in place to protect depositors.

In the case of prudential regulation by organizations mandated for this purpose
by RBI, MFI performance and reporting standards are yet to be worked out. In
this case, it is recommended, as suggested by the microfinance task force, that
RBI specify the standards to be applied by the regulators — preferably in
consultation with MFIs and other institutional stakeholders in microfinance —
such as the National Bank for Agriculture and Rural Development (NABARD),
SIDBI, and other major wholesalers. For the purpose of developing and applying
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these standards, as well as for the oversight of the MFI regulators, RBI may need
to create a permanent (but small) cell of its own officers with an interest and
specialization in microfinance.

(5) RBI should sponsor workshops and other activities that encourage
commercial bankers to view the microfinance sector as a business
opportunity.

Most of the apex institutions working with MFIs are large public sector institutions
such as NABARD, SIDBI, and the Housing and Urban Development Corporation,
all of which are subject to the regulation and direct or indirect supervision of RBI.
Other non-official apex agencies such as Friends of Women’s World Banking,
India and Rashtriya Gramin Vikas Nidhi (National Rural Development Fund) are
constituted as registered societies and are not, therefore, currently subject to such
supervision. Implementation of the microfinance task force proposals would, of
course, also subject these latter agencies to RBI supervision, as they would then
be required to register as mutual benefit microfinance companies (tentatively
termed Vikas Nidhis).

Further, the commercial banks need to be persuaded to view wholesale lending
to microfinance as a business opportunity with commercial potential. Default
rates by MFIs are far lower than those even of large industry, and transaction
costs are unlikely to be higher in the long run. As in the case of large industry,
there are now rating services available for MFIs in India, and the commercial
banks could use these to reduce their lending costs in the early stages and monitor
the performance of MFIs in the long run. SIDBI’s Foundation for Micro-Credit is
already using MFI rating services to inform its lending decisions and commercial
banks could do the same. The process of encouraging the banks to take micro-
finance more seriously would also be facilitated by the advent of microfinance
companies. In providing wholesale finance the banks would then be able to
enter into contracts with a clear legal entity and a transparent ownership structure. 

RBI issued a number of circulars and statements in early 2000 encouraging the
banks to lend to MFIs and SHGs. It has also required banks to report microfinance
lending separately and to include such lending in their credit plans. The process
could be continued and reinforced through the increased exposure of commercial
banks to MFI functioning via sponsored seminars, workshops, and field visits at
which the experience of wholesale lenders like NABARD and SIDBI could be
shared. RBI could take the initiative in this process.

(6) The central bank should select five regional rural banks to undergo ca-
pacity building with a focus on microfinance as core business.

Finally, the vast network and infrastructure of RRBs should, ideally, be revitalized
in order to meet the objectives for which it was originally established. Reorienting
these public sector organizations to provide services to the poor efficiently and in
a client-friendly manner would be a gigantic task. It would require attitudinal
changes at management level — initially to view the poor as creditworthy — and
at staff level to view the poor as customers rather than supplicants. For this
reason, a start should be made by selecting a few RRBs (say, five) in different
regions of the country to focus on micro-enterprise lending and microfinance as
their core business. 

For this pilot program to be successful, a substantial technical assistance/capacity-
building exercise would have to be undertaken with the selected RRBs. However,
if even a couple of these pilot experiments were to be successful, they would
serve as models for all other RRBs. This would likely open the doors to further
incremental change with the potential to benefit far larger numbers of poor clients
than the entire microfinance sector is presently capable of reaching.
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(7) The central bank should monitor the effectiveness of funds used to sup-
port the professionalizing of the microfinance sector.

With the establishment of a Rs1 billion microfinance development fund at NABARD,
and together with substantial funds available at SIDBI and the larger MFI support
organizations, there now appear to be substantial funds available for this purpose.
The use of these funds should be monitored to ensure they are deployed effectively
to support the professionalization of the microfinance sector. This could be done
by the RBI’s microfinance supervision cell. 
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Appendix 1: Role of the Reserve Bank of
India in Microfinance in India:
Summary of Recommendations

Issues in Microfinance 
in India

Interest rate control

Savings mobilization

Prudential regulation and
supervision

Performance and reporting
standards

Wholesale lending to MFIs

Retail microfinance by the
banking sector

Capacity building and 
start-up capital

Measures Taken by the
RBI/Government of India

All controls removed except in the 
case of loans <Rs25,000 by commercial
banks.

MFIs registered as not-for-profit NBFCs
under Section 25 of the Companies Act
exempted from registration require-
ments of RBI.

No measures proposed at present.

No standards developed so far.

Interest rates for wholesale lending to
microfinance completely de-controlled;
banks reminded that such loans qualify 
for inclusion in its priority sector 
lending requirement; banks directed to
include MFI/SHG lending as a separate
category in credit plans and perform-
ance reporting.

Interest rates deregulated but no other
initiatives taken.

Rs1 billion microfinance development 
fund to be established at NABARD to
provide capacity-building support and
start-up capital to MFIs.

Recommendations for Establishing a
Professional Microfinance Sector

Public education to change perception that increased
interest rates necessarily imply exploitation of the
poor. Change focus to access to finance.

Draft a new MFI Act which can act as the legal
framework for microfinance activity in a maturing
sector.

RBI should establish a cell to authorize MFI networks
or technically competent service providers to act as
SROs for all MFIs with savings deposits in the range
Rs0.2–2.5 million. 

Larger MFIs should be required to register as mutual
benefit companies under Section 620 of the
Companies Act. Supervision would be direct by the
microfinance cell of RBI, and the prudential norms
would be stricter as well.

RBI’s microfinance supervision cell should develop
prudential norms and reporting standards for MFIs
including mutual benefit microfinance companies
(Vikas Nidhis) in consultation with major stakeholders
in the microfinance sector

A major effort is required to orient commercial
bankers to view the microfinance sector as a business
opportunity. RBI could sponsor or stimulate
workshops, seminars, and field visits of commercial
bankers for this purpose.

Select five RRBs in different regions of the country to
undergo a technical assistance/capacity-building
exercise concentrating on micro-enterprise lending
and microfinance as their core business. The success
of any of these five pilots would open the doors for a
wider emphasis of RRBs on retail lending to poor
clients.

Along with substantial funds available to SIDBI and to
the larger MFI support organizations, there now
appear to be substantial funds available for this
purpose. The effective utilization of these funds to
provide support to MFIs for the professionalization of
the sector needs to be monitored.

MFI = microfinance institution, NABARD = National Bank for Agriculture and Rural Development, NBFC = nonbank finance company,
RBI = Reserve Bank of India, RRB = regional rural bank, SHG = self-help group, SIDBI = Small Industries Development Bank of India. 
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Specialist microfinance institutions (MFIs) of the kind common elsewhere in Asia have
played a relatively minor role in Indonesia. However, the formal financial sector has extended
sustainable financial services deep into the countryside. This is the result of financial sector reform
and the operations of an effective state rural banking network (the BRI unit system) and a range of
other small financial institutions.  

In the past, Bank Indonesia has undertaken a range of activities — both "developmental"
and "promotional" — to support broader financial system development, and these have also had
implications for microfinance. However, the new central banking law abolishes the role of the central
bank as an agent for development. Despite this, Bank Indonesia should continue to play a promotional
role, by means including pilot projects, research, data collection, and policy dialogue and formulation.
And while there is no case for a separate legislative framework for nonbank MFIs, the central bank
should clarify the scope for such institutions to mobilize members’ savings. 

Summary

John D. Conroy



Currency Equivalent

Currency Unit – Rupiah (Rp)

US$1 = Rp7,5001 (at mid-1999)

Abbreviations
BI Bank Indonesia
BKD Badan Kredit Desa (village credit institution/s)
BKK Badan Kredit Kecamatan (district credit institution/s) 
BPD Bank Pembangunan Daerah (provincial development bank/s)
BPR Bank Perkreditan Rakyat (people’s credit bank/s)
BRI Bank Rakyat Indonesia
CAMEL capital, asset quality, management, earnings, liquidity (set of 

criteria used for rating banks)
CGAP Consultative Group to Assist the Poorest
GBPKMI Gerakan Bersama Pengembangan Keuangan Mikro Indonesia 

(United Movement for the Development of Indonesian
Microfinance) 

GDP gross domestic product
GNP gross national product
GTZ German government technical assistance agency 
IBRA Indonesian Bank Restructuring Agency
IDT Impres Desa Tertinggal (Presidential Instruction Relating to 

Backward Villages)
KLBIs Bank Indonesia liquidity credits
KUD Koperasi Unit Desa (village cooperative unit/s) 
LDKP Lembaga Dana Kredit Pedesaan (rural credit fund institution/s)
LPD Lembaga Perkreditan Desa (village credit institution/s)
MFI microfinance institution
NBFI nonbank financial institution
NGO nongovernment organization
P4K Income Generating Project for Marginal Farmers and Landless
PERBARINDO Association of Indonesian Rural Banks
PHBK Project Linking Banks with Self-help Groups
PT Perusahaan Terbatas (limited company) 
SME small and medium enterprise 
UNDP United Nations Development Programme
UNSFIR United Nations Support Facility for Indonesian Recovery
USAID United States Agency for International Development

Note
In this report, “$” refers to US dollars.
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1 The rate of Rp7,500 is used for many currency conversions in this paper, and where other
rates are used this is evident from the text. In a situation of extreme exchange rate instability
such as in Indonesia since mid-1997, it is often misleading to convert to other currencies
when discussing changes in rupiah values.
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1 Introduction and Background

1.1 Key Economic and Demographic Data 
For the purposes of this study, the most useful indicators of income per head, economic
growth, and poverty levels for Indonesia (World Bank 1999, UNDP 1999) are those
for 1997, immediately before the East Asian economic crisis. These can be taken to
represent the levels of economic and social development which Indonesia had
achieved during more than 30 years of the New Order government of Suharto
(1966–1998). In 1997 Indonesia had some 200 million people with an overall population
density of 109 persons per square kilometer. Gross national product (GNP) per capita
was $1,110, placing Indonesia in 135th position out of 209. On a purchasing power
parity basis, GNP per capita was calculated at $3,390, 125th among 209 countries. The
rate of growth of GNP over the period 1965 to 1997 averaged a very creditable 
7 percent. Per capita GNP grew by 4.8 percent per annum (World Bank 1999). Whereas
some 60 percent of Indonesians were living in poverty in 1970, by 1996 this number
had declined to below 12 percent, with the absolute numbers of the poor estimated
at 22.6 million. On the face of it this was a remarkable achievement (McGuire et al.
1998). 

However, as the economic crisis from 1997 was to show, many people were
living just above the official poverty line and were extremely vulnerable to economic
shocks. In 1997 UNDP’s (United Nations Development Programme) Human
Development Index for Indonesia was calculated at 0.681, putting it into the category
of “medium human development” (UNDP 1999). Indonesia stood 105th among 174
countries, a position somewhat lower than its gross domestic product (GDP) per
capita would have suggested. On UNDP’s Human Poverty Index, Indonesia’s ranking
was 46th among 92 countries. The Gini index2 of income distribution was measured
at 36.5 in 1996, with the lowest decile receiving 3.6 percent of income, and the highest
decile enjoying 30.3 percent (World Bank 1999).

Such high rates of economic growth over a period of three decades resulted
in substantial structural change. In relative terms, the labor force engaged in agriculture
fell between 1980 and the period 1990–1997, from 59 percent to 39 percent (for
males) and from 46 percent to 40 percent (for females). The proportions engaged in
industry increased from 12 percent to 20 percent (males) and 12 percent to 15 percent
(females). Corresponding increases occurred in the service sector: from 29 percent to
37 percent (males) and 32 percent to 39 percent (females). The increase in service
sector employment reflected dynamic growth in a rapidly expanding and modernizing
economy, but some service sector growth was due to the self-employment of low
income people obliged to fend for themselves in the informal economy. Reflecting
declining labor absorptive capacity in agriculture, due to increasing absolute population
and improved agricultural productivity as well as the inability of industry to absorb all
the surplus labor generated, the service sector acted as a “residual” for surplus labor.
This was a situation in which the effective demand for small- and microcredit expanded
rapidly.

Incomes grew
rapidly for three
decades before the
crisis. Absolute
poverty fell
dramatically, but
many people
remained
vulnerable

2 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.

Indonesia

Structural change
before the crisis
saw the service and
industrial sectors
expand; effective
demand for
microfinance
services increased
correspondingly



95Indonesia

No country was more severely affected by the financial crisis which com-
menced in mid-1997 than Indonesia. In the twelve months ending 31 March 1999, real
GDP fell by 14.2 percent. In the subsequent twelve months to 31 March 2000,
production recovered somewhat, although the growth was only an estimated 
1.8 percent. Inflation, as measured by the Consumer Price Index, was 64.7 percent in
1998/99 and an estimated 8.5 percent in 1999/00 (Government of Indonesia and Bank
Indonesia 2000). Following a decision in August 1997 to allow the Indonesian currency
to float, the exchange rate depreciated drastically, triggered by capital flight. From an
end-1996 level of Rp2,383 to the US dollar, the rate worsened to Rp4,650 at end-1997.
In January 1998 the rate was 10,375 and by mid-year it had bottomed at around
15,000. Despite continuing volatility, the rate improved to end the year at 8,025. Some
improvement and less volatility was seen in 1999, and by the end of that year the rate
had firmed to Rp7,100. The pattern of interest rates over this period reflected the
volatility of the rupiah; at the low point in mid-1998 the annual interest rate on the
SBI (a 30-day central bank monetary instrument) stood at 71 percent, although by late
1999 it had returned to around 12 percent, with corresponding decreases in the
general level of interest rates.

Substantial private offshore debt held by banks and corporations proved
increasingly difficult to service as the exchange rate plummeted and economic activity
declined. A government guarantee of commercial bank deposits, supported by the
massive provision of central bank liquidity, served to sustain the rate of capital flight
during 1998 (a subject discussed in Section 3). The crisis revealed the extent of
politically connected lending by the commercial banks, and especially by the state
banks, and the inability of the majority of corporate sector borrowers to service loans
under the conditions prevailing. From late 1997 it was becoming obvious that
insolvency was rife in the banking system. In November 1997 the Government began
to withdraw the licenses of insolvent private banks and decided to merge four state-
owned banks into a single entity. In 1998 the Government established IBRA (the
Indonesian Bank Restructuring Agency) for the purpose of managing the restructuring
process and handling assets acquired in the course of this process. IBRA became
responsible for merging the state banks and for taking over failing private banks for
liquidation or restructuring.

The impact of the crisis on levels of poverty was severe. According to official
Indonesian calculations, the proportion of population in poverty increased from 
11.3 percent in 1996 to 16.7 percent in 1998, while the absolute numbers increased
by some 12 million to 34.2 million people (Booth 1999, Table 6). There was evidence
that lower income people were forced to trim expenditures on education and health;
the numbers of primary school graduates enrolling in high school were substantially

No country was
more severely
affected by the
financial crisis

Deep weaknesses in
the banking system
were revealed;
insolvency was rife
and unemployment
and poverty levels
increased

Impact of the Financial Crisis on Indonesian Households
Official surveys over a 12-month period from late 1997 found that:
• average expenditures for all households had declined by close to one 

quarter 
• average expenditures for households in urban areas had declined by 

more than a third
• regions most integrated into the international economy suffered 

worst, particularly the island of Java 
• lower income households appeared to be maintaining expenditure 

better than middle and upper income households
• there was evidence of poor households selling assets to survive and 

patronizing the state-run pawnshops.
Source:  World Bank 1999



affected at the opening of the new school year in 1998. Similarly, a pronounced drop
occurred in progression rates from junior to senior high schools in both 1998 and
1999 (Booth 1999). Suharto stepped down from the presidency in May 1998 and was
succeeded by his Vice President, B. J. Habibie. Following parliamentary elections in
October 1999, B. J. Habibie was replaced by President Abdurrahman Wahid. 

1.2 Financial sector
In terms of the relationship between microfinance and the formal financial sector,
Indonesia is a special case. By comparison with other countries where microfinance
is well established, the role of regulated financial institutions has been of great
importance. Certain established banking institutions have been successful in extending
sustainable financial services deep into the countryside and to some, at least, of the
poor. There is also a wide range of small regulated financial institutions providing
financial services to rural populations, including many of the poor, which have few
parallels in other Asian countries.3 The large institutions, and many of the small ones,
are not microfinance institutions (MFIs) in themselves, but they have succeeded in
incorporating elements of microfinance into the range of their activities (McGuire et
al. 1998).

The legislation governing the banking system in Indonesia (the Banking Act,
1992 and amending legislation of 1998) provides for two kinds of banks. These are
the commercial banks (bank umum) and BPR (Bank Perkreditan Rakyat, literally,
people’s credit banks). Commercial banks have access to the payments system and
provide general banking services. They may also provide foreign exchange services.
The rural banks (as BPR are popularly known) are generally very much smaller,
locally based, and privately owned institutions that do not offer check or foreign
exchange facilities, nor do they have access to the payments system. 

In mid-1997 there were 237 commercial banks in Indonesia. These bank
umum comprised state banks, commercial banks owned by provincial governments
(or BPD), private commercial banks, and joint venture/foreign-owned banks (Table
1). In mid-1999, after the onset of the East Asian financial crisis, this number of banks
had shrunk to 179. Four of the state banks had been amalgamated, reducing the
number of institutions in this class to four. The number of private national commercial
banks had fallen drastically, with most of the casualties passing under the control of
IBRA while others were incorporated into new joint venture banks. 

The commercial banking system in mid-1997 had around 7,300 branches. By
the end of 1999 this network had diminished to some 5,800 branches, while the
number of commercial banks in operation had declined further, from 237 to 173
(Bank Indonesia web site, <www.bi.go.id>). In mid-1999 there were 2,420 rural banks
(BPR) in operation. In addition to the branch banking system and the offices of BPR,
there were the field units (formerly called Unit Desa) of Bank Rakyat Indonesia (BRI),
which numbered some 3,700 in mid-1999. This number had not been affected by the
crisis.

Also included in the formal financial sector at mid-1999 were more than
5,300 Badan Kredit Desa (BKD, literally, village credit institutions). There is also a
category of nonbank financial institutions (NBFIs), comprising some 2,300 rural credit
fund institutions (Lembaga Dana Kredit Pedesaan or LDKP). These are regionally
based MFIs, most of them associated with village governments. There are also some
630 state pawnshops, operated by the Government. 
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In microfinance,
Indonesia is a
special case —
regulated financial
institutions are the
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The crisis caused
drastic shrinkage
in numbers of
commercial banks
and their branches

3 See Cole and Slade (1996) for a discussion of the development of the financial system prior
to the East Asian financial crisis, also McGuire et al. (1998) for the development of
microfinance in relation to the financial system. Bank Indonesia and GTZ (2000) describes
the financial system as it relates to microfinance, post-crisis.
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Finally, in terms of formal financial institutions of relevance to microfinance,
there are the cooperatives. Within the formal state cooperative movement (KUD,
Koperasi Unit Desa or village cooperative units), there are some 5,300 cooperatives
which operate savings and credit units as well as 1,160 other saving and credit
cooperatives (Koperasi Simpan Pinjam). There is also an independent movement of
credit unions, Badan Kordinasi Koperasi Kredit, or the Credit Cooperative Coordin-
ating Board. 

2 Development of Microfinance
A discussion of microfinance in Indonesia must take account of two related phenomena:
the limited role of nongovernment organizations (NGOs) and the importance of
formal regulated financial institutions in microfinance (McGuire et al. 1998). These
factors distinguish the situation in Indonesia from that elsewhere in Asia, or in other
market economies more generally. NGOs have made the running in microfinance in
notable cases such as Bangladesh and the Philippines; where the formal financial
institutions have taken a lead in Asia, it has more commonly been as lending conduits
for state-mandated “poverty alleviation” schemes, disbursing subsidized credit to
limited effect. The Integrated Rural Development Programme of India is simply the
best known of many such programs throughout the region. And while Indonesia has
its own history of such lending, it also has more positive achievements in its financial
sector development record.

The limited role accorded to NGOs in microfinance, and many other fields
of social activity until recently, reflected the suspicion of the New Order government
of Suharto (1966–1998) toward independent civil society organizations. The regime,
and particularly its local-level functionaries, felt that NGOs could provide foci for
localized political expression to challenge the elaborate and all-encompassing system
of local administration, in which campaigns in sectors such as agriculture, health,
family planning, and family welfare were conducted through the agency of mass
organizations. While such organizations were community based, they did not have
the character of civil society. In consequence, there was relatively little scope for
private NGO initiatives to emerge, and such as did occur were generally linked to one
or another government program.

One of the genuine successes of the New Order regime, on the other hand,
was the establishment of a formal financial system, elements of which made savings
and credit services accessible on a sustainable basis to a large proportion of the rural
population. This is not to deny the poor performance of many banks, especially the
state banks, and particularly the disastrous record of waste and corruption exposed
by the financial crisis. But to understand the apparent contradiction it is necessary to
acknowledge a degree of dualism in the pre-crisis financial sector. There was a gulf
between those financial institutions serving the urban corporate sector and some

NGOs have made
relatively little
contribution to
microfinance in
Indonesia

Table 1: Indonesian Commercial Banks: Impact of the Crisis

Date State banks Private Banks Joint Venture Provincial Total
and Foreign Banks Government (BPD)

6/97 7 160 43 27 237

6/99 4 91 57 27 179

Source:  Pardede (1999).



others with a substantially rural and small-to-micro base of clients. This dualism was
nowhere more striking than within BRI itself, where a gulf existed between the
profitable operations of its village-level units and its larger, especially corporate,
operations.

The successful financial institutions with a rural and small/micro focus were
the unit network of BRI, a number of small commercial banks with client bases
reaching into the lower income groups and, to a lesser extent, BPR. In addition, the
New Order tolerated and even nurtured the activities of several categories of small
financial institutions with their origins in earlier times. These institutions are embedded
in local communities. The existence of such relatively effective rural financial institutions
with outreach to some, at least, of the poor was therefore another factor inhibiting the
development of NGO initiatives in microfinance under the New Order government.

In summary, we can in broad terms accept the estimates of a Bank Indonesia
(BI) publication, which describes the BRI units, the rural banks (BPR), and other
small financial institutions (BKD and LDKP) as comprising some 13,700 “micro-
banks.” These serve a total of almost 30 million clients (Table 2). In addition, the
pawnshop system serves more than 10 million clients, offering “ready cash against
valuables at competitive rates of interest” (Bank Indonesia and GTZ 2000, 9). The
cooperatives (KUD and the savings and credit cooperatives) are thought to serve
some 6 million clients between them (Table 2). These elements of the formal financial
system in Indonesia thus appear to serve a total of some 45 million people. Multiple
account holding by individuals and households must mean that the actual numbers
are less, though how much less is difficult to judge. Nonetheless, the degree of
outreach in a nation of some 200 million people is clearly impressive. All of the
institutions concerned are engaged, to varying degrees, in genuine microfinance, in
the sense that they are able to serve some, at least, of the poor in a sustainable
manner.

2.1 NGOs in microfinance
An estimate made soon before the financial crisis put the number of NGOs active in
Indonesia at more than 5,000, of which relatively few were involved in microfinance
and very few exclusively so (McGuire et al. 1998). Their activities in microfinance
included participating as social and/or financial intermediaries in some official projects
initiated with foreign assistance. These and other government initiatives are dis-
cussed in Section 2.7. NGOs were commonly involved in preparing self-help 
groups of the poor for linkage with formal financial institutions for savings and credit
activities, with perhaps some “credit plus” activities. Financial intermediation including
the disbursement and collection of loans was rather less common. Independent
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Box 1: Small Banks Proved More Robust in the Financial Crisis
Very small commercial banks are not only successful in microfinance, they also appear to
have weathered the crisis comparatively well. 

A rating list of commercial banks compiled from their published financial statements for
1998, and based on criteria of liquidity, return on assets and equity, quality of assets,
efficiency, and capital adequacy showed only one bank in the top ten with assets greater
than Rp1.0 trillion (say, $130 million, at an exchange rate of Rp7,700). Seven of the top
ten had assets less than Rp0.5 trillion ($65 million) and four were BPD, regional development
banks, one of which is found in every province (Infobank 1999, 22–27). 

By contrast BRI, with assets of Rp34 trillion ($4.4 billion), occupied 150th place in a list
of 168 banks, dragged down by the losses of its corporate lending division.



activities on more conventional MFI lines, such as a small number of Grameen
replications, are still relatively rare. A more recent estimate (Table 2) puts the number
of NGOs engaged in microfinance at around 400, and the number of their clients at
perhaps 200,000.

One avenue for NGO initiative in microfinance, facilitated by the availability
of the BPR institutional form since 1988 (see Section 2.3) and its modest capital
requirements, has been for them to acquire or establish rural banks. Major NGOs such
as Bina Swadaya and Yayasan Indonesia Sejahtera did so, with the former of these
operating five such banks before the crisis, for a clientele which included both
individuals and members of its self-help groups. PT Ukabima, a not-for-profit company
affiliated with the international NGO, Catholic Relief Services, was building a small
chain of affiliated BPRs. At least one NGO had taken this approach further, to the
point of establishing a full commercial bank (Bank Purba Danarta) with initial capital
of $5 million (McGuire et al. 1998). 

In the face of the financial crisis and the major political changes it precipitated,
the international community moved from 1998 to assist the new Habibie government
to put a “social safety net” in place, to ameliorate the sufferings of the substantially
increased numbers of the poor. The Government made commitments to the International
Monetary Fund which involved “shielding the poor from the worst of the crisis” while
moving to stabilize the economy. It recognized that NGOs have certain advantages
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Table 2: Outreach of Microfinancial Services in Indonesia (1999)

No. of No. of Total Credit Average Total Average
Units Account Outstanding Loan Deposits/ Deposits/

Holders/ (million Rp) (thousand Savings Savings
Members/ Rp) (million Rp) (thousand

Clients Rp)

Banks/NBFIs

BRI units 3,703 23,000,000 4,700,000 2,000 17,500,000 750

BPR 2,420 4,233,000 2,012,000 1,000 1,657,000 400

BKD 5,345 758,000 132,000 174 18,000 25

LDKPa 2,272 1,326,000 358,000 600 334,000 575

Pawnshops 633 10,000,000 793,000 80 — —

Cooperatives

KUD 5,335 3,050,000 356,000 115 46,000 15
(Village Unit Coops)

Save/Cred Coops 1,160 3,050,000 553,000 820 169,000 55

NGOs

NGOsb 400 200,000 — — — —

Informal

Self-help groupsb 100,000 1,000,000 — — — —

Arisanb 250,000 5,000,000 — — — —

Totalc 51,617,000

— = data was not available or not calculated.  
a  Estimates for all LDKP are based on LPD and BKK data.
b  Estimated.
c  Double counting is likely: members of self-help groups may participate in an arisan and may also have a savings account at 

BRI units and a loan from a BPR.
Source:  Adapted from Bank Indonesia and GTZ (2000), Table 2.



when compared with normal bureaucratic agencies: greater flexibility in the face of
emergency, and greater capacity to reach the poor under some circumstances. As a
result, NGOs began to take on a new and higher status; they were to be given greater
responsibility in the carriage of certain programs, as an “alternative solution to reaching
out to the people” (see UNSFIR 1999, ch. 5). In fact, most of these social safety net
programs involved simply the revival, enlargement, or adaptation of previous
government programs, including some which had involved the use of subsidized
credit for poverty alleviation (UNSFIR 1999). Such programs were not easily detached
from the bureaucracy, and there was much criticism of the mistargeting and
ineffectiveness of social safety net programs during 1998 and 1999. 

With the election of President Abdurrahman Wahid late in 1999, Indonesian
NGOs believed the political environment had become favorable for more autonomous
civil society initiatives in microfinance. Beginning in 1994, MFIs active in BI’s pilot
microfinance programs had attempted without success to form an umbrella body for
coordination and information sharing (McGuire et al. 1998). However, in March 2000
President Abdurrahman presided over the inauguration of such a body, GBPKMI
(United Movement for the Development of Indonesian Microfinance). Representatives
from the NGO movement, government, the association of rural banks (PERBARINDO),
research institutions, and self-help groups signed a declaration outlining the objectives
of GBPKMI. A deputy governor of BI signed on behalf of the central bank. 

Objectives stated in the declaration included increasing the quality and
numbers of MFIs, encouraging financial interests to support the development of
microfinance, and improving access of the poor to capital and micro-enterprise
development services. Significantly, it stressed the value of a pluralistic approach to
microfinance provision, avoiding any standardised (seragam) model (GBPKMI 2000).
With the state minister for women’s empowerment as its chair, the movement appears
to have significant political support and the participation of the central bank is also
important. However, there do not seem to have been any commercial bankers
involved. 

2.2 Commercial Banks and Microfinance
Leaving aside BRI, a handful of small commercial banks operating at the local level
have developed a small-to-micro level clientele, of which Bank Dagang Bali is possibly
the best known example. There has otherwise been very limited autonomous
involvement of commercial banks in microfinance in Indonesia. Official microfinance
schemes implemented by BI (see Section 2.7) have involved a number of banks as
channeling agencies, mostly state banks but including some smaller private banks as
well. Rhetoric aside, programs of the latter years of the New Order government, such
as the small-scale business credit (which required 20 percent of commercial bank
lending to be directed to the “small” enterprise subsector), and the channeling of
subsidized central bank “liquidity credits” to the agricultural cooperatives via commercial
banks, involved little genuine microcredit and did not reach the poor to any significant
extent. The experience of small commercial banks such as Bank Dagang Bali provides
encouragement for those who think commercial banks can be profitably involved in
microfinance (see Goodwin-Groen 1998) but their achievements remain relatively
isolated.

At the other end of the scale, BRI is one of the largest banks in Indonesia,
and one of the three state commercial banks (of seven) to survive the crisis without
amalgamation. Its unit (formerly Unit Desa) system within the renamed Microbanking
Strategic Business Unit has successfully encompassed elements of microfinance by
even the strictest definition (McGuire et al. 1998). A publication by the Consultative
Group to Assist the Poorest (CGAP) summarizes factors often cited to explain the
good performance of the BRI units (CGAP 1997). Interest rate liberalization in 1983
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freed BRI to set lending and deposit rates at levels sufficient to cover costs and
mobilize savings. A stable macroeconomic environment, political commitment to the
sustainability of unit operations, substantial investment in professionalizing their
human resources and, finally, “clear and transparent financial reporting and
accountability” are among the most important of these factors. 

The corporate turnaround of BRI’s village-level operations, from being
primarily a channeling mechanism for subsidized agricultural credit prior to 1983,
with characteristically low repayment rates, to an efficient and profitable rural financial
institution on the eve of the financial crisis in 1997, has been extensively documented.4

However, its performance in the face of that crisis puts the seal on its reputation as
the most effective and efficient rural financial institution in the developing world.
BRI’s micro-banking operations serving small clients through the unit network provided
the lifeblood of liquidity for the bank as a whole throughout the crisis.5 Microfinance
borrowers from the BRI units (including microcredit clients from among the poor)
continued to make over 97 percent of the installments that fell due in the period from
mid-1997 to mid-1999. This performance was better than that for small loans through
the BRI branch network, and much better than for its corporate sector lending (Patten
1999). 

BRI as a whole experienced a substantial increase in nominal savings over
the crisis period as a “flight to quality” occurred from banks perceived to be more
risky. BRI units maintained their share in BRI’s total deposits during this process, as
the nominal volume of micro-savings also increased substantially. While BRI as a
whole adjusted interest rates on its term deposits as market rates rose, it allowed the
rates paid on the unit-administered Simpedes and other passbook savings products to
lag substantially behind the market (Patten 1999). Holding down deposit rates lowered
the units’ average cost of funds and enabled them to maintain a positive interest rate
spread throughout the period (when many banks were experiencing negative spreads).
The BRI unit lending window remained open right through the crisis, while many
commercial and rural banks suspended lending altogether.6 Patten’s analysis of this
performance is instructive, pointing to a characteristic of microfinance borrowers
which may help to explain their good repayment performance (Patten 1999, ii):
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Box 2: Bank Dagang Bali —  A Small Bank Successful in Microfinance 
Bank Dagang Bali is a successful small bank with a strong microfinance focus. At end-
1999, it had almost 400,000 savings accounts with a mean value of Rp1.43 million (say,
$200 at the exchange rate of 7,100 on 31 December) and 9,600 loan accounts with a mean
value of Rp24.1 million (say, $3,400) (Oka 2000). 

In an Infobank survey (1999) the bank was rated 69th among 168 banks, with an overall
rating of “adequate” (cukup bagus). It scored well on liquidity, asset quality and capital
adequacy, fairly poorly on profitability and efficiency. However, returns on both assets
and equity were still positive, in a banking landscape of heavy and widespread losses.

BRI is a major
bank with a
profitable 
“micro-banking”
division

4 See Cole and Slade (1996), Patten and Rosengard (1991), and Boomgard and Angell (1994). 

5 It is customary for the Microbanking Strategic Business Unit to supply liquidity to other
divisions of the bank, at a transfer price above its own cost of funds.

6 This, as already noted, did not cause the units to lose savings. In fact, unit savings deposits,
in nominal rupiah terms, rose from Rp7.09 billion at end-1996, to Rp8.84 billion at end-
1997, to Rp16.15 billion at end-1998 and Rp17.06 billion at end-1999 (Zakaria 2000). So far
as lending was concerned, Kupedes loans rose from Rp4.08 billion at end-1996 to Rp4.68
billion at end-1997, Rp4.70 billion at end-1998, and Rp5.96 billion at end 1999 (Zakaria
2000). 



Micro borrowers appear to value their access to credit and savings services very
highly. They are reluctant to break their banking relationship with the BRI units even
if they have to squeeze consumption to make their loan repayments on time. BRI has
been careful to keep the micro credit window open so that those who pay on time
are able to borrow again if their enterprise justifies it. BRI learned from an earlier
experience when this window was partially closed for fear that savings were going
to decline; the result was an increase in the number of borrowers who did not pay
on time.

As mentioned, BRI is one of three state banks which the Government will
allow to continue trading as a single entity in future. However, a letter of intent
addressed to the International Monetary Fund in January 2000 (Government of
Indonesia and Bank Indonesia 2000) indicated (para. 46) that BRI would divest its
corporate loans except for “certain traditional customers,” which would amount to no
more than 20 per cent of total portfolio. It was to “refocus” on its “traditional activities
of retail banking and microfinance”; these changes were to be effected during 2000. 

Quite separately, BRI has considered establishing a “Microfinance Foundation”
which could trial methods of outreach, including group approaches, found effective
in international microfinance experience. This would enable BRI units to trial collateral-
free lending based on group guarantees. Unit lending has always been, with some
minor experimental exceptions, secured against collateral. Units have adopted a
liberal approach, allowing, for example, household utensils to serve as collateral for
very small loans. But, inevitably, the physical collateral requirement has filtered out
the poorest borrowers. Such borrower groups might be permitted to access BRI
funding at the internal transfer price for which the Microbanking Unit makes liquidity
available to other divisions of the bank. Such an innovation would involve BRI in
social intermediation activities not previously undertaken by units (R. Patten, personal
communication).

2.3 BPR (Rural Banks) in Microfinance
The term “BPR” (people’s credit bank, but more commonly translated simply as rural
bank) is used in the Banking Act and elsewhere to describe a range of small financial
institutions. In this report the term will be used only for the institutions having that
status under the Act and which are subject to the direct regulation and supervision of
the central bank.7 There were (as seen in Table 2) 2,420 of these small banks in mid-
1999. Their present status is a product of a financial deregulation “package” in 1988.
This recognized some existing small financial institutions as BPR, to be regulated and
supervised by BI. Some other existing institutions (LDKP, see Table 2) were given the
opportunity to upgrade themselves to that status. Finally, new institutions were
allowed to seek licenses as BPR supervised by BI. These BPR had a minimum capital
requirement of only Rp50 million (at that time around $28,000). For one reason or
another, the great majority of LDKP have either chosen not to come under the BI
supervisory umbrella, or have not satisfied the criteria. They continue to operate as
before, and are discussed in the next section and elsewhere.

Under the Banking Act, BPR may only accept time and savings deposits;
they may not issue checks or have access to the payments system. They may provide
credit, and in doing so are subject to the same limits as other banks, including related
party and large borrower limits. They may make and accept interbank deposits and
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7 For a guide to the classification of those small financial institutions in Indonesia which are
collectively called BPR, together with recent data, see Bank Indonesia and GTZ (2000,
14–15). See also Cole and Slade (1996, 128–30).



deal in short-dated BI securities. More than 80 percent of BPR are on Java or Bali,
where only 60 percent of the population live. And despite the term “rural bank,” most
are in urban or peri-urban areas rather than rural areas (the largest single concentration
in Jakarta), with relatively few in the impoverished provinces of Eastern Indonesia.
Most are limited liability companies in private ownership, operated for profit. Some
are in chains associated with commercial banks or with NGOs. Some are registered
as cooperatives, others are organized on Islamic principles (BPR Syariah), while some
are owned by local governments. 

In mid-1999, according to BI, mean loan size was around Rp1 million ($135)
and the mean savings deposit (that is, excluding time deposits) was Rp130,000
($17.50). Loan-to-deposit ratios were typically around 80 percent, and the average
BPR had assets of perhaps Rp1,500 million ($200,000), serving some 3,000 clients
(Bank Indonesia and GTZ 2000). In total, BPR credit outstanding was around 
$250–$300 million in mid-1999 (at an exchange rate of Rp7,500), some 40 percent of
the credit outstanding from BRI units, but dealing with lower level borrowers on
average. Compared with the average BPR loan size of Rp1 million, the mean BRI unit
loan size was Rp2.0 million. In May 1999, BPR accounted for 0.65 percent of credit
outstanding in the banking system and their deposits were some 0.25 percent of all
deposits. Their assets exceeded the total outstanding credit reported by the savings
and loan cooperatives and cooperative savings units, though the cooperatives tended
to make even smaller loans (Timberg 2000a, see also Table 2). According to Bank
Indonesia and GTZ (2000, 16), “[t]ypical loans offered by a BPR are short-term
microloans for petty traders ranging from Rp100,000 to Rp2 million, with 3–6 months
maturities, daily instalments, flat rates of interest in the range 2–4 % per month.” 

Timberg commented that before the financial crisis there was “an emerging
pattern” among these small banks of “a good number of large, generally profitable
BPR with good management and loan recovery, and a number of generally smaller,
marginal or dormant ones.” He noted that BPR had withstood the crisis, in general,
much better than the commercial banks, although the marginal institutions had been
badly affected.8 The reported level of nonperforming loans rose from 18.7 percent in
December 1997 to 21 percent of portfolio in December 1998 (Timberg 2000a). These
developments resulted in a strengthening of prudential supervision and some remedial
intervention by BI during 1999, both of which are discussed later. In 1999, BI froze
the operations of 72 BPR while the overall level of nonperforming loans rose to 37
percent.9 However, BI reported that in general the urban BPRs were in worse shape.
By contrast, “rural BPR operating in niche markets, especially those owned by the
communities or with strong community links, have been doing rather well. Some of
them have been able to increase their savings position, while maintaining their
portfolio quality and increasing their margins” (Bank Indonesia and GTZ 2000, 17).
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8 In 1998/99, BPR deposits declined from Rp1,600 trillion to Rp1,530 trillion ($213 million to
$ 204 million) while credits declined from Rp2,290 trillion to Rp1,990 trillion ($305 million
to $265 million) and reported profitability went from positive Rp30 billion to negative
Rp42 billion (positive $4 million to negative $ 5.6 million) (Timberg 2000a, 6–7). 

9 By comparison, at the height of the crisis the nonperforming loans of the commercial
banking sector were calculated at some 60 percent (Bank Indonesia and GTZ 2000). Data
for the BPR sector in mid-1999, based on CAMEL ratings, show 42.5 percent of BPR as
“sound,” with 14.7 percent “fairly sound,” 14.7 percent “less sound,” and 28.1 percent
“unsound” (Bank Indonesia and GTZ 2000). More recent efforts to clean up the sector and
to reduce the number of institutions are described in Section 5. 



2.4 Small Financial Institutions
These are NBFIs, consisting of BKD (village credit institutions) and LDKP (rural credit
fund institutions (see Table 2).10 The former date back to the late nineteenth century
and were formed under Dutch rule on Java and Madura islands as pioneer microcredit
institutions. “LDKP” is a generic title for a variety of small savings and credit institutions
which exist in many provinces with regional variations. There were some 5,300 BKD
in mid-1999. They are credit-only institutions serving three quarters of a million
people, with loans outstanding of Rp132 trillion ($17.6 million) at an average loan
size of Rp174,000 ($23). This suggests genuine microcredit. BKD and other locally
based small financial institutions of the NBFI type were never subject to BI interest
rate restrictions. This enabled them to set interest rates at sustainable levels well
before the financial sector reforms of the 1980s.

LDKP mostly came into existence during the period from around 1970 (when
recovery from the economic chaos of the Sukarno years commenced) to 1988, when
the financial reform package, mentioned previously, lifted the ban on establish-
ment of new banks. Nearly 2,300 LDKP were operating in mid-1999 (Table 2) with 
1.3 million clients. Two particular provincial models of LDKP, found respectively in
Central Java and Bali, are of particular interest. The BKK of Central Java (Badan Kredit
Kecamatan, or district credit institution) served 440,000 clients with loans totaling
Rp96 trillion ($12.8 million) at an average of Rp325,000 ($44). Total savings held by
BKK were Rp66 trillion ($8.8 million) at an average of Rp150,000 ($20). 

BKK were set up by the provincial administration of Central Java and their
success during the 1970s attracted replication in a number of other provinces, including
Bali, where local communities set up LPD (Lembaga Perkreditan Desa, or village
credit institutions). LPD differ from the provincial government controlled institutions
in Central Java in being owned by local community organisations, and the glue of
customary obligations and relationships is a significant factor in holding these small
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10 This section is based very largely on Bank Indonesia and GTZ (2000) a publication of the
Bank Indonesia and GTZ project, to be discussed later. The writer is indebted to Mr.
Dominique Gallman of GTZ for generously making this material available.

Box 3: Grassroots Banking in Indonesia — The BKK
BKK Operations 
• There are now 788 BKK units in Central Java operating an estimated 4000 village 

posts
• A typical BKK office consists of 5–10 staff, equipped with motorcycles, in a small 

office building with simple furniture. 
• A unit runs 5–7 village posts, which open on certain days of the week or sometimes 

only once a month, according to the installment periods of loans made at that post. 
Village post accounts are consolidated at the BKK.

Lending Procedures
• Loans are unsecured and character based, relying on references from local officials 

rather than based on feasibility studies.
• Initial loans are small and gradually increased, based on repayment performance. 

This mechanism functions as the primary repayment incentive.
• Loans are paid in equal installments, carrying maturities from 22 days to 12 months,

according to six different repayment plans with monthly effective interest rates ranging
from 2.2 to 10.8 percent. 

• Savings are mandatory for every loan and are treated as cash collateral, becoming 
accessible only after full loan repayment.

Source:  Bank Indonesia and GTZ  (2000), 20, 21
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financial institutions together. In mid-1999, 910 LPD served some 545,000 clients (of
a total population of 2.8 million on Bali). Some five of every six households are
reached by LPD, a degree of outreach which Bank Indonesia and GTZ think may be
unrivaled anywhere. 

In mid-1999, LPD had loans outstanding of Rp170 trillion ($22.7 million), at
an average of Rp860,000 ($115) per loan. Savings totaled Rp182 trillion ($24.3 million)
with the average balance at Rp1 million ($135). While the degree of social cohesion
in local communities in Bali is probably exceptional, there may still be a lesson here
concerning the value of community involvement. Twenty-four LDP operate with
assets above Rp1 billion ($130,000), which is larger than the average BPR. LDP are
“highly profitable,” earning 10 percent per annum on assets and 60 percent on equity.
Earnings are gained almost exclusively from lending, with loanable funds derived
from savings and deposits. BPD of Bali operates as banker to the LPD system. Under
a government decree of 1992, LPD ought to have become licensed as BPR under BI
supervision by October 1997, but none has applied to do so. Since they now mobilize
more savings than BPR on Bali, this poses a regulatory problem, discussed later.

Among NBFIs listed in Table 2, there are also the state-operated pawnshops,
said by Bank Indonesia and GTZ to serve as many as 10 million people. In fact, that
was the figure for 1998, at the height of the crisis. In 1996 and 1997, the numbers had
been around 5 million, while in the latter year some 23 million items were pawned
(Bank Indonesia 1998). Cole and Slade (1996) describe them as offering important
financial services to the poor who hold savings in the form of valuables and other
moveable possessions, by enabling them to obtain cash for limited periods at rates of
interest close to those charged by BRI units for Kupedes loans. This observation was
certainly corroborated by the events of 1998. Cole and Slade quote McLeod (1984, 95)
as saying that “the pawn redemption rate may be as high as 99 percent, and unredeemed
pawns are auctioned without delay. In this respect, at least the pawnshop ... service
is more effective in providing the poor with access to institutional credit than some
of the programmes administered by State banks.” Data for 1998 (Bank Indonesia
1999) indicating that only 0.7 percent of pledged goods were auctioned that year
suggest that operations still conform to McLeod’s description. While McLeod’s positive
evaluation predates the success of the BRI units, it still serves to describe the current
value of pawnshops in the particular circumstances of many poor people.

2.5 Cooperatives
From Table 2 we see that the KUD units which operate financial services cooper-
atives serve some 3 million people, while the Koperasi Simpan Pinjam (savings and
credit cooperatives) serve a similar number. Of the KUD, Bank Indonesia and GTZ
(2000, 9) say that: 

[they] have so far played a minor role as financial intermediaries due to repressive
regulation and excessive government interference under the New Order regime of
former President Suharto. However, the more than 5,335 government-sponsored
KUDS are established throughout the country and would in fact possess a tremendous
microfinance potential if properly stimulated and regulated.11
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11 On the status of KUD in the late years of the New Order government, see McGuire et al.
(1998, 147–48). Under the Habibie government (1998–1999) KUD were given much
responsibility for the disbursement of emergency credits during the financial crisis, a
process which, as noted in Section 2.7, attracted criticism due to mistargeting and leakage.
While there has been some speculation about the future of cooperatives it would be
difficult to write these institutions off, given the importance of the cooperative principle in
the Indonesian national ideology of Pancasila, as enunciated by presidents Sukarno
(1949–1966) and Suharto (1966–1998). Much depends on the balance of forces within
future governments.



In fact, according to data compiled by Timberg (2000a, Table 1B), the two
groups of cooperatives already mentioned held levels of passbook savings broadly
comparable with those of BPR in 1998 and 1999, and from 55 to 70 percent of the
value of performing loans made by BPR. Timberg comments that cooperative loan
sizes are generally even smaller than those of either the BRI units or BPR, but the
judgment that their role in microfinance is still a minor one seems appropriate. In the
more liberal environment of the Abdurrahman Wahid government, independent
cooperatives are now free to obtain licenses and to set up networks even at the
national level. This may offer opportunities for the emergence of new, poverty-
focused, cooperative initiatives. Bank Indonesia and GTZ (2000) refer to the activities
of a number of such new institutions, including some for women. The major NGO,
Bina Swadaya, has taken advantage of the new situation to set up a financial services
cooperative, Koperasi BMM. 

2.6 Informal Finance
There is a well-established tradition of informal rotating savings and credit associations
in Indonesia, known as arisan. In Table 2, Bank Indonesia and GTZ (2000) estimate
there may be a quarter of a million such arisan in operation at any time, involving
some 5 million members. This suggests there is an indigenous framework in which
group-based microfinance methods might flourish. Groups have been trialed in a
series of government-sponsored projects with international support (including the
P4K and PHBK projects and the Microcredit Project discussed in the next section).
Groups have also been used in several mass campaigns conducted by other government
agencies. These latter activities are also discussed in the next section. Perhaps 100,000
self-help groups exist, with a million members (Table 2), though no data are available
concerning the funds in circulation through these groups. Microfinance services are
also provided, as in many countries of the region, by commercial moneylenders,
family networks, and shopkeepers and traders. Again, no basis exists for an estimate
of the value of financial services provided in these ways.

2.7 Government Microfinance Programs
The Government, acting through the central bank and a number of line departments,
has actively supported microfinance programs.12 These became more important
over time as the overall incidence of poverty fell and the need for a more targeted
approach was felt. To some extent this reflected a realization by the New Order
government that, despite the successes of BRI units and the small financial institutions
in extending sustainable financial services to lower strata of the population, there
remained a core group of the very poor untouched by this progress. BI, supported by
the German government technical assistance agency, GTZ, took the first initiative in
this field with the PHBK Project (Project Linking Banks with Self-help Groups) from
1989. In this, BI relied on the services of “self-help promoting institutions” which
included NGOs, to nurture the linkages between self-help groups of the poor and
banks. During the 1990s, PHBK made progressively greater use of the BPR system to
link directly with self-help groups in their local areas. GTZ technical support for the
project phased out in 1999, but it continued with some further assistance from BI. 

Other government microfinance programs that have employed the mechanism
of self-help groups include the Proyek Kredit Mikro (Microcredit Project) operated by
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12 This section draws substantially upon McGuire et al. (1998, 152–60). We do not deal in
detail in this present study with programs fuelled by BI “liquidity credits” and mediated
through the KUD system, which despite the rhetoric have had little to do with microfinance.
Nor do we deal with the KUK (small-scale credit program).
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BI with support from the Asian Development Bank since 1995 and the P4K Project
(Income Generating Project for Marginal Farmers and Landless) initiated by the
Department of Agriculture with assistance from UNDP. The latter project is now in its
third five-year phase with support from the Asian Development Bank and the
International Fund for Agricultural Development.

Under the Microcredit Project, BI disburses funds to BPD (the provincial
government commercial banks) and BPR. The latter onlend directly to
microentrepreneurs, while BPD lend to small financial institutions of the type discussed
in Section 2.4. P4K makes use of BRI rural branches for disbursement and supervision,
while repayments by individuals are made to the BRI units. In the PHBK and Microcredit
projects, the final on-lending rate to individual borrowers is set at a sustainable level.
Rural banks and other small financial institutions involved in PHBK and the Microcredit
Project onlend at their normal levels, from 2 to 4 percent per month depending on
the circumstances of each loan. In the P4K Project, lending rates are lower and there
may still be a small implicit subsidy for participating groups. BRI branches lend to
groups at 12 percent flat per annum (22.15 percent effective annual),13 with the self-
help group determining the rate at which individual members borrow. 

By contrast with these three government programs, there has been the
parallel development of mass credit schemes, in which sustainability has not been an
objective, and which tended to undercut the sustainable programs already described.
These mass schemes reflected political concern with the problem of the hardcore
poor (McGuire et al. 1998). The first was the Inpres Desa Tertinggal (IDT) which
commenced in 1993; a second campaign, the Prosperous Family Program, was
introduced as an emergency measure in 1996. IDT was an inter-departmental program
coordinated by BAPPENAS (the national development planning board). Targeting
“backward” villages, especially those on the “Outer Islands” other than Java, Bali, and
Sumatra, the IDT program was particularly concerned to redress regional income
equalities. Among a package of infrastructure, training, and other initiatives, the
program made capital grants to each backward village to fund income-generating
activities of the poor, organized in groups. Loans were made at the highly subsidized
rate of 6 percent flat per annum to final borrowers. By 1997 some 120,000 groups and
3.3 million persons had received loans.  

In 1996 as an emergency response to political concerns about income
inequality, President Suharto launched the Prosperous Family Program14 using the
National Family Planning Coordinating Board (BKKBN) as the implementing agency.
Some 9.8 million Indonesian families received highly subsidized funding under this
program in just 12 months. These programs were financed by a levy of 2 percent on
the incomes of corporations and high income individuals, channeled through one of
the Suharto family foundations. The Prosperous Family Program was essentially a
populist response to resentment of the perceived wealth of certain groups within
Indonesian society. While the IDT program received no further direct funding after
1997, the Prosperous Family Program was still growing when the financial crisis
commenced. It became one of the social safety net programs designed to ameliorate
the impact of the crisis on the poor (see Section 2). Cumulative disbursements by the
various microcredit programs implemented by BKKBN rose from Rp317 billion in
December 1997 to Rp768 billion in December 1998 and Rp900 billion in March 1999.
This last figure is equivalent to approximately $120 million at an exchange rate of
Rp7,500 (Timberg 2000a).
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13 Over the crisis period from mid-1997 this rate would have been below the BRI internal
transfer price for liquidity from the unit division to other divisions of the bank.

14 This scheme had a number of activities, including the Takesra (Prosperous Family Savings
Scheme) and the Kukesra (Prosperous Family Credit Scheme).



The Prosperous Family and IDT programs reversed the movement towards
sustainability in rural financial services for the poor in Indonesia. This regressive
tendency was reinforced by a massive expansion of other forms of subsidized credit
after the onset of the crisis, financed by central bank “liquidity credits.” These included
credit for farmers, credit for members of primary cooperatives, and credit to rural
cooperative units. BI liquidity credits were also channeled to commercial banks, to
enable them to be onlent to particular targeted groups of borrowers at below-market
interest rates. The 1998/99 central government budget allocated Rp1.8 trillion ($240
million at an exchange rate of Rp7,500) to 17 separate credit programs in order to
subsidize their lending rates (Bisnis Indonesia 1999). The Habibie government budget
for credit subsidies of all kinds (including agricultural and housing credits) totaled
Rp9.0 trillion ($1.2 billion) for 1999/00 (Bisnis Indonesia 1999). However, even this
was not the height of BI’s liquidity credits during the crisis. This subject is discussed
at greater length in the next section. 

While this expansion of subsidized lending was perhaps understandable in
the face of widespread suffering, it distorted rural credit markets for programs aiming
at sustainability. Also, as previously mentioned, the implementation of these and
other social safety net programs has been much criticized. The president of a leading
Indonesian NGO said that:

[The social safety net] was widely criticised by NGOs. In short, critics indicate that the
project has wrong target, having no vision of people empowerment, [that it] neglected
the existing self-help groups, promot[ed] quasi-participation, contain[ed] political
interest and [was] uncoordinated (Ismawan 2000, 9).

3 Role of the Central Bank

3.1 BI under the New Order and Habibie governments,
from 1966

The late years of the Sukarno government, to 1965, were a period of inflation and
economic stagnation.15 Much economic exchange was either demonetized or con-
ducted in foreign currency. In this period the role of the central bank was primarily
to act as a “payment agency” for the Government, while presiding over what was
effectively a monobank system, with all state banks amalgamated and the private
banks essentially inactive. A new central bank law of 1968 was designed “to provide
some autonomy for BI, to give it the major responsibility for supervision of the banks
... and to set an appropriate legal structure for banks” (Cole and Slade 1996, 37).
Under this legislation, BI was given the objective of improving the standard of living
of the people by:

(i) regulating, safeguarding, and maintaining the stability of the value of the rupiah;
and

(ii) promoting stability of production and development, as well as expanding
employment opportunities.

This appeared to imply a strong “developmental” mandate, as well as a concern for
price and exchange rate stability. These tasks were to be conducted in line with
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government policies, and ultimately in conformance with presidential directions,
suggesting severe limits to the independence of the central bank. 

During the 1970s, BI maintained a financial sector regime in which central
bank refinancing of priority sector lending, the control of bank deposit and lending
rates, and restrictions on entry to the banking industry were pervasive and financially
repressive influences. However, in 1983 interest rate restrictions were removed,
freeing the private banks to compete with the then dominant state banks and triggering
an expansion in the private share of total bank assets which continued until the crisis
of 1997. Another longer term consequence of these reforms was the turnaround of
BRI’s rural operations. The introduction of the BRI rural savings and credit products,
Simpedes and Kupedes, changed the bank radically, as already described. A financial
deregulation “package” introduced in 1988 reduced barriers to the entry of new
private banks, facilitated the expansion of existing branch networks, and reduced the
reserve requirements imposed on banks. It also liberalized entry to the small financial
institutions sector, permitting new, privately owned BPR to be licensed with very low
minimum capital requirements (see Section 2.3). This stimulated rapid growth in
numbers of these rural banks. Commencing 1990, the Government committed to
rolling back the KLBIs (BI liquidity credits) which refinanced much priority economic
activity and were associated with resource misallocation and corruption. This effort
met with limited success, at best (McLeod 1999a). 

Cole and Slade (1996, 40) suggest that over time BI achieved a fair degree of
independence for the day-to-day management of monetary policy and other central
banking functions. But it was beholden to a broader coalition of policymakers for
major macroeconomic policy and for decisions on new credit programs, major credit
allocations, or banking regulation. This coalition “endeavored to protect BI and the
financial system from the worst ravages of powerful special interests,” although it was
“unable to prevent all such intrusions.” Cole and Slade believe a more independent
BI would not have been so successful. Further, Cole and Slade (1998) regard BI as
having essentially financed the run on the rupiah in the second half of 1997 and early
1998, by propping up overexposed commercial banks with massive liquidity credits.
Coupled with a government guarantee of all bank deposits in early 1998, this funded
capital flight and left a large number of banks deeply in debt to BI, ultimately requiring
their transfer to the control of IBRA. In the meantime, the governor and a number of
directors had been dismissed by President Suharto, presumably for impeding these
processes.  

A new central banking law was enacted in 1999 by the Habibie government
(Law No. 3 of 1999 on Bank Indonesia) at the urging of the International Monetary
Fund. Designed to secure greater independence for BI, the Act protects members of
BI’s board of governors from dismissal. The Act also reduces BI’s mandate to the
single objective of maintaining the stability of the rupiah, both internally and externally.
The central bank may not lend to the Government, nor may it buy government bonds
except in the secondary market. Its capacity to act as lender of last resort to commercial
banks, so abused at the height of the crisis, is circumscribed. BI’s function as the
prudential supervisor of banks is to be transferred, by the end of 2002, to a new
institution to be created for the purpose. However, it is to retain the role of bank
regulator and will remain responsible for the overall soundness of the banking and
payments systems. Finally, BI’s previous role as an “agent of development,” responsible
for channeling credit to priority sectors and groups, was abolished. These credit
functions were to be transferred to other entities, and the costs of any credit subsidies
were to be approved as part of the government budgetary process, rather than being
funded by BI. 
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4 Central Bank Support for Microfinance
Initiatives

4.1 Perceptions of the Central Bank about Microfinance
With regard to the views of BI on microfinance, McGuire et al. (1998) concluded that
the central bank in the late Suharto period did not have policies on microfinance as
such. Instead, it saw its core functions as set out in the 1968 legislation: monetary
management, the payments system, and bank supervision. Support for MFIs by the
central bank, discussed in sections 4.2 and 4.3, was concerned with aspects of financial
sector development (as also mandated by the 1968 legislation), not specifically with
poverty alleviation. A former governor, when invited (in effect) to make a statement
of the central bank’s support for microfinance at the BankPoor ’96 conference in
Kuala Lumpur, treated the issue with caution, while acknowledging that BI’s policies
concerned with “financial aspects of poverty alleviation” did have relevance to
“national efforts to alleviate policy.” He made it clear, however, that poverty alleviation
itself was a national government function, which BI could only address “within the
scope of its role as a central bank” (Djiwandono 1996).

The above is probably still a valid statement of BI’s position, the more so
since the legislation of 1999 has focused the central bank primarily on monetary
stability and distributed its credit functions to other agencies. On the other hand,
financial sector development is still an appropriate concern of BI, in terms of its
concern for monetary stability, and especially since it retains regulatory responsibilities
for financial institutions, including those which provide microfinance services.

4.2 Developmental Activities for Microfinance
A major activity of BI under the successive governments since 1966 has been the
refinancing of a wide variety of credit schemes for small-scale economic activities,
some of which were at least nominally concerned with the economic activities of the
poor.16 BI liquidity credits (KLBIs) were made available for members of KUD (village
cooperative units) and for support of the units themselves. Special credits were
available for the purchase of crops from KUD members and to finance necessary
agricultural inputs; other credits supported the small business enterprises of members.
The credit of most general application was the farmers’ activities credit. Sometimes
described as microcredit, these lending arrangements benefited landowners and the
cooperative movement itself; they did not benefit the poor to any significant extent.
The same judgment may be made for the great bulk of KLBI refinancing via the
cooperative units, which were noted for the extent of their misappropriation and
misuse. 

Other KLBI credits were available for a range of small- and medium enterprise
(SME) activities, channeled via commercial banks and BPR. Again, these had little of
the character of microcredit, and their benefits did not usually reach far down to the
lowest strata. Under the central bank legislation of 1999, BI was required to surrender
these refinancing functions to a new entity, PT Madani. As a second tier institution
created specifically for the purpose, PT Madani was to take over BI’s SME loan
portfolio and some of the agricultural loans to cooperatives, with BRI responsible for
the balance. 
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16 BI has reviewed its involvement in such schemes since the early 1970s (Bank Indonesia
1997). 



In terms of genuine “developmental” support for microfinance by BI, there
were a small number of examples. One instance was the refinancing of lending under
the PHBK project of bank/self-help group linkages, from its commencement in 1989.
Participating banks benefited from liquidity credits until 1992, when this support was
phased out as part of a more general process of reducing reliance on KLBI. Again,
BI’s collaboration with the Asian Development Bank for the Microcredit Project has
required BI counterpart financing, and this might be regarded as a developmental
expenditure, albeit very small in relation to other BI outlays. However, the greatest
contribution of the central bank to such projects is “promotional” rather than
developmental, in terms of leadership for innovation in microfinance.

Another example of direct developmental support was the extension to BPR
of the deposit guarantee, originally extended to commercial banks by BI in January
1998, after some delay. A related instance in 1999, also triggered by the financial
crisis, was the offer of funding for recapitalization to those BPR satisfying certain
criteria of financial soundness. This assistance was analogous to the recapitalization
of commercial banks, which had commenced earlier. However, these measures were
due more to the desire to preserve financial infrastructure in the face of the crisis than
to pursue a consciously developmental strategy in support of the microfinance sector. 

Similarly, BI used BPR and other small financial institutions to channel
emergency liquidity credits as part of broader social safety net responses to the crisis
in 1998–1999. While this helped to sustain these small financial institutions during a
difficult period, there is some ambiguity in this situation. The central bank, which is
also the ultimate regulatory body, should be seen to uphold principles of sustainability
for these institutions, rather than to compromise them through involvement in
unsustainable and ill-targeted lending.

Finally, there is the proposal that BI and PERBARINDO (the Association of
Indonesian Rural Banks) should set up a jointly owned private company during 2000
(Bank Indonesia and GTZ 2000) to provide a deposit guarantee service for BPR. This
is discussed later in the broader context of deposit protection for the banking sector
as a whole. For BI to take equity in such an entity and to participate in its management
would be a clear example of a developmental measure.
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4.3 Promotional Activities for Microfinance
The most significant factor promoting microfinance for which BI can claim credit
(albeit credit shared with the broad coalition of policymakers already described) is
the macroeconomic policy environment established under the New Order government
of Suharto. Sustained economic growth and relatively low inflation in Indonesia over
the period from the early 1970s to the mid-1990s (with GNP per capita growing at an
annual 6 percent over the period 1985–1995) together with financial sector liberal-
ization created both the demand- and supply-side conditions for microfinance to
flourish. Economic growth and substantial reduction in the incidence of absolute
poverty stimulated informal sector productive activity, and with it the effective demand
for financial services. Financial sector liberalization, with freeing of interest rates and
opportunities for formal financial institutions to expand, increased the supply of
financial services. The character of particular financial institutions (the BRI units, the
small financial institutions, and others) was in turn influenced by liberal financial
sector policies, ensuring that services were extended to many of the poor. 

The reference to a coalition of policymakers is appropriate in considering
the role of BI as a promoter of MFIs. Until amendments to the banking legislation in
1998, control of the banking system had involved the Department of Finance as well
as BI, with the former responsible for bank licensing, among other things. Much of
the foreign technical assistance which influenced broader financial sector policy was
delivered via the Department of Finance. An influential United States Agency for
International Development (USAID) technical assistance project in the 1980s, concerned
with the small financial institutions (LDKP, BKD, BKK, and LPD, among others), was
actually located in the Department of Home Affairs and worked through the provincial
development banks, for which that department had responsibility. BI’s own history 
of its support for small credit (Bank Indonesia 1997) makes quite fleeting reference
to microcredit, beginning only with its bank/self-help group linkage project (PHBK)
in 1989. 

From BI’s account of PHBK it appears that this project was seen as a new
approach, stimulated by the failure of the many schemes financed by liquidity credits
to reach the poor. This and the central bank’s Proyek Kredit Mikro (Microcredit
Project), which commenced in 1995, were clear examples of promotional activity by
BI designed to create sustainable financial services for the very poor. The central
bank’s recent participation in the formation of GBPKMI (United Movement for the
Development of Indonesian Microfinance), discussed earlier, also indicates a more
proactive stance. BI appears willing to lend its prestige to this attempt to build an
institutional platform for initiatives in microfinance, in a more NGO-friendly 
environment. In fact as early as 1994 BI had associated itself with unsuccessful
attempts to create an umbrella group for MFIs. 

BI’s “hands-off” approach to the operations of the small, locally based
financial institutions (called, generically, BPR) during the 1970s allowed them to
flourish without interest rate restrictions. This was certainly favorable to their
development as sustainable institutions. But whether this reflected an enlightened
attitude, or the pressing nature of BI’s other concerns at the time (or indeed the
resistance of other agencies with an interest in the matter) is difficult to judge. BI’s
support for the licensing of new BPR as regulated banks with low capital requirements,
a result of the financial reforms of 1988, was certainly a positive approach. Its current
partnership with GTZ, concerned with technical assistance for BPR and other small
financial institutions,17 is also a potentially fruitful measure. BI has supported efforts
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regulatory and supervisory environment for BPR and other small financial institutions.



to strengthen the umbrella body for BPR, PERBARINDO, and has provided some loan
funds for capacity building of BPR staff, as well as conducting a feasibility study of a
deposit guarantee scheme for the rural banks and actively preparing for its introduction.

The extent of microfinance provision in Indonesia by formal, regulated
financial institutions is very impressive. However, it appears that the overall supportive
policy environment, rather than any purposive campaign of microfinance promotion
by the central bank, provides an explanation for the progress which has occurred.
This is not to say that promotional effort is not needed in future to fill the many
remaining gaps in microfinance provision in Indonesia. Further strengthening of BPR
and small financial institutions, and support for community-based cooperative and
NGO initiatives which have flourished elsewhere, could form part of a promotional
agenda for BI. 

A strategy for SME development has been suggested by Timberg (2000b).
This could serve as a model for a parallel effort for microfinance development.
Timberg suggests that:

Bank Indonesia needs to orient itself for its role under its new Act as the policy
maker for small scale lending and lending to small scale business … it needs to
pursue a research agenda, or see that it is pursued elsewhere, that monitors the
access and use of formal sector finance by SME as well as the health, interaction and
efficiency of the various financial institutions which serve it.

Timberg’s emphasis here is on SMEs and small-scale lending, rather than
microfinance, in BI’s policy and research brief. However, the approach would lend
itself equally well to microfinance. Perhaps BI management has something of this in
mind, for despite the surrender of its credit functions the central bank is to maintain
a “bureau for credit.” This will, among other things, “formulate policy on technical
support to banking related credit extension to the small scale and micro business”
(Bank Indonesia 2000). This suggests that BI will become more active, in a promotional
sense, for both SME and microfinance in future. 

5 Regulation and Supervision of Banks
The new central bank legislation of 1999 confirms BI’s role as regulator of the banking
system, while amendments to the Banking Act in 1998 removed practically all finance
department control from the sector (McLeod 1999a). However, the new Bank Indonesia
Act follows precedent in some other countries (including the United Kingdom and
Australia) by calling for the prudential supervision of banks to be transferred from the
central bank to a new institution, which transfer is to be effected by the end of 2002.18

Resistance is to be expected from within BI, but the legislated transfer of credit
functions has already taken place, despite similar misgivings. Likewise, a new and
independent bank superintendency is likely to take charge in due course.

5.1 Regulation and Supervision in Relation to
Microfinance

Table 2 cites the estimate of a BI publication that Indonesia has some 13,700 “micro-
banks” (BRI units, BPR, BKD, and LDKP) serving 30 million account holders. From
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the same source (Bank Indonesia and GTZ 2000) comes the categorization of the
regulatory framework for these micro-banks as “multi-agency and tiered.” Apart from
regulating the commercial banks, BI is also, in principle, responsible for regulating all
of these micro-banking institutions, under the banking legislation of 1992. In practice,
however, it has farmed out much of the responsibility to other agencies, depending
on the size and kinds of deposit taking practiced by each micro-bank. In Indonesia,
as Bank Indonesia and GTZ (2000) point out, there is no special law on microfinance;
rather the banking legislation applies in principle to all the varieties of micro-bank
which come under the tiered regulatory system. Similarly, the arrangements for their
supervision are described as “hybrid,” in the sense that BI directly supervises only a
minority of the micro-banks, while delegating supervisory responsibility for the rest.

Of the micro-banks listed in Table 2, BI directly regulates and supervises
only BPR, while BRI is responsible for the BRI units and BKD. BRI’s supervision of
BKD is conducted on a fee-for-service basis, paid for by the central bank. LDKP are
supervised by provincial governments (which were responsible for setting them up
in the first place) and specifically by BPD in each province. In this section we will
deal with BI’s regulation and supervision of commercial banks (bank umum) and
BPR, insofar as it is relevant to microfinance, while the other micro-banks are dealt
with in Section 6.

5.2 Minimum Capital Requirements
On the eve of 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). Prudential requirements were broadly the same for both kinds of
banks: an 8 percent capital adequacy norm on Basle guidelines applied, and bank
rating was done for both using CAMEL and other criteria (although for BPR the
process was less demanding). BI was said to be increasingly emphasizing “self-
regulatory banking principles.” Reporting requirements for BPR were also less onerous
than for commercial banks. However, they were subject to restrictions on branching
and location, as well as on their activities. As previously mentioned, they could not
issue checks and had no access to the payments system. Neither kind of bank was
subject to any interest rate restrictions, nor did the Banking Act require any collateral
for loans. Both of these circumstances were favorable for microfinancing. However,
the required loan loss provisioning for non-collateralised loans was more onerous.
Reserve requirements of a prudential nature were not onerous, but in any case applied
only to commercial banks. Particular qualifications were required for directors of
banks, which were somewhat less demanding in the case of BPR (McGuire et al.
1998).

Amendments to the banking legislation in late 1998 effected a number of
changes, many of them impelled by the crisis. These remove most impediments to the
privatization of the state banks, which is a potentially significant change, given their
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central role in government lending programs. A BI decree (No. 31/147/KEP/DIR of
November 1998) effected what McLeod (1999a, 150) called “a dramatic erosion of
previous standards” by lowering the required capital adequacy ratio to 4 percent.19

This occurred in a situation where most commercial banks had negative capital, and
where the bulk of the cost of recapitalizing the selected banks falls on the Government,
through bond-raisings.20 The amendments also provide for the creation of a deposit
insurance institution for the commercial banking system (a provision which would
also enable the proposed BI/PERBARINDO deposit guarantee company for BPR to be
established). The deposit insurance institution would replace the Government guarantee
on all deposits in Indonesian commercial banks, which was announced in January
1998 and subsequently applied also to deposits in BPR (Bank Indonesia and GTZ
2000). Depositors in 72 “unsound” BPR which were liquidated in 1999 will be paid
out under this guarantee. 

New regulations for BPR issued by BI 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. While these amounts are still comparatively small, the
minimum requirement may prove rather high for some poorer parts of the country
where comparatively few BPR exist at present and where more are needed (as in the
eastern provinces). All existing BPR were required to appoint two managers, for
purposes of internal control. The formal qualifications required of managers were
also raised, and it appears BI is attempting to force the restructure or liquidation of
many BPR, to leave a smaller number of larger banks in the industry. These requirements
may be difficult to meet in areas of the country where levels of human resource
development are lower. The Bank Indonesia and GTZ ProFi technical assistance
project, mentioned earlier, is designed to bring all BPR to a sound condition by the
time BI hands over regulatory responsibility to a new institution at the end of 2002
(Bank Indonesia and GTZ 2000).

5.3 Rating Rural Banks
While BI has simplified the CAMEL rating tool to meet the requirements of BPR, this
instrument is criticized for not adequately reflecting the status of BPR loan portfolios.
Bank Indonesia and GTZ are considering the introduction of a form of risk rating as
an alternative tool for supervision, as well as cashflow-based liquidity management in
place of current liquidity requirements. This latter innovation would seek to avoid
liquidity risks imposed by the term structure of the typical BPR’s deposit base. As
already discussed, these two initiatives are related to the introduction of a deposit
protection company (Bank Indonesia and GTZ 2000), and are designed to provide
the company with tools for analyzing the BPRs with which it deals. Related analytical
work, funded by USAID, is being conducted by Catholic Relief Services, previously
mentioned as being associated with a chain of BPR.

Present CAMEL ratings are assigned to BPR on the basis of off-site supervision,
with analysis of monthly reports in the provincial offices of BI. While once-yearly
inspection visits are considered appropriate, in practice these visits are less frequent
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20 The cost to the Government is enormous. As at end-1999, the State had issued bonds with
a face value of Rp500 trillion ($67 billion), with a further Rp140 trillion scheduled by mid-
2000. These were for capitalization of Bank Mandiri, which incorporates four former state
banks, for recapitalization of private banks and those taken over by the Government, and
to compensate BI for liquidity credits issued during the crisis (Government of Indonesia
and Bank Indonesia 2000).



due to staff shortages in the provincial offices. Aggregated data for the system as a
whole are collected at the BI head office in Jakarta, where BPR licensing decisions are
made. A BI publication (Bank Indonesia and GTZ 2000, 19) 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. It concludes that “[a]n effective and efficient supervision is a must …
for the functioning of a future deposit protection scheme that shall be based on self-
financing rather than on government bailouts.”

5.4 BRI units
With regard to the regulation and supervision of the BRI units, these are a division of
BRI, which as a commercial bank is itself supervised by BI. The units, while independent
of the BRI branches in an accounting sense, are supervised by unit managers, who
are located within branches and responsible to the branch manager. Unit managers
visit each unit weekly. Together with regular reporting required of units (from the
daily trial balance, to the weekly liquidity report to monthly, quarterly, and semi-
annual financial reports), these frequent on-site supervisory visits assure a high
standard of documentation and adherence to BRI’s performance standards. The norms
set by BRI for unit loan classification and reserves are, in fact, stricter than those
required of BPR by BI (Bank Indonesia and GTZ 2000).

6 Regulation and Supervision of 
Nonbank MFIs

In this section we deal with the rest of the small financial institutions, or “micro-
banks,” and with other formal and semi-formal institutions such as pawnshops,
cooperatives, and NGOs (see Table 2). Some of these institutions are within the ambit
of BI, while others are not. 

6.1 Micro-banks (BKD and LDKP) and Other Institutions
BKD and LDKP, as micro-banks, are subject to the Banking Act. They are also among
the “small financial institutions” whose improvement is the objective of the ProFi
project of technical assistance currently conducted by Bank Indonesia and GTZ.
However, as previously mentioned, their supervision is conducted by agencies other
than BI. BKD, which are typically very small and number more than 5,000, were
granted legal status by colonial legislation in 1929 although they date from the late
nineteenth century. BKD are supposed not to mobilize savings, and are closely
identified with their local communities (where, in fact, some of them do provide
savings services). While in-principle responsibility for their supervision resides with
BI, they are actually supervised by BRI, just as they were by BRI’s predecessor bank
in colonial times. BRI is paid by BI for this service. Whether the new entity to be set
up to assume supervisory responsibility for the banking system from the end of 2002
will give adequate priority to such supervision, or continue to pay BRI to perform it,
is unknown. 

LDKP (including the two most important models of this class of small financial
institution discussed earlier) are closely associated with their respective provincial
governments. BI leaves issues of supervision to them and to BPD (provincial
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development banks) in each case. BPD also deliver technical guidance to them,
although the quality of this assistance and supervision is said to vary greatly from
province to province, just as the quality of the respective provincial banks varies.
Some, as previously mentioned, were among the best performing commercial banks
in Indonesia in the face of the crisis; a number of others have had to be recapitalized
by the Government. It is difficult to imagine the new supervisory entity having an
interest in supervising LDKP. In terms of regulation, BI will continue to have ultimate
responsibility for both BKD and LDKP.

Indonesia’s only legal pawnshops are a monopoly enterprise operated by a
state-owned company. The company issues bonds and notes to raise working capital,
which are normally redeemed within the year. In 1998 it also resorted to borrowing
from government as well as taking BI liquidity credits to meet the greatly increased
demand for loans from the public. It raised Rp350 billion ($47 million) from all
external sources. Turnover was Rp3.1 trillion ($410 million) for some 10 million
customers. The company is profitable, with net earnings of Rp307 billion ($41 million)
in 1998 (Bank Indonesia 1999). The pawnshop system is regulated and supervised by
the Department of Finance and there seems to be no strong argument for changing
this.

Cooperatives are regulated by the Department of Cooperatives and, reflecting
the central role given to cooperatives in the ideology of independent Indonesia, the
Cooperative Law (No. 12 of 1967) was one of the first pieces of legislation of the New
Order government. The financial chaos of the late Sukarno years had virtually wiped
out all cooperatives and Suharto wanted all new and revived cooperatives under
government control. Independent initiatives were discouraged, despite which some
nongovernment cooperatives developed, including Badan Kordinasi Koperasi Kredit
(the Credit Cooperative Coordinating Board), which is associated with the World
Council of Credit Unions. A new cooperative law in 1992 attempted to entrench the
official cooperatives in certain areas of the economy. It also provided for official
cooperatives to conduct “credit union” activities, which were to be the subject of
special central government regulations. These were to be outside the control or
supervision of either BI or the Department of Finance (although cooperatives had
been entitled to collect the deposits of members, even prior to this new Act). As
mentioned already, the atmosphere for independent cooperative ventures became
freer under the government of Abdurrahman Wahid from 1999, and the future role
and status of the official cooperatives and their financial activities is unclear. The
central bank is unlikely to play any role in the resolution of this highly political issue. 

6.2 Nongovernment Organizations
The circumstances which led to NGOs playing a subdued role under the New Order
government were described in Section 2. Procedures for establishing and registering
an NGO are described in McGuire et al. (1998) and these are relatively simple and
straightforward. It is advisable if not compulsory to register an NGO with the
Department of Home Affairs, but in any case the formal regulatory requirements are
not onerous. Supervision was minimal under previous governments unless an NGO
attracted political attention. NGOs conducting microfinance require no permission to
extend credit, and there are no reporting requirements or supervisory arrangements
for such activities. However, they are forbidden to mobilize the savings of members
unless these are deposited directly in a regulated financial institution. Some savings
mobilisation appears to have been tolerated as long as the amount was small; and
some larger NGOs have set up their own BPR to overcome the problem. However,
for NGOs unable to take this path, the inability to mobilize even compulsory savings
in conjunction with lending is a constraint on their activities, which the central bank
would be in a position to loosen.
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7 Conclusions and Recommendations

7.1 Conclusions
In terms of microfinance, Indonesia is a special case, where the formal financial
sector has extended sustainable financial services deep into the countryside and to
some, at least, of the very poor. A wide range of small regulated financial institutions,
for which there are few parallels elsewhere, provide financial services to rural
populations. However, the commercial banking system (with the exception of a
limited number of small banks which have demonstrated the possibilities) has had
little genuine involvement with microfinance.

By comparison with other countries where microfinance has developed,
nongovernment organizations (NGOs) have played a relatively minor role as
microfinance institutions (MFIs). On the other hand, the government of President
Abdurrahman Wahid appears to have a more positive attitude to NGO initiatives, and
some NGOs are moving to take advantage of emerging opportunities in the sector. A
recent initiative to establish a national umbrella body for the support of microfinance
development has received high-level political support and the active involvement of
Bank Indonesia (BI).

Among commercial banks, Bank Rakyat Indonesia (BRI) is distinguished by
the outreach and sustainability of its village units, which provide a national system of
small finance and microfinance services. The excellent performance of the BRI unit
system in the face of the Indonesian financial crisis, during which the units maintained
their profitability and essentially carried the other, loss-making, divisions of the bank,
has confirmed BRI’s status. The regulated BPR, which comprise the second category
of bank in Indonesia, have also in general weathered the financial crisis better than
the commercial banking system. This also appears to be true of other small financial
institutions which are subject to the Banking Act and hence subject in principle to BI
regulation (including village credit institutions, BKD, and rural credit fund institutions,
LDKP, in Central Java and Bali, respectively).

New central bank legislation enacted in 1999 was designed to secure greater
independence for BI. The central bank’s mandate now focuses on the single objective
of maintaining the stability of the rupiah. BI may not lend to the Government nor may
it buy government bonds except in the secondary market. Its capacity to act as lender
of last resort to the commercial banks has been greatly reduced. BI is to lose its
function as prudential supervisor of banks by the end of 2002, while retaining the role
of bank regulator. BI has ceased to exercise any refinancing functions in connection
with government-mandated credit schemes. 

BI’s major contribution to the development of sustainable microfinance has
been its role as a contributor to the policy consensus which secured macroeconomic
stability, healthy growth, and financial sector liberalization over most of the period
between 1967 and 1997. BI did not, in general, have specific policies in support of
microfinance. Nor are the changes in its role and functions, resulting from the 1999
legislation, conducive to its playing any further “developmental” role in support of
microfinance.

On the other hand, in terms of promotional activity in support of microfinance,
the central bank supported the bank/self-help group linkage program with German
technical assistance (PHBK). It implemented the Microcredit Project with the Asian
Development Bank and, more recently, has entered into a project with the German
government technical assistance agency (GTZ) to improve the operations of BPR and
other ”small financial institutions.” Its support to strengthen the umbrella body for
BPR (Association of Indonesian Rural Banks or PERBARINDO) and for the new
umbrella body for microfinance development (United Movement for the Development
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of Indonesian Microfinance or GBPKMI) are also positive promotional initiatives. BI
intends to set up a deposit protection scheme for BPR.

Overall, however, BI’s promotional support of microfinance has been relatively
limited in the past, and many gaps remain in microfinance provision in Indonesia.
Further strengthening of BPR and the small financial institutions, and support for
community-based, cooperative, and NGO initiatives, could form part of a promotional
agenda for BI in future. The central bank has established a “Bureau For Credit,”
despite having lost its operational credit functions. BI sees this as having a policy
formulation role, concerned with technical support for the provision of small- and
microfinance through banking institutions. This suggests that BI will become more
active in promoting microfinance in future. 

Amendments to the banking legislation in 1998 were impelled by the financial
crisis, with some implications for microfinance. There is provision for the creation of
a deposit insurance institution for the commercial banks, which will also make
possible the creation of a deposit protection scheme for BPR. Minimum capital
requirements for BPR have been increased to levels which may make it difficult to
establish new BPR in some of the poorest provinces in Indonesia. Other requirements
placed on BPR may result in the liquidation, amalgamation, or takeover of many
weaker institutions. BI wants to see the industry composed of a smaller number of
BPR, larger in size and financially sound, before handing these over to the new
supervisory body at the end of 2002. The joint BI/GTZ program for the small financial
institutions supports this objective.

Apart from the regulated BPR, the other small financial institutions (BKD and
LDKP) are subject to the Banking Act but their supervision is conducted by agencies
other than BI. BKD are supervised by BRI and the cost of this supervision is a charge
against the central bank’s budget. However, when BI transfers its responsibility for
banking supervision to a new agency at the end of 2002, it is not clear whether that
agency will have either the resources or the mandate to concern itself with BKD. The
small institutions known collectively as LDKP are closely associated with their
respective provincial governments. These institutions in Bali are relatively strong, but
so long as they opt to remain outside the network of BPR regulated by the central
bank, their situation is ambiguous. As in the case of BKD, the transfer of BI’s super-
visory responsibilities to a new agency may compound the uncertainties confronting
this group of small financial institutions, a group which is important for microfinance. 

The prospects for the independent flowering of civil society initiatives in
microfinance have not been so good for many years. A continuing disability affecting
NGOs engaging in microfinance is the prohibition of savings mobilisation among
members of credit schemes. The inability to mobilize even compulsory savings legally,
in conjunction with lending, is a constraint on the development of such activities.

7.2 Recommendations 
(1) Under 1999 legislation, BI retains responsibility for broad issues of financial

sector development. It should continue to play a promotional role in
support of the development of a sustainable system of microfinance in
Indonesia.

Under the central banking legislation of 1999, BI remains responsible for the
overall soundness of the banking and payments systems, and for the regulation
of banks. Aside from its overall concern for the stability of the rupiah, it has a
continuing obligation to consider broader issues of financial sector development,
including the development of that part of the financial system catering for the
needs of the poor. It should continue to play a promotional role for the development
of a sustainable system of microfinance. 
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(2) The central bank should maintain its overview of the full range of financial
institutions that provide microfinance services and that fall within the
provisions of the 1998 Banking Act. When its supervisory functions are
transferred in due course to the new entity created for that purpose, BI
should ensure that this transfer is effected with due regard to the interests
and needs of those institutions.

In terms of its continuing regulatory responsibilities, BI should maintain its
overview of the whole “multi-tiered” set of arrangements for the regulation of
those financial institutions which fall under the provisions of the 1998 Banking
Act, and which are providing microfinance services. These include the BRI units,
those BPR which it regulates directly, and the other “small financial institutions.”
Given that BI is to transfer the function of supervision to a new entity by the end
of 2002, it will need to ensure that this transfer is done with due regard to the
interests and needs of all those regulated financial institutions which provide
microfinance services. It will be important to maintain their capacity to provide
sustainable financial services to the poor (who form a minor but significant part
of their clientele) and to enable them to improve their outreach and sustainability.

(3) Concerning the transfer of supervisory responsibility for BPR and other
small financial institutions, it may be that the new institution to be created
to provide deposit protection for the BPR system would be a more
appropriate supervisor for them, should the new bank supervisory agency
lack either the resources or the capacity to provide this service.

BI also needs to consider the implications of the creation of a deposit protection
scheme for those BPR which it regulates, and for the small financial institutions
which have the potential to upgrade to regulated BPR status. Such an institution
has the capacity to fill the supervisory role for the institutions whose deposits it
is guaranteeing, and has a considerable incentive to do this well, considering it
may be bankrupted by their failure. This may be a relevant consideration in
negotiating the transfer of supervisory responsibility to a new entity, if that entity
lacks capacity for or interest in assuming the responsibility for BPR, and for any
required oversight or supervision of potential (calon) BPR.

(4) BI should consider whether new regulations for BPR issued in May 1999
unnecessarily prevent the establishment of these small banks in poorer
regions of Indonesia, and whether exemptions or other supportive
measures could be put in place to encourage the establishment of BPR in
such regions.

BI should consider whether new regulations for BPR, issued in May 1999,
unnecessarily prevent the establishment of new BPR in poorer regions of the
country. These include minimum capital requirements of Rp0.5 billion for BPR
outside provincial capitals, and Rp1.0 billion in provincial capitals, together with
other stipulations regarding qualifications and experience of managers. Such
requirements may be particularly onerous at the kecamatan (district) level in
Eastern Indonesia, where relatively few BPR have been established so far. BI
should consider whether exemptions and other supportive arrangements could
be put in place to encourage the establishment of sustainable BPR in regions
which are currently under-served.

(5) While Indonesia does not need a formal regulatory framework for
microfinance as such, BI should exercise regulatory discretion to prevent
current regulations from impeding the development of microfinance
outside the regulated banking institutions. An example is deposit
mobilization by NGOs among members; BI should explicitly authorize
this practice.

It is not proposed that Indonesia should have any formal structure of regulation
for microfinance, other than the provisions of banking law which govern the
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operations of regulated financial institutions. There is no case under Indonesian
circumstances, for example, for a formal microfinance law. However, there will
be cases where the existing legal framework unnecessarily impedes the develop-
ment of microfinance outside the regulated financial institutions. For example, BI
should exercise its regulatory discretion to clarify the situation of MFIs operated
by NGOs, so as to permit them to mobilize the savings of members in the context
of lending. It should be prepared to consider making any reasonable modification
in its regulations to permit the development of sustainable microfinance outside
the regulated financial institutions.

(6) BI should attempt as far as possible to quarantine financial institutions
providing microfinance services on sustainable principles from parti-
cipating in programs of subsidized credit, whatever agency is responsible
for such schemes.

Given that BI itself is no longer to be involved in credit schemes, and that its
concern should be with the integrity and sustainability of regulated financial
institutions, it should attempt as far as possible in future to quarantine financial
institutions providing microfinance on sustainable principles from programs of
subsidized credit. This should apply whatever other agency is responsible for
such schemes. BI’s regulatory powers could be employed to encourage such
quarantining, in order to avoid compromising the objectives of regulated financial
institutions engaged in microfinance.

(7) The central bank’s promotional activities should be directed at nurturing
a pluralistic approach to provision of microfinance, including small
regulated financial institutions and community-based, cooperative, and
NGO initiatives.

In terms of a continuing promotional role (as recommended earlier), BI should
develop an agenda which includes further strengthening of BPR and small financial
institutions. It should also include support for community-based, cooperative,
and NGO initiatives, which have flourished in other countries but which have
been relatively stunted in Indonesia, for historical reasons. BI’s objective should
be to nurture a pluralistic approach to microfinance provision, the better to meet
the diverse demand for financial services of the poor in a very diverse country.

(8) BI should consider further opportunities for pilot projects trialing inno-
vative approaches to microfinance service delivery, without taking them
past the pilot phase.

BI has played an innovative promotional role through its implementation of pilot
projects, including the PHBK Project (bank and self-help group linkages), the
Microcredit Project, and the Pro-Fi Project supporting the development of the
BPR system. At least one of these projects went well beyond pilot status to more
general implementation. This would no longer be acceptable, given BI’s new
status and role. BI should consider opportunities for further pilot projects trialing
innovative approaches to service delivery, without permitting such projects to go
beyond the pilot phase. Once such initiatives have been proved, arrangements
for their more general application should be made by the Government. Projects
concerned with capacity building and the strengthening of existing institutions,
such as the Pro-Fi exercise, also appear appropriate for the central bank to pursue
in future. 

(9) BI’s newly established Bureau for Credit can play an appropriate role in
the promotion of microfinance by participation in pilot projects and
through research, data collection, and policy formulation.

In this connection, the establishment by BI of a credit bureau is an appropriate
measure, so long as its role is confined to “formulat[ing] policy on technical
support to banking related credit extension to the small scale and micro business”
(see Section 4.3). The formulation of policy should extend to participation in the
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conduct of restricted pilot and capacity-building projects, as well as to research
and the collection and publication of data relating to microfinance activities of all
kinds. 

(10) BI should support activities for communication between stakeholders in
microfinance, and lend its prestige to efforts at consultation and policy
discussion involving the microfinance community.

In a situation where BI no longer has supervisory control of regulated financial
institutions, and where space has to be created for a range of initiatives from the
NGO and cooperative sectors in support of microfinance, BI can best play a
leadership role through persuasion and consensus. Its support for GBPKMI
(United Movement for the Development of Indonesian Microfinance) is an
appropriate initiative in this respect. This “movement” could provide a vehicle for
coordination and communication between stakeholders in microfinance, whether
from the regulated financial sector or from other institutions. By lending its
prestige to deliberations in such an arena, BI can assist in making this an effective
means of consultation and policy making for microfinance. 
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The Kyrgyz Republic, with a population of 4.7 million, was established in 1991 following the
break-up of the former Soviet Union. It is undergoing transition from central planning to a market
economic system.  The microfinance sector is still in its infancy, and the National Bank of the Kyrgyz
Republic (NBKR, the central bank) has had relatively little involvement with it. However, NBKR has
undertaken some "developmental" activities to support agriculture which have had implications for
microfinance. The economy was hit badly by the Russian financial crisis toward the close of the
1990s, and this has severely stretched NBKR’s resources. 

The most important contribution that the central bank can make, both to microfinance and
to the wider financial system, is to reduce inflation and ensure monetary stability. Regulation of the
microfinance sector would be premature at this stage. There may be a case, however, for NBKR to
undertake some limited "promotional" activities to support microfinance. 

Summary

Ruth Goodwin-Groen



Currency Equivalent

Currency Unit – som (Som) 

US$1 = Som42 (at September 1999)

Abbreviations
ADB Asian Development Bank

FCSCU Financial Company for the Support and Development 
of Credit Unions

FINCA Foundation for International Community Assistance

GDP gross domestic product

GNP gross national product

KAFC Kyrgyz Agricultural Finance Corporation 

KAT Kyrgyz Ayl Trust

MFI microfinance institution

NBFI nonbank financial institution

NBKR National Bank of the Kyrgyz Republic

NGO nongovernment organization 

RCC rural credit cooperative

SSC Savings and Settlement Company

UNDP United Nations Development Programme

USAID United States Agency for International Development

Note
In this report, “$” refers to US dollars.
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1 Introduction and Background

1.1 Economic Performance
The Kyrgyz Republic was established in 1991 during the break-up of the former
Soviet Union, and its currency, the Som, introduced in May 1993. Kyrgyz is a recent
entrant to the World Trade Organisation and was the earliest reformer among the new
central Asian states. In terms of political and economic conditions, it is now considered
to be the most liberal and open of all the central Asian republics (Meyer and Nagarajan
1999). However, the rapid transition has entailed severe economic dislocations; per
capita gross domestic product (GDP) has fallen by over 50 percent since Independence
and stood at $480 in 1997.1

The severe adverse impact of the Russian crisis in 1998 has so far prevented
the Kyrgyz Republic from reaping the benefits of economic liberalization. During
1997 and until August 1998, the Kyrgyz Republic had made significant progress in its
economic recovery. According to the Asian Development Bank (ADB) Country
Economic Review (ADB 1999a), real GDP grew in 1997 at a robust 9.9 percent, with
decelerating inflation (down from 1,366 percent in 1993 to 14.7 percent in 1997),
declining budget deficit, and improving current account balance. But in 1998, real
GDP growth was only 1.8 percent and inflation was 18.3 percent (instead of the
targeted 12 percent), and interest rates rose sharply. The Som fell from 17.38 to the
dollar at the end of 1997 to 43.18 by 31 May 1999.

The soundness of the Kyrgyz banking system was also severely impaired by
the Russian crisis. The largest commercial bank was declared bankrupt by the central
bank, the National Bank of the Kyrgyz Republic (NBKR), in April 1999. This followed
the failure of seven banks to meet all of NBKR’s prudential requirements. The story
has continued into 1999 with at least 15 percent of total banking assets under temporary
or direct supervision of NBKR (ADB 1999a). Extreme tightening of credit by the banks
led to a 75 percent drop in Som credits in the last quarter of 1998, which has also
contributed to weakness in the enterprise sector.

However, even without the Russian crisis, the effects of liberalization have
not been all positive. Privatization is a major part of the Kyrgyz economic reforms,
and by mid-19972 the private sector share of GDP had increased from almost zero to
60 percent (among the highest in the Commonwealth of Independent States) (ADB
1999a). But Nellis (1999, ix)  noted that “in some institutionally weak transition
economies ownership change has so far not delivered on its promise,” and that “in an
institutional vacuum privatization can and has led to stagnation and decapitalization
rather than to better financial results and increased efficiency.” This has been part of
the Kyrgyz experience as well.

There has also been a greater relative dependence on the agriculture sector
as a result of the transition (exacerbated by the Russian crisis). Approximately 
82 percent of the population (about 3.8 million people) are now dependent on
agriculture for their livelihood. Agriculture accounts for 42 percent of employment

Although Kyrgyz
Republic is the
most liberal of the
central Asian
economies, rapid
transition and
external shocks
have brought
disruptions

1 If purchasing power parity numbers are used for gross national product (GNP) per capita,
the Kyrgyz Republic’s income rises to $2,180 (World Bank 1999).

2 The privatisation of the large state-owned enterprises was halted in 1997 (ADB 1999a).
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and its share in GDP increased from 35 percent in 1991 to 52 percent in 1997
(International Monetary Fund 1998, quoted in Meyer and Nagarajan 1999). But,
according to the Area Study Centre (1995), only about 7 percent of the country’s
terrain is arable and of this, some 70 percent depends on irrigation. The transition has
also resulted in a rapid increase in criminal activity — in particular, the cultivation of,
and trade in, illegal drugs. 

For 1999, the projected economic growth rate was 2.7 percent and the target
inflation rate was single digit (ADB 1999a). But the inflationary pressure from the
devaluation resulted in inflation estimates “on the street” of between 11 percent and
40 percent. “The Kyrgyz economy remains in a precarious state at least for 1999”
(ADB 1999a, 16).

1.2 Human Development
The Kyrgyz Republic had a population of 4.6 million in 1997, and its average annual
population growth rate was 1.4 percent in the period 1980 to 1997. It is classified in
the “medium” category of human development by the United Nations Development
Programme (UNDP) with a Human Development Index rating of 0.702, ranking it
97th among 174 countries listed (UNDP 1999c). 

In 1999, over 60 percent of the population (more than 2.8 million people)
are estimated to live under the poverty line of $7 per month (UNDP 1999b). The
proportion of households considered to be poor has steadily increased since
Independence. From 35 percent in 1992, it rose to 40 percent in 1993, and to 
49 percent in 1996 (World Bank 1997, cited in Meyer and Nagarajan 1999), and now
to 60 percent. These percentages mask significant disparities between regions and
between urban and rural populations. In general, the rural and southern regions are
more affected by poverty than the urban and northern regions.  UNDP (1999c) does
not calculate the Human Poverty Index for Kyrgyz. 

The Russian crisis further reduced the standard of living. There was late
payment of wages and pensions and payment in kind, especially towards the end of
1998, as well as cutbacks in the delivery of social services and social assistance. As
the economic slowdown continues, unemployment, estimated by the World Bank
(1996) at 10.2 percent, is likely to increase and real income to decrease. This in turn
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Transition and Economic Crisis in the Kyrgyz Republic
• Established in 1991 at the breakup of the Soviet Union, and with 

its own currency only since 1993, the Kyrgyz Republic is in transition
to a market-based economic system.

• Per capita income fell by some 50 percent to 1997 due to economic
dislocation.

• Shrinkage of the industrial economy and state sector has forced
greater reliance on agriculture and self-employment in the service
sector.

• The incidence of poverty has increased drastically, from 35 percent in
1992 to around 60 percent in 1998. 

• Financial institutions were saddled with heavy nonperforming loans,
while inflation increased their difficulties.

• Financial crisis in Russia from 1998 damped the recovery then
underway in Kyrgyz.



will cause poverty to rise. As is commonly the case, women and children suffer more
than others in times of economic hardships. Female unemployment continued to
increase in 1998, with its share in total unemployment climbing to almost 60 percent
(ADB 1999a). 

According to UNDP (1999b, 5), “the absence of a coherent and well-defined
vision of the role of the state at both central and local levels and the institutional
mechanism to implement the reform process remain the most significant obstacles to
economic and social transformation.” This is hardly surprising given the “precarious”
(ADB 1999a) and unprecedented economic situation faced by a government team
with little experience managing a new economy and currency.3

2 Development of Microfinance 

2.1 Microfinance in the Kyrgyz Republic
In transition economies such as Kyrgyzstan, with closures or cutbacks of state-owned
enterprises and conversion of state collective farms into small private farms, there is
a general upsurge in small enterprises and micro-enterprises in business, trade,
production, and farming units operated by poor and very poor people. This, together
with good literacy and education, good roads and reasonable access to rural areas,
and a cooperative culture (particularly among the elderly), means there are positive
drivers for microfinance (Wadhwa 1998b). However, these positive aspects are offset
by low population density, mountainous terrain in some areas, lack of a credit and
repayment culture, lack of entrepreneurship, an undeveloped legal and institutional
framework, and few experienced nongovernment organizations (NGOs). All of this
can make the development of microfinance institutions (MFIs) very challenging. 

The financial sector has evolved from a monobanking system in the early
1990s to a complex system composed of state-owned and private commercial banks
and nonbank financial institutions (NBFIs). The banking sector now comprises 
24 commercial banks, but it is highly concentrated with the largest four accounting
for about two thirds of all credit and deposits. These banks maintain a network of 
140 branches across the country, a banking density still low by international standards
(ADB 1999a), and some 70 percent of the population is thought to lack any reasonable
access to financial services (Wadhwa 1998b). 

According to the ADB Microfinance Development Strategy (ADB 2000, 1),
microfinance can be defined 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.” In addition to banks, these
financial services to the poor are provided in the Kyrgyz Republic by:

(i) the Savings and Settlement Company (SSC) that collects savings; 

(ii) NBFIs that lend, such as the Kyrgyz Agricultural Finance Corporation (KAFC);
funded under a World Bank project, this is the largest microfinance institution in
the country);

(iii) donor-funded nongovernment microcredit programs; 
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3 More detail about the Kyrgyz Republic’s economic and human development can be found
in the Asian Development Bank’s (ADB) Country Economic Review for 1999 (ADB 1999a)
and UNDP’s Country Review for 1999 (UNDP 1999b). 
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(iv) credit unions (assisted by ADB) that follow a typical credit union approach;

(v) rural credit cooperatives (RCCs);

(vi) subsidized micro farm credit through local government budgetary provisions;
and

(vii)informal finance.

The table summarizes key aspects of most major microfinance programs in the Kyrgyz
Republic. It does not include the budgetary transfers to low income populations in
rural areas that were estimated at about 45–50 percent of existing credits for 1996–1997
(ADB 1999a). Various lending institutions in Kyrgyzstan use the term “microcredit” to
refer to loans ranging from under $604 to over $25,000. But this range is not agreed
upon. Some argue that it should stop at $1,000. For transparency, the table includes
all programs with a primary loan product below $25,000 when the exchange rate was
between Som27 and 33 to $1 (Eggert 1999). Also, in some of these programs the
criteria for membership in the microfinance programs are based on a minimum
landholding and/or membership in a farmers’ association (Wadhwa 1998a). Such
programs would not reach the non-landed.

2.2 NGOs in Microfinance

Foundation for International Community Assistance
With 14,128 active clients (as of 31 July 1999), the Foundation for International
Community Assistance (FINCA) has the largest clientele of any MFI in the Kyrgyz
Republic. Funded by the United States Agency for International Development (USAID),
it uses village banking methods where 10–30 members save together. They lend
FINCA-supplied credit as well as their own savings to one another. With a portfolio
outstanding of Som48.7 million ($1.132 million), FINCA has an average loan size of
approximately Som3,500 (around $90). There are no public data on FINCA’s financial
viability. However, with a nominal monthly interest rate of 5 percent, a 1 percent
affiliation fee per loan on a four-month loan cycle, and a portfolio at risk of only 
0.3 percent, it is probably more than covering direct operating costs.

Kyrgyz Ayl Trust 
Kyrgyz Ayl Trust (KAT) is the sole Grameen Bank replication in the Kyrgyz Republic.
It started in 1996 with a $50,000 loan from the Grameen Trust, worth Som1 million at
the time. As at 31 July 1999, KAT had grown to some 1200 borrowers, all low income
women with no loans in arrears. KAT operates only in the south-western “peninsula”
of the country, the home region of its founder. The nominal annual interest rate is 
30 percent on loans of approximately Som1,000 (now only around $25). The interest
income, together with a small grant, covers all the operating costs, but not the cost of
inflation in local currency or foreign exchange losses.5

Other NGOs listed in the table were visited but are not described in detail
here. FINCA and KAT are good contrasting examples of an international and a local
NGO which use different models and approaches but are both forward looking.
These two MFIs are preparing for the day when they will be able to register as some
form of NBFI. Even though their interest rates seem high, informal moneylenders
charge at least 30 percent interest per month (Wadhwa 1998a). 

A range of
organizations,
state and
voluntary, foreign
and domestic,
provide micro-
finance services

4 Given the drop in the Som–$US exchange rate during 1998 and 1999 (ADB 1999a), it is
more useful to use dollar numbers for loan sizes.

5 KAT is not included in the table.
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2.3 Nonbank Financial Institutions in Microfinance

Kyrgyz Agricultural Finance Corporation  
KAFC was formed in 1996 as a government-owned NBFI to develop the rural finance
system and to fill a perceived void created by the closure of Agroprombank. It is
funded under the Rural Financial Project of the World Bank and is allowed to lend
but not to accept deposits. As of December 1998, KAFC’s total portfolio outstanding
was Som113 million ($3.9 million), up from Som31 million ($1.07 million) in 1997.
Thus, it has the largest microfinance portfolio in the Kyrgyz Republic (KAFC 1998). 

As can be seen in the table, KAFC has two microcredit products. There is a
solidarity group lending product for poor farmers and an agricultural credit cooperative
lending product for small farmers. A third, an individual lending product for larger
farmers has a lower limit of $600 for loans and is probably beyond the scope of
microfinance as defined here. KAFC believes that the smallest loans given to solidarity
groups based on the group’s savings are the most beneficial for low income clients.
Because of the importance of savings services to their clients, KAFC is discussing
options for how the agricultural credit cooperatives might transition towards a
successful credit union model demonstrated under the ADB credit union project (the
Rural Financial Institutions Project) or start saving with SSC (see discussion later in
this section).

The interest KAFC charges on loans is 32 percent per annum, a rate “approved”
by its board, chaired by the minister of finance. The corporation knows that this does
not cover the cost of operations, loan loss, and cost of funds because it had a net loss
of Som5.6 million in 1998. Indeed, if the effect of inflation is considered, this could
be a negative real interest rate. The Ministry of Finance believes, however, that the
best way to compensate producers for the lack of profitability in the agriculture sector
is to subsidize credit, but expects to take a less interventionist role as KAFC develops.

Savings and Settlement Company 
SSC was established in July 1996 to replace the rural deposit mobilization and payment
services provided by Elbank. It is wholly owned by NBKR, the central bank. It is
allowed to accept deposits but not to lend, and has the largest network of any financial
institution in the country with 48 branches that reach even the most remote areas. Its
total deposit base in December 1998 was Som89.7 million ($3 million), and it is
thought that elderly people held most of these accounts. The minimum account
balance was Som100 ($2.30 in June 1999). (There is a more detailed discussion of SSC
in Section 6.)

Financial Company for the Support and Development of Credit Unions 
The Financial Company for the Support and Development of Credit Unions (FCSCU),
wholly owned by NBKR, was established in April 1997 under the Rural Financial
Institutions Project of ADB. As of 30 June 1999, 131 credit unions had been licensed
with 4,986 members and loans outstanding of Som26.3 million (around $610,000) on
which the credit unions typically charge a nominal interest rate of 36 percent per
annum. (With inflationary pressures this interest rate may rise.) Even though the
project is currently making a loss, breakeven is projected in the third year of operations.

According to Mr Duishegulov of NBKR, the credit union project is the most
successful financing program ever undertaken by the Government. There is 98 percent
on-time payment of principal and 94 percent on-time payment of interest, which is
the highest in the whole banking system. 
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2.4 Banks in Microfinance
Kyrgyz Promstroi Bank is a commercial bank, partially owned by the Government. It
was recapitalized in the mid-90s so it could continue to service the rural sector from
its 24 branches. However, its lending activities to microentrepreneurs and poor people
in agriculture and agribusinesses remain negligible. Its total loan portfolio at the end
of 1998 was Som104 million ($3.5 million at December 1998 exchange rates) which
was 34 percent of total assets. The nominal interest rate charged is approximately 
80 percent per annum on Som loans. Of this portfolio, 5–10 percent was in loans of
less than Som100,000 ($3,500). That means the maximum Promstroi Bank had
outstanding in small loans was around Som10 million ($350,000). However, these
were not loans to poor microentrepreneurs because Promstroi Bank requires its
clients to be known to them, to have good collateral or a personal guarantor, and to
be an existing business (no start-ups). This is a familiar pattern because the share of
household loans in the loan portfolios of the rural branches of commercial banks was
less than four percent in 1996 (ADB 1997, cited in Meyer and Nagarajan 1999). A
senior officer of Promstroi Bank claims it does have “many small savings accounts”;
all commercial banks have a minimum deposit amount of Som2,000. 

Kyrgyz Republic bankers are little different from other bankers. They generally
consider the poor to be risky, incapable of income generation or savings and of
repaying loans. The National Microcredit Summit in 1998 heard that banks in the
Kyrgyz Republic lack staff who are able to evaluate the profitability of agricultural and
agribusiness enterprises and management able to assess the cost-effectiveness of
credit delivery. Hence, their main focus remains the client’s collateral (UNDP 1998b).

2.5 Demand for Microfinance
The Government has noted the importance of developing micro-enterprises and
delivery of microcredit to tackle poverty in the country (Wadhwa 1998b). With over
60 percent of the population now in poverty (approximately 2.8 million people), this
is a significant challenge. There are indications, however, that substantial savings exist
which are neither being deposited in banks nor circulated in the economy (ADB
1997). One reason for that may be (as already noted) that an estimated 70 percent of
the population (approximately 3.22 million) are without any reasonable banking
services. However, the National Microcredit Summit’s outreach target for 2005 of 
1 million poor families (UNDP 1998b) seems to be an overestimate of the demand,
given the population estimates and the definition of demand (discussed later). 

The 1999 ADB Country Economic Review (ADB 1999a) estimated rural credit
supply (based on 1997 numbers) to meet approximately one third of the potential
needs. Von Pischke (1991) explains that this “credit need” approach is not helpful.
“Debt capacity”6 is a more meaningful concept than “demand,” especially when the
latter is not considered in relation to the cost of credit or the capacity to repay. The
debt capacity perspective emphasizes improvements in the operations of financial
markets. It requires financial intermediaries that are financially viable because they
understand the repayment capacity of clients and the risk involved. Any approach to
meeting credit needs with subsidized funds from a financially unsustainable institution
will not be addressing a client’s actual debt capacity. 

Viewing the potential market in terms of “debt capacity” rather than “credit
needs” or “demand” may be helpful for MFIs in the Kyrgyz Republic. Even now, as
many as six different microcredit programs are competing against each other for
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similar clients in the same region, with subsidized interest rates. This level of competition
is expected to increase as MFIs expand and broaden their product base (Eggert 1999).
This may pose problems both for the absorptive capacity of the market in the regions
where the competition is intense, as well as for the growth of individual institutions
to the scale necessary for sustainability. Though there may be emerging situations of
oversupply at the regional level, this is not a national phenomenon. If we use the
definition of client “debt capacity” for microfinance demand, it is possible to conclude
that there is almost certainly a situation of overall excess demand for sustainable
microfinance services.

3 Role of the Central Bank

3.1 Mandate of the Central Bank
In 1992, under a Group of Seven mandate, 23 central banks agreed to cooperate with
the International Monetary Fund to provide intensive central banking technical
assistance to the Baltic states and the Commonwealth of Independent States. One of
the measures taken subsequently in the Kyrgyz Republic was the establishment of a
two-tier banking system comprising NBKR (the central bank) and commercial banks.
This was confirmed in legislation by the adoption of the Laws on the National Bank
of the Kyrgyz Republic and on Banks and Banking Activities (Sundararajan et al.
1996).

According to the legislation, NBKR has two major responsibilities: (i) to
implement a monetary policy that ensures a low inflation rate and stabilization of the
national currency, and (ii) to undertake supervisory functions with respect to commer-
cial banks’ activities, with the aim of protecting the interests of their depositors and
creditors. The main instruments of the monetary policy pursued by the national bank
are credit auctions, treasury bill auctions, and foreign exchange auctions, as well as
continuing direct measures such as reserve requirements (Sundararajan et al. 1996).

Over the past two years, NBKR has adhered to the policy of curbing inflation
and maintaining the stability of the Som. With increasing experience in conducting
monetary policy and a growing number of monetary instruments at its disposal, this
tight policy stance has had considerable success, even allowing for the extraordinary
circumstances brought about by the Russian crisis (ADB 1999a). Inflation declined
from 1,3667 percent in 1993 to 14.7 percent in 1997 and even with the crisis it was
kept to 18.3 percent in 1998 (ADB 1999a). This is significant in contributing to an
enabling environment for microfinance. 

NBKR is an exception to UNDP’s finding that “the absence of a coherent and
well-defined vision of the role of the State at both central and local levels and the
institutional mechanism to implement the reform process” are the most significant
obstacles to economic and social transformation in the Republic (1999b, 5). NBKR has
a clear sense of its dual responsibilities to the stability of the financial sector and the
supervision of the banking system. However, as noted earlier, to manage these
responsibilities is an extremely challenging task for a young team with a new economy
and currency facing a precarious and unprecedented economic situation (ADB 1999a). 

NBKR may be likened to a hospital emergency room. The central bank is
trying to save badly battered commercial banks whose demise would jeopardize the
whole financial system. The key to action in such a situation (as all emergency room
doctors know) is “triage” (choosing the priority “cases” for immediate treatment).
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Where there are MFIs with significant international support and which pose little
threat to the financial system, they will receive little attention under “emergency
room” conditions.

4 Central Bank Involvement with
Microfinance 

4.1 NBKR Activities in the Microfinance Sector
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. Its capital is Som10 million. As of 30 June
1999, 131 credit unions had been licensed against a projected 100. The number of
members was 4,986, an average of 38 members per credit union. Total assets of the
licensed credit unions are Som29.5 million ($736,586), a growth of 324 percent over
the year. Total loans outstanding have also increased markedly, by 315 percent to
Som26.3 million (ADB 1999a). 

FCSCU conducts training for each credit union, which includes management,
general accounting, credit analysis, and other operational functions. The rapid
establishment of a large number of credit unions is likely to have adverse implications,
both for the capacity of FCSCU to provide training and for the quality of management
and operations of credit unions. ADB (1999a) believes that continued and more
substantial training for both FCSCU and credit unions is urgently needed in the areas
of credit union management and supervision, asset and liability management, credit
analysis and risk management, accounting and financial management, and loan
pricing. 

Savings and Settlement Company 
SSC is a joint stock company, again wholly owned by the central bank, with the goal
of “attraction of monetary resources from the population and the settlement and cash
servicing of physical persons, as well as carrying out a complex of banking services
for legal entities.” It is also licensed by NBKR to undertake foreign exchange operations
and to operate in the interbank market (Savings and Settlement Company 1998). 

Collateral Registration Office
NBKR currently has a pledge registration office for tracking collateral that has been
pledged to guarantee loans. Information from this office can be directly accessed by
MFIs and might be incorporated into the information provided by a microfinance
credit bureau. The central bank is already in the process of developing a credit rating
agency for commercial banks (Eggert 1999).
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Subsidized Credit to Agriculture
As already mentioned, more than 80 percent of the population depends on agriculture,
a degree of dependency which has actually increased as a consequence of the
contraction of other sectors. The Government has continued to provide subsidized
credit to agriculture under the Emergency Financial Support Program through regional
and district authorities. These allocations are in decline but are justified as a stopgap
arrangement until an alternative institution replaces the Agroprombank. The loans
have been made at nominal annual interest rates of between zero and 30 percent.
Even though total outreach of these various budgetary allocations is reported to be
very small, the Government has been reluctant to shift completely to the new paradigm
of a market-oriented financial market out of fear of underserving rural areas (Meyer
and Nagarajan 1999). 

The orthodox approach to subsidized rural credit in Kyrgyz hampers the
development of a commercially viable financial system in agriculture and so should
be phased out in 2000 as scheduled (ADB 1999a). However, as with other policy
measures which are a legacy of socialist economic planning, subsidies can only be
phased out as part of a sequenced program of policy reform, and as external economic
conditions permit (Nellis 1999).

4.2 NBKR Perceptions of Microfinance
One of the NBKR officials interviewed thought that microfinance meant loans to
groups of poor people, a savings requirement, no collateral and “easy terms,” that is,
a subsidized interest rate. The head of NBKR’s Legal Department thought that because
there is no clear legislated definition, each person comes to it from his or her own
perspective. The head of the Non-Bank Financial Institution Department had the
clearest working definition of microfinance: small, short-term loans to those clients
the commercial banks cannot serve.

While there was universal agreement that microcredit is good for the country
and that the demand for microcredit is high, there was little discussion of savings,
other than in the context of credit unions. This might be because only credit unions
(and SSC) are authorized to collect savings or because publicity given to the 1998
National Microcredit Summit meeting in Bishkek had focused attention on credit to
the exclusion of savings. The credit unions in particular were viewed with much
hope. This was because it was thought people believed in the credit union principles,
they were managed at the local level, and they were low cost. It was generally felt
that this type of nonbank “credit community” where people save and lend together
needed to grow. The main issue was to ensure the people knew how to manage them
properly. The general assumption was that specialized NBFIs such as the credit
unions, KAFC, and others already noted would provide loans for the microfinance
market.
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Even though there was agreement that MFIs should be financially self-sufficient, and
even profitable in real terms, the main issue was when this should happen. There
seemed some reluctance to move as quickly as might be necessary (given the time
frame of funding for externally supported projects). 

4.3 Potential Future Activities for the Central Bank
There is arguably a role for central banks in undertaking short-term activities that
promote financial systems able to provide poor households with access to financial
services on a sustainable basis. Such “promotional activities” (Chandavarkar 1996) are
intended as a catalyst for private sector activity. They may include support for pilot
projects using innovative approaches to microfinance, for research, collection, and
publication of data, and for advocacy and training. 

In addition to these examples of possible direct involvement in micro-
finance, several “promotional” ideas have been suggested to NBKR. One is that NBKR
should develop a comprehensive national microcredit strategy through dialogue with
clients, practitioners, facilitators, donors, and the Government (UNDP 1998b). However,
recognizing that NBKR is forced to “triage” — that is, decide which financial issues it
should tackle first — it hardly seems a priority to develop such a strategy within the
next 12 to 18 months.

Another option is for NBKR to create a national information network about
microcredit programs among different partners, to increase coordination and ensure
that some of the poorer regions are as well served as others (UNDP 1998b). To this it
might be replied that if practitioners think this is such a good idea, why are they not
doing it themselves?8 In many other countries it has been the MFIs themselves that
have undertaken information gathering and dissemination about microfinance.

It has also been suggested NBKR should establish an effective legal environ-
ment for the licensing of NBFIs (ADB 1999b). NBKR has already established the NBFI
supervision department, which is now finalizing a credit union law. It will also work
on other NBFI legislation. Since the savings issue is a difficult one for NBFIs, this
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Potential Areas for Promotion of Microfinance by NBKR
Activities commonly suggested for more established central 

banks include: 
• pilot projects 
• research 
• data collection
• consultation with stakeholders and “leadership.” 

Specific suggestions for NBKR include:
• developing a comprehensive national microcredit strategy
• creating a national information network on microfinance programs
• establishing an effective legal framework for licensing NBFIs which

encompasses MFIs
• conducting supervision of these organisations.  

These suggestions are all premature or impractical at this stage, due to 
resource constraints and the urgency of other needs.

8 Such a network has been suggested by the Meerim Foundation.



might be an opportunity for NBKR to work with MFI practitioners so that they
understand the NBKR perspective. The main issue again is whether the supervision
department will have enough staff to supervise any licensed institutions effectively.
Similarly, it has been proposed that the central bank should take responsibility for
supervising NGOs in microfinance (ADB 1999b). But if NBKR does not have the
resources to manage licensed NBFIs, why would it have the capacity to manage many
and smaller NGOs which would take even more resources? 

Finally, it has been proposed that NBKR should undertake comprehensive
training of local staff to replace consultants, with donors focusing on specific areas
including training (ADB 1999a). But, again, we have a staff resources question for
NBKR. An option that might be less resource intensive is for NBKR to collaborate with
MFIs to develop reporting standards that would build up the rigor of the industry. 

5 Regulation and Supervision of Banks 

5.1 Overview of the Banking System
The banking sector was restructured during 1996 and 1997 with new laws and
regulations strengthening the framework within which the commercial banks operate.
Restructuring was needed because overdues in the banking system at the beginning
of 1996 accounted for over 3.6 percent of GDP, and the volume of nonperforming
loans exceeded 60 percent of the banking sector’s lending portfolio. New enactments
included a central bank law and a banking law (ADB 1999a). 

The Kyrgyz banking sector is also hampered by other constraints. These
include low levels of bank capitalization, inadequate risk management, inadequate
loan loss provisioning, low deposit growth, and inadequate accounting systems. Bank
staff at all operational levels are inadequately trained, and some practices (such as
savings withdrawal fees) discourage the use of banks. Public confidence in the formal
financial system is lacking because of the erosion of the real value of savings due to
inflation, seizures of deposits for tax arrears, and the recent poor performance of
banks. Banks do not have a customer service orientation, and clients lack an
understanding of loans as a contract requiring repayment (a legacy of Soviet-era use
of the banks as conduits for state subsidies) (ADB 1997).

In addition to this catalogue of weaknesses, the soundness of the Kyrgyz
banking system was further impaired by the Russian crisis. The largest commercial
bank was declared bankrupt by NBKR in April 1999. This followed the failure of
seven banks to meet all of the central bank’s prudential requirements. The story
continued into 1999 with at least 15 percent of total banking assets under temporary
or direct supervision of NBKR (ADB 1999a). The extreme tightening of liquidity by
the banks led to a 75 percent drop in Som credits in the last quarter of 1998, contributing
to weakness in the enterprise sector. There is increasing dollarisation of credit and
deposits, and it is very difficult for the formal financial system to perform the
fundamental role of mobilizing deposits and transforming these into loans, partic-
ularly in rural areas. 

A recent study of the influence of law on formal economic activity in the
Kyrgyz Republic noted that “Kyrgyzstan enterprises rely overwhelmingly on self-
finance” and that this is “evidence of the influence of a poor legal environment” (Lee
and Meagher 1999). The authors note that smaller enterprises are more seriously
affected by this unfavorable legal environment than larger ones (and one may
reasonably infer that micro-enterprises are even more seriously affected).
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5.2 Minimum Capital Requirements
The banking system as a whole is a losing business in the Kyrgyz Republic, and
individual institutions are weak. But if NBKR lets any bank fail, the public might lose
confidence in the system as a whole. This would result in a run on the banks9 and
the financial system would fail. Because several banks are so small, it would take only
the bankruptcy of two or three large clients of one bank to challenge the whole
financial system. NBKR has already had to recapitalize two state-owned banks,
Promstroi Bank and AKB Kyrgyzstan Bank, to enable them to continue to service the
rural sectors (Lailieva 1998, cited in Meyer and Nagarajan 1999). 

The root of the problem is that the banks had insufficient equity to weather
the crises brought on by the Russian financial meltdown. The minimum capital
requirements for banks used to be only Som24 million. When banks have substantial
equity, they are much more able to absorb their losses. NBKR now requires capital of
Som300 million for new banks. All existing banks have to reach capitalization of
Som100 million by August 2001 and then grow to Som300 million. 

5.3 Interest Rate Regulation
There is no official NBKR regulation of bank interest rates in the Kyrgyz Republic, but
there is very strong influence exerted by the Government to keep interest rates down
for political reasons (see Section 6). 

5.4 Prudential Regulation and Supervision
To identify and mitigate risk in the banking system, the central bank has taken a
number of supervision measures. These include:

(i) classification of assets by risk, and requiring provisions for loan losses according
to classifications;

(ii) liquidity management; and    

(iii) a listing of loans to insiders and related persons (Sundararajan et al. 1996)

In addition, bank inspections address all components of the CAMEL10 system.
However, the main challenge of supervision, as identified by NBKR, is that it is able
to check the banks only against the established “norms.” There are insufficient staff
to do more. A senior commercial banker agreed that NBKR was concerned only
about banks complying with and meeting their prudential norms to ensure the safety
of the financial system. The 1998 annual report of Promstroi Bank states that it
“attained considerable overfulfilment of the rates set up by the National Bank.” Bank
supervisors would like to have the resources to pay special attention to accounting
within banks, and to check on what happens between presentation of financial
statements. 
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6 Regulation and Supervision of NGOs
and Nonbank MFIs

6.1 Central Bank Regulation of Nonbank Institutions
Serving the Microfinance Market

Currently, there are three different types of NBFIs regulated by NBKR. First, credit
unions are currently regulated under a presidential decree, but laws and supervision
norms have now been drafted to legalize them fully. NBKR has delegated the
supervision role to FCSCU. Second are credit-only entities such as KAFC. KAFC is
currently regulated and supervised as if it were a bank, because there are no specific
NBFI laws and supervision norms. However, the Kyrgyz Ayl Trust has requested a
NBFI license for undertaking microfinance as KAFC does. It is understood that the
NBKR board agreed in principle to establish such a legal entity with supervision
norms for the microfinance sector at some point in the future. Third are savings-only
entities, for example, SSC, which is owned and supervised by NBKR. 

International NGOs do not have to be registered if they operate under an
international agreement, but local NGOs do have to be registered. In addition, there
is discussion of laws on mortgage lenders and other types of specialized NBFIs. 

Very preliminary ideas have been suggested, by the Office of the President,
for broad legislation for microfinance under the civil code, but their status is not clear.
It was also unclear whether discussion of any such legislation would be coordinated
by NBKR. Certainly, there was a general feeling, shared by practitioners and NBKR,
that a framework is needed for the supervision of NBFIs and NGOs undertaking
microfinance, which will not stifle innovation or prevent services being provided at
low cost. However, there has not been time to learn from the (often negative)
international experience or to assess the costs and benefits of such regulation. 

However, the main issue on regulation for NBKR is lack of staff. Even if
appropriate regulations were in place, NBKR does not have the staff to undertake
effective supervision. Its priority is to deal with major (and prior) problems in the
financial sector (as discussed in Section 3.1). 

6.2 Regulation and Supervision of Credit Unions
At present, the credit union system is established and regulated on the basis of a
presidential decree and temporary rules and regulations. NBKR has delegated its
supervisory role to FCSCU because it does not have the staff to supervise them itself.
NBKR has just drafted new laws for the supervision of credit unions. These include
good rigorous prudential norms to prevent high levels of risk, including caps on
lending based on savings held and the percentage of the total capital, together with
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liquidity requirements and strict loan loss reserve policies (NBKR 1999b).11 The new
laws do not include any collateral requirements for loans, nor do they include the
Basle capital adequacy requirements (NBKR 1999a). 

Some relevant regulatory issues that still need to be addressed by NBKR include:

(i) Definition of capital. The savings of members that can be withdrawn are called
capital and this is not consistent with international accounting standards.

(ii) Lack of capital adequacy requirement. It has been argued that the minimum
capital adequacy standard needs to be higher for MFIs than for banks (with the
latter required to meet the Basle standard of 8 percent).

(iii) Need for high standards for credit union licensing. Unless high financial
management standards are required and enforced, the long-term stability of the
credit union system will be in doubt. These might include:

(a) annual external audits;

(b) standard internal control procedures; 

(c) maintenance of the real value of equity: for example, the current loan pricing
policy of negative real interest rates means that in real terms the credit
unions are being decapitalized (ADB 1999a). 

(iv) Whether the general public will be allowed to save with the credit unions
if they do not become members. The credit unions in the Kyrgyz Republic
appear to inspire greater trust in local communities than do other financial
institutions. This is thought to reflect a degree of disillusionment with state
institutions, including the banks, in the post-Soviet era. It may also indicate local-
level endorsement of the ownership structure and management style of the credit
unions. Against this background, the suggestion was made that perhaps the credit
unions should be allowed to accept deposits from the public (that is, from
nonmembers). 

This suggestion assumes that modes of governance and accountability could be
devised to safeguard the interests of all parties in such a situation. However, the
suggestion appears to disregard the intrinsic nature of the credit union as an
institution. This is that, where these institutions operate well, they do so because
of the strength they derive from their membership bases and from the nature of
the relationships fostered by an accountable membership structure. In the Kyrgyz
circumstances, for credit unions to accept deposits from nonmembers could
erode the relationship between them and their members, which would diminish
the credit unions’ capacity to provide appropriate services on a sustainable basis.

(v) The possibility of forming a credit union bank. This was brought up in
discussions by NBKR staff not directly associated with this study. Again, however,
this seems to violate the basic credit union principles. The difficulty of grafting on
activities which are contrary to the institutional character of credit unions seems
a formidable obstacle. 

6.3 Regulation and Supervision of Credit-only
Institutions

Kyrgyz Agricultural Finance Corporation 
KAFC was formed in 1996 as an NBFI to develop the rural finance system after the
closure of the Agroprombank. As of December 1998, it had assets of Som224 million
and is the largest MFI in the Kyrgyz Republic (KAFC 1998). It is regulated by NBKR
like a bank because there are no norms yet to determine the risk level for this type
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of institution. Even if there were specific norms that NBKR could follow, there is a
lack of personnel to supervise NBFIs so there would be little effective supervision.
Regulatory issues for KAFC involve the problems with the collateral law and
management’s wish to be licensed to accept deposits and eventually to become a
universal bank with foreign exchange dealing and other functions. 

The collateral law affects all banks in that they are not allowed to accept
land collateral. They are allowed to accept houses, but this is problematic since the
land on which they stand is not included. This law needs to be clarified if KAFC and
commercial banks are going to be able to make larger loans, but it does not seem of
primary importance for microfinance. KAFC thinks that its lending would be better if
it had clients’ savings and if it was also providing a deposit service to its clients.
Furthermore, KAFC wants to be able to provide payments services to clients by
becoming a universal bank. KAFC will also eventually be privatized.

6.4 Regulation and Supervision of Savings-only
Institutions

Savings and Settlement Company 
As noted earlier, SSC is a joint stock company owned by NBKR which carries out a
variety of financial and banking services, as well as undertaking foreign exchange
operations and operating in the interbank market (Savings and Settlement Company
1998). An external supervision department of the central bank currently supervises it.

The three regulatory issues facing SSC, in regard to the role of NBKR and
microfinance, are deposit insurance, the interest rate regime, and regulation of the
credit unions. There is currently no deposit insurance although a draft law is before
the Parliament to create deposit insurance for savings under Som10,000. It is understood
that financial institutions licensed to accept savings would have to pay a fee to the
government insurance fund based on their deposit base. This regulation would protect
low income savers.

On interest rates, SSC can pay its depositors only a maximum of 36 percent
per annum. This is because its own assets are invested in government securities and
other secure financial instruments that are not generating positive real interest rates.
So if SSC is to maintain a spread, it cannot fulfill its mandate of attracting savers,
especially low income savers. This depressed interest rate regime also affects the
public’s perception of the cost of SSC’s services. SSC is considered to have high prices
for its payment services in remote areas, although it charges what it costs. Unfortunately,
there seems to be a focus only on the price rather than on the cost of the financial
service or the trade-off if that service is subsidized. 

SSC thinks that the credit unions could potentially damage the financial
sector if they are allowed to operate and grow outside NBKR’s usual prudential
norms. It also believes that, unless the credit unions are held to rigorous financial
management standards, in the long term there could be a serious collapse and loss of
poor people’s money.

6.5 Regulation of NGOs
Currently, international NGOs operating in this sector under bilateral agreements with
the Government of the Kyrgyz Republic do not need to be registered locally. But all
are considering how to become local institutions. Local NGOs are often registered as
trusts. UNDP’s Gender and Development Unit is managing the hiring of a consultant
on the legal framework for microcredit schemes on behalf of a group of NGOs. The
consultant will review the existing regulatory framework, including all the laws,
decrees, resolutions, orders, and regulations that affect both micro-lending and micro-
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saving, and identify the positive and negative factors in the legal framework for
microfinance schemes. The consultant will also identify legal possibilities for
microfinance in the present legal environment and identify the need for a new legal
framework for the successful development of a sustainable microfinance sector. This
is particularly important for international and local NGOs whose donors think there
needs to be a supportive legal framework for them to continue supporting this sector.
There are several such donors. 

NBKR recognizes that some of the regulatory issues it will need to address,
when it eventually prepares its regulation and “normative documents” for nonbank
MFIs, include the savings component of microfinance, reserve requirements, and the
tax issues that would be dilemmas for such institutions. It has begun to research these
issues informally.

7 Conclusions and Recommendations 

7.1 Conclusions 
In conclusion, the most important priority for the National Bank of the Kyrgyz Republic
(NBKR) for both the economy and the microfinance sector is to reduce inflation and
ensure monetary stability. Without this, all other actions for the development of a
sustainable microfinance sector will have minimal long-term effect. The young Kyrgyz
economy was hit very badly by the Russian financial crisis just as it was beginning to
benefit from economic reform in the post-Soviet era. As of early 2000, the independent
Kyrgyz economy was only eight years old, its currency had been in existence for only
six years, and the government economic policy team was working in perilous and
uncharted territory. Given this context, NBKR has to focus on holding the economy
steady and bringing it through this difficult period. 

The recommendations in this final section are based on interviews conducted
with the leading institutions involved with microfinance in the Kyrgyz Republic and
the extensive international literature on regulation for the microfinance sector. As per
the terms of reference of this study, the recommendations focus only on the role of
the central bank, in this case NBKR, in the development of sustainable microfinance.
They do not provide a comprehensive set of recommendations for the development
of the microfinance sector. 

They are divided into three basic areas. Recommendations 1 and 2 address
the economic aspects of NBKR’s activities as they affect the working poor who
currently have limited access to formal financial services. Recommendations 3 to 6
address NBKR’s role as the bank supervision agency insofar as it relates to financial
services for microentrepreneurs. Finally, Recommendation 7 addresses options for
NBKR to provide leadership in the development of sustainable microfinance in the
Kyrgyz Republic. 

7.2 Recommendations 
(1) NBKR should continue to focus on reducing inflation and ensuring mone-

tary stability.

The most important role for NBKR in the development of sustainable microfinance
in the Kyrgyz Republic is to continue its focus on reducing inflation and ensuring
monetary stability. Severe economic dislocation from the transition reforms and,
subsequently, from the Russian crisis has made NBKR’s primary task of ensuring
financial stability even more important. 
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(2) The central bank should continue to phase out subsidized credit to the
agriculture sector.

As part of its financial sector liberalization, the central bank should continue to
reduce its “developmental” activities, including subsidized credit. Developmental
activities undertaken to affect the allocation of resources directly, which also
include directed credit programs and financial support for banks, are justifiable,
if at all, only at the very early stages of central banking. 

(3) NBKR should clarify interest rate policy.

NBKR should collaborate with the Ministry of Finance to make it very clear to
financial institutions that interest rates are not an issue for government directives.
Interest rates are a central element of the contractual relationship between the
financial institution and its client. They are set to ensure both the competitiveness
and the financial viability of the financial institution. Such a clarification would
benefit all those involved in pricing credit including the Kyrgyz Agricultural
Finance Corporation (KAFC), the banks, NGOs, and other institutions. 

(4) The central bank should maintain a financial sector environment in which
poor people are able to save safely. 

NBKR should continue the current practice of allowing only licensed and regulated
financial institutions to collect demand deposits from the general public. (This
does not include credit unions because members’ savings are not demand
deposits.) Poor people are entitled to have confidence in institutions that offer
deposit services. It would be imprudent to give deposit-taking licenses to institutions
that do not meet high financial management and performance standards. Like it
or not, licenses for deposit-taking services generally carry an implicit government
guarantee and NBKR has to be prepared to stand behind the institutions it licenses. 

It is also recommended that the Financial Company for the Support and Develop-
ment of Credit Unions (FCSCU) set and enforce high financial management
standards as part of the licensing criteria for credit unions. Credit unions are
licensed to accept poor people’s savings, provided they are members. If the
credit unions do not have the capability to meet appropriate financial management
standards, they should either not be licensed or should receive training to enable
them to improve. Unless this is urgently undertaken, the safety of poor people’s
savings will not be ensured. 

(5) NBKR should collaborate with NBFIs and NGOs in researching options for
regulation of microfinance institutions.

Since NBKR has little experience in the microfinance arena, it recognizes that
comparative research is necessary before laws on the nonbank microfinance
institutions (NBFIs) are drafted. There would be better laws and better acceptance
of those laws if persons with experience in microfinance in the Kyrgyz Republic
were also involved. Therefore, it is recommended that the central bank collaborate
in such research with concerned NBFIs and nongovernment organizations (NGOs)
involved in microfinance. The Kyrgyz Republic’s microfinance sector is still
embryonic; as yet, no NGOs are fully commercially viable. However, involvement
in such research may lead some of the major NGOs currently providing microfinance
to understand the importance of commercial viability. For example, Kyrgyz Ayl
Trust (KAT) has already applied for a finance company license and the Foundation
for International Community Assistance (FINCA) is planning to undertake research
in this area soon. The United Nations Development Programme (UNDP) is
reviewing current regulations affecting microfinance, both lending and saving. It
would be appropriate for NBKR to take the initiative to involve at least those
institutions.

As noted previously, in the current economic climate there are greater priorities
for NBKR than new laws for the microfinance subsector. However, if collaboration
with NBFIs and NGOs were initiated by the central bank to research the options,
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this could reduce the number of key personnel needed to focus on this subject.
Box 1 contains some suggestions.

(6) NBKR should avoid becoming involved in regulating microfinance NGOs. 

It is recommended that NBKR does not become involved in regulating NGOs
providing microcredit services. It is not a priority for the sustainable development
of microfinance, and experience in Latin America has shown it cannot be done
well. At the moment the central bank has more urgent priorities to address than
regulating microfinance. However, it is possible that at some stage in the future it
would become part of its mandate. Before that happens, there would need to be
serious investment in building the capacity of staff of the central bank to undertake
this role. 

(7) The central bank should consider undertaking promotional  activities that
would catalyze the microfinance sector.

There is arguably a role for central banks in undertaking short-term activities to
promote financial systems able to provide poor households with access to
sustainable savings and credit services. These so-called “promotional activities”
are intended to be a catalyst for private sector activity. They may include support
for pilot projects using innovative approaches to microfinance, as well as research,
collection and publication of data, advocacy, and training. Two such activities are
recommended.

(i) Developing a forum for rigorous financial reporting.

NBKR has said that the credit union project is one of its most successful, especially
with respect to its portfolio quality and outreach. However, the performance of
the credit unions cannot be compared with that of other microfinance programs
or with banks. Therefore, it is recommended that the central bank develop a
forum in which the performance of MFIs in the country can be compared. This
would require developing and agreeing a set of rigorous performance indicators
covering portfolio quality, efficiency, profitability, and outreach. The next step
could be to establish a publication or website reporting these numbers on a
quarterly basis. Such a forum could also improve the level of understanding of
microfinance among government agencies.

(ii) Collaborating to disseminate information about, and to promote 
innovation in, profitable microfinance.

There is a lack of understanding in both government and the financial sector
about the potential of microfinance to be a profitable business. It is recommended
that NBKR collaborate with the microfinance sector to disseminate information
about profitable MFIs and products. This should include case studies of lending
and savings institutions and products, as well as related areas such as insurance
and leasing. Examples could be drawn from within the Kyrygz Republic, and
from other economies whose characteristics and problems are relevant to those
of Kyrgyzstan.
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Box 1: MFI Regulatory Issues for Research
Some MFI regulatory issues for research include: 
• Should the model of separate institutions to provide loans (for example, KAFC) and 

mobilize deposits (for example, the Savings and Settlement Company or SSC) in rural 
areas be continued?

• Should there be minimum capital requirements for these new NBFIs and, if so, at 
what level?

• What performance standards or “prudential norms” should be set for microfinance 
NBFIs?

• Which body should supervise such institutions and what recourse would it have if 
there were noncompliance with performance standards?

• What tax status should the new NBFIs have?



Such efforts could serve to encourage innovation in this sector as Kyrgyz banks
and NBFIs begin to understand how to address this market. Specific issues faced
by the Kyrgyz microfinance sector, including how to price products in an
inflationary environment, and how to cover all the costs of microfinance in a
transitional economy, would be of particular interest.
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The microfinance sector in Nepal has expanded considerably in recent years and has witnessed
much innovation, including limited banking licenses for NGOs and cooperatives, a special category of
small development bank, and a special law on microfinance. The Nepal Rastra Bank (NRB, the central
bank) has played an active role through a variety of “developmental” activities, including directed
credit requirements and ownership of a number of regional rural development banks which apply a
Grameen Bank model of microfinance. It has also undertaken a range of “promotional” activities in
support of microfinance. 

Nepal is the only country in this twelve-country study to have passed a law specifically for
microfinance. Unfortunately, the legislation appears to have a number of major deficiencies and
requires urgent amendment. More generally, it would be appropriate for the central bank to shift its
focus even further toward promotional activities emphasizing sustainability of the microfinance
sector.

Summary

Sanjay Sinha



Currency Equivalent

Currency Unit – Nepalese Rupees (NRe/NRs) 

US$1 = NRs68.41 (at mid-1999)

Abbreviations
ADB Asian Development Bank

ADBN Agricultural Development Bank of Nepal

CGC Credit Guarantee Corporation

CMF Centre for Micro-Finance

CRR cash reserve ratio

FISA Financial Intermediary Societies Act, 1998

GDP gross domestic product

IBP Intensive Banking Program

IFAD International Fund for Agriculture

MCPW Micro-Credit Project for Women

M-CRIL Micro-Credit Ratings and Guarantees India Ltd

MFI microfinance institution

MLD Ministry of Local Development

NABIL Nepal Arab Bank Ltd

NBL Nepal Bank Limited

NGO nongovernment organization

NRB Nepal Rastra Bank

PCRW Production Credit for Rural Women

RBB Rashtriya Banijya Bank

RMDC Rural Microfinance Development Centre Ltd

RRDB regional rural development bank

RSRF Rural Self-Reliance Fund

SFCL Small Farmer Cooperatives Ltd

SFDP Small Farmer Development Program

UNICEF United Nations Children’s Fund

Note
In this report, “$” refers to US dollars.
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1 Introduction and Background

1.1 Key Demographic and Economic Data
The Himalayan kingdom of Nepal with a population of about 22 million and a land
area of 14 million hectares is one of the least developed countries in the world.
Poverty is pervasive and, importantly, increasing. Estimates1 suggest that 42 percent
of the population live below the poverty line. While the average annual growth rate
in gross domestic product (GDP) has been 4.5 percent over the past two decades, the
per capita income remains abysmally low at $200 per annum in 1996. 

The population growth rate of around 2.5 percent per annum is high and 
86 percent of the population is rural based. While Nepal has a significant physical
diversity — plains (terai), the mid-hills, and the high snow-capped mountains —
more than 75 percent of this landlocked country is hilly. The difficult terrain along
with very poor accessibility and infrastructure lead to high costs and consequently
uncompetitive industry. Coupled with poor natural resource endowments, weak
social infrastructure, and a poor administrative system, the task of economic development
becomes extremely challenging and difficult. Further, a weak social infrastructure —
evident in the United Nations Development Programme’s (UNDP) Human Development
Index rank of 144th (out of 174) in 1999 — has meant that gender inequality, rural-
urban and regional disparities, and poor health facilities continue to be significant
hindrances to development (UNDP 1999)). Income distribution is also strongly skewed
with the highest quintile accounting for 44.8 percent and the lowest quintile for 
7.6 percent of total income or consumption between 1995 and 1996 (World Bank
1999). 

While the share of agriculture in GDP at current prices has declined significantly
from over 70 percent in 1975 to around 43 percent in 1997, more than 80 percent of
the population is engaged in agricultural activities. Trade and services accounts for 
12 percent of GDP while finance and real estate, construction, and manufacturing all
account for 10 percent each. Community and social services (9 percent) and other
activities (6 percent) complete the sectoral distribution of GDP.

1.2 Financial Sector
Nepal’s formal financial system2 began in 1937 with the establishment of the Nepal
Bank Limited (NBL) which was the first commercial bank in the country. The Nepal
Rastra Bank (NRB), the country’s central bank, was established in 1956 and the
Rashtriya Banijya Bank (RBB), another commercial bank, was set up in 1966. The
Agricultural Development Bank of Nepal (ADBN) was opened in 1968 to address the
needs of the agricultural sector.

Over time, other institutions — banks as well as nonbanks — were set up to
develop a substantive formal financial system. However, foreign banks were allowed

Poverty is both
pervasive and
increasing

1 His Majesty’s Government of Nepal, Central Bureau of Statistics (1995). This estimate,
made in 1995, uses an average minimum adult per capita calorie intake of 2,150 calories
per day as the poverty line. This translates to a poverty line of NRs4,404 per capita annual
income. 

2 This section is derived from Upadhyaya (1999).

Commercial
banking dates only
from 1937, with
foreign banks not
admitted until
1985
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to operate only in 1985, as part of a more open policy to attract modern technology
and management into the banking sector. In the late 1980s, liberalization of interest
rates, creation of a regulatory framework that included prudential regulations on
capital adequacy, and the establishment of a separate supervision department at NRB
were also undertaken. This trend continued in the 1990s with the setting up of
regional development banks in 1992. This marked an important turning point in
terms of recognition being accorded to the task of providing financial services to the
poor.

The system comprises 11 commercial banks,3 2 development banks,4

5 regional rural development banks (RRDBs), 45 urban-based finance companies, 
25 nongovernment organizations (NGOs), and 28 cooperatives licensed by NRB.
However, in terms of market control, a very large proportion (75 percent) remains in
the hands of ADBN, NBL, and RBB.  

In addition to the formal financial system, there exist a large number of
societies and cooperatives. Typically, these are engaged in group formation activities
and in establishing credit linkages of groups with the formal financial system, and
also, in many cases, in providing informal financial services on a limited scale.
Cooperatives and those NGOs providing financial services have come to occupy an
important position in the rural finance sector, and along with traditional informal
sources of finance — moneylenders, traders, friends, landlords, and relatives —
account for the supply of rural credit in Nepal.

2 Development of Microfinance

2.1 Historical Development of the Financial System and
Evolution of Microfinance

The earliest initiatives for establishing microfinance services in Nepal can be dated
back to the 1950s when the first credit cooperatives were established. These were
primarily intended to provide credit to the agricultural sector. ADBN emerged as a
result of the shortfall in the supply of funds for agricultural loans experienced by
these credit cooperatives. A well-structured and specialized program to cater to the
financial needs of the poor was provided further impetus with the launching of the

Credit cooperatives
in the 1950s were
the first step in
providing rural
financial services

Formal Financial Institutions in Nepal
Institutions licensed by the central bank (NRB) are:

• commercial banks (11)
• development banks (2)
• regional rural development banks (5)
• urban-based finance companies (45)
• nongovernment organizations (25)
• cooperatives (28).

3 Apart from NBL and RBB, Nepal Grindlays Bank, Nepal Indosuez Bank, Nepal Arab Bank,
Bank of Kathmandu, Himalayan Bank, Nepal State Bank, Everest Bank, Nepal Bangladesh
Bank, and Nepal Bank of Ceylon.

4 ADBN and the Nepal Industrial Development Corporation.



Small Farmer Development Program (SFDP) in 1975 within ADBN. This program,
which covers the entire country, aims at organizing farmers into small groups and
providing credit on a group guarantee basis.

Over the past few years, a process of institutionalizing the small farmer
groups into the Small Farmer Cooperatives Limited (SFCL) has been under way. This
process is being undertaken with the purpose of creating locally owned and managed
financial institutions that can take over the activities of SFDP on a self-sustaining
basis. ADBN has, so far, been able to convert some 77 of its subproject offices into
registered SFCLs. However, overall coverage of SFDP is still relatively low, as the 
381 offices cover no more than 600 of the 4,000 village development committee areas
in the country (Shrestha 1999).

In 1974, one year before the opening of SFDP, NRB directed commercial
banks to invest 5 percent of their total deposits in the “small sector.” The objective of
this measure was to promote rural finance. The activities to which credit was to be
directed were collectively renamed the “priority sector” to cover agriculture, cottage
industry, and the service sectors, and the lending requirement for commercial banks
to this sector was increased to 7 percent in 1976 and then further to 12 percent in
1990. NRB directed that 25 percent of these priority sector loans — or 3 percent of
the total portfolio — should be lent to the hardcore poor under the “deprived sector
credit” program.

In 1981, to strengthen the priority sector program, NRB introduced the
Intensive Banking Program (IBP) which was intended to do away with collateral
requirements and to get the banks to engage in group-based lending. The program
was undertaken by the two large commercial banks — NBL and RBB — and later by
the first joint venture bank in Nepal, the Nepal Arab Bank Ltd (NABIL). Unfortunately,
in practice, neither of the objectives of the program was achieved. In fact, it has
largely bypassed the poorer segments of the population, reaching instead the non-
poor small sector.

The next main step in the development of microfinance in Nepal came in
the form of the first gender-focused program, the Production Credit for Rural Women
(PCRW), which was initiated in 1982 by the Ministry of Local Development in
collaboration with the United Nations Children’s Fund (UNICEF) and NRB. This
involved the organization of groups of women and training them to undertake group-
based borrowing from NBL, RBB, and ADBN. Encouraged by the results, yet learning
from the experience of this initiative, the same department in 1994 started the Micro-
Credit Project for Women (MCPW). This was more innovative since, for the first time
in a government-sponsored program, it involved NGOs as intermediaries in financial
service delivery.

In 1992, in an important initiative to augment the supply of microfinance,
the first two RRDBs — one for the eastern region and one for the far-western — were
established with government and NRB funds as replications of the Grameen Bank of
Bangladesh. Focusing on extremely poor women, RRDBs use a group lending approach
and a weekly repayment system. By mid-July 1997, five RRDBs had been established,
one for each region in the country. While initially four of the RRDBs were established
under the Commercial Banks Act, 1984, the fifth was registered under the Development
Banks Act, 1996.

Besides these initiatives, NGOs and cooperatives have also had an increasing
role to play in the delivery of microfinance in Nepal. While the proportion of the
18,000 NGOs5 engaged in microfinance is not known, the number with limited
banking licenses, provided by NRB, has grown to 25 in a period of three years since
the policy was introduced. Another 70 or so have informal recognition through the
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5 Registered under the Society Registration Act, 1978.
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support of the Rural Self-Reliance Fund (RSRF), a government fund administered by
NRB. These are mainly the larger NGOs with a reasonable geographical coverage and
impact in terms of outreach. Apart from the very limited assistance of RSRF and a few
bank loans, they are overwhelmingly dependent on donor funds.

The first credit cooperatives in Nepal were established by executive order in
the Rapti Valley of Chitwan district in 1956. This event is sometimes described as the
beginning of institutional credit in the rural sector of Nepal (Sharma and Nepal 1997).
Initially, the cooperatives were provided financial support by the Government through
the Cooperative Development Fund. The growth of these credit cooperatives received
a significant impetus with the establishment of the Cooperative Bank in 1963. This
was later converted into ADBN. Subsequently, the management of the cooperatives
was handed over to the Department of Cooperatives in 1979. In 1992, to stem the
growing political interference and to institutionalize cooperatives as people’s institu-
tions, a new cooperative law was enacted. 

The Cooperative Act, 1992 helped promote the growth of cooperatives and
by 1997/98 more than 4,400 cooperatives were registered under this Act. These
included 826 savings and credit organizations (Shrestha 1999) which are savings and
credit focused (as opposed to multi-purpose) cooperatives, and which are being
viewed as a feasible alternative model for the provision of microfinance. 

2.2 Outreach and Sustainability
It is apparent that microfinance in Nepal has evolved as a mix of formal financial
institutions, informal institutions, and traditional sources of microfinance. While
directed credit, as priority sector lending, was introduced in 1974, no common
definition of microfinance has been arrived at to date even though NRB used a simple,
if rather limiting, definition of all loans below NRs15,000 until 1998. This upper limit
has been increased to NRs30,000 ($440). The outreach to the microfinance sector
achieved through formal programs until July 1997 is presented in Table 1.

It has been estimated by the Asian Development Bank (ADB) that total
formal sector loans outstanding to all sectors was NRs58.4 billion in July 1997, with
NRs11.1 billion being in rural lending (ADB 1998). Of the latter amount, NRs4.4
billion was in small and microfinance programs (excluding lending by cooperatives).
In addition, cooperative loans outstanding amounted to around NRs1 billion at the
time. However, out of this NRs2.2 billion was the portfolio under IBP that also lends
to non-poor small enterprises. Similarly, a large proportion of the cooperative loans

More than 800
“savings and credit
organizations” are
registered under
the 1992 Cooper-
ative Act

Steps Toward Creating a Microfinance System
• Credit cooperatives set up in the 1950s.
• Cooperative Bank established (1963).
• Small farmer groups established under the SFDP program (1970s).
• Priority sector lending directives to commercial banks, from 1974.
• The IBP program tries to involve commercial banks in microcredit

(1981).
• Gender-based microcredit — the PCRW program (1982).
• RRDBs incorporated (from 1992).
• Gender programs refined (MCPW, from 1994).
• The Cooperative Act supports the credit cooperatives (1992).
• Introduction of second tier institutions (RSRF, later RMDC), 1990s.

Of around 
NRs60 billion
institutional credit
outstanding, some
Nrs3 to 4 billion
comprised the
national micro-
finance portfolio



will have gone to non-poor large farmers. In the absence of a break-up of IBP and
cooperative portfolios, it can only be estimated that between NRs3 and 4 billion was
the total portfolio in microfinance at the end of 1996/97. 

Using sectoral growth assumptions, ADB estimates the rural demand for
credit for 1997/98 to be of the order of NRs18.2 billion. Given the considerable extent
of poverty in the country, the demand for credit of the poor — that is, the microcredit
demand — is likely to be of the order of NRs10 billion ($14 million)  for 1997/98, in
terms of this method of estimation.    

An alternative calculation of the demand for microfinance in Nepal may be
made as follows. Given that there are 22 million people in Nepal, or around 
3.7 million families, a poverty ratio of 42 percent implies around 1.5 million poor
families and perhaps 2 million families with a demand for microfinance. A micro-
finance demand of NRs10 billion would then imply an average credit demand of just
NRs5,000 or $73 per household. However, the Nepal Rural Credit Survey (His Majesty’s
Government of Nepal 1994) estimated an average rural household credit demand of
over NRs12,000 at 1991–1992 prices for 1999/00. In this context, even a conservative
estimate of microfinance demand at NRs10,000 per household (at current prices)
would yield a microfinance demand of NRs20 billion — more than five times the total
outstandings for 1996/97 (estimated previously). Such estimates, however, are usually
made without reference to the price of credit. There are no explicit assumptions
concerning the interest rate, or range of rates, at which the credit is to be made
available. As such, they are at best pragmatic estimates, and wide margins of error are
possible.

Even allowing for such reservations, a considerable unsatisfied demand for
microcredit appears to exist in Nepal. In terms of other microfinancial services, it is
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Table 1: Outreach of the Formal Microfinance Sector in Nepal

Program Cumulative Loans Borrowers Target Districts Repayment
Loans Outstanding Group Covered Ratea

Disbursed (percent)
(NRs millions)

IBP (started 4,900 2,200 256,439 Small sector 74 61
in 1981) (poor as well in 1997

as general)

SFDP (started 4,300 1,600 210,000 Farmers, landless 75 53
in 1975) and tenants with 

per capita income 
<NRs 2,500

PCRW (started 360 186 66,718 Poor women 55 64
in 1982) engaged in in 1996

production activities

RRDBs 914 290 52,596 Poor women 99–100
(started 1992)

MCPW 85 79 5,700 Poor borrowers 12 83
(started 1994)

NGOs 651 24 14,242 Poor borrowers >30 90

Total 11,210 4,379 ~606,000

Cooperatives 2,709 997 ~802,000 Farmers All 75 Not 
known

a  The estimated recovery rates may not be strictly comparable due to definitional and data problems. 
Source:  ADB rural microfinance project proposal (ADB 1998), modified by information obtained from various other sources.

But estimates of
demand are subject
to wide margins of
error



likely also that much savings mobilization potential is unexploited. Moreover, on
reviewing the repayment information for the different programs listed in Table 1, it
seems likely that the programs working through or managed by NGOs and RRDBs
have had considerable success in revolving loanable funds. Information available
from cooperatives with limited banking licenses suggests they enjoy similar levels of
success in recovering loans and revolving the funds realized. Yet full sustainability
has not been reached even by RRDBs. Separate calculations by different observers
have shown that while the eastern RDB is performing well both in outreach (around
50,000 clients) and cost coverage, the others still have a long way to go.6 Other
RRDBs have reached no more than 10,000 to 14,000 clients and calculations show that
their repayment rates are more likely to be in the range of 92–97 percent than the
optimal figures reported in Table 1. 

Though analysis of NGO sustainability is not so easily available, it is apparent
that with repayment rates of the order of 90 percent there is not much leeway for
incurring administrative expenses if the on-lending rate is restricted to 15 percent per
annum. Sub-optimal lending volumes are also a factor impeding the achievement of
sustainability. At the same time, IBP and SFDP (the largest two programs) and PCRW
have recorded even poorer performance in terms of sustainability. Poor loan recoveries
and mounting losses have raised the operational costs of these programs, and there
has never been any realistic possibility of their achieving financial viability and
sustainability. 

Thus, while there have been many steps taken by the formal financial sector
in making financial services available to the poor, the performance of the sector is
highly variable, in terms of outreach and sustainability. Based on past experience,
public sector programs will not, by themselves, be a solution to the problem of access
to microfinance. Alternative models will be required in order to make a more significant
impact. 

2.3 Diversity of Models
It is apparent that a diversity of models is being used for the promotion of microfinance
in Nepal. Unfortunately, the diversity sometimes borders on confusion. There are
relatively small differences between the programs being undertaken and it is often
difficult to understand why a new program has been started when changes to an
existing program were, apparently, all that was required. In this context, the programs
previously referred to can be divided into the following two broad categories: (i)
commercial bank and government programs (“conventional” poverty alleviation
initiatives, and (ii) nongovernment and development bank programs (“alternative”
programs). 

Conventional Microfinance Programs
This category includes IBP, SFDP, PCRW, and MCPW. IBP involves compulsory
allocation from the total portfolios of commercial banks into priority sector lending —
which covers both poor and non-poor segments — but the majority of the fund
allocation within this program goes to the non-poor in the form of lending to small-
scale industry. Since collateral is required under IBP and the poor do not have
sufficient collateral, IBP has, in practice, largely bypassed them. The SFDP of ADBN
also requires collateral. Nevertheless, the outreach of the program to the poor appears
to be better, judging from its low average loan size and its more clearly defined
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Diversity is a good
thing but not if it
leads to confusion

6 Sharma and Nepal (1997) and calculations undertaken for Uniquest Ltd, Interim Report for
the Crop Diversification Project, for the Asian Development Bank and the Government
(Uniquest Ltd 1999). 



mandate of lending to poor farmers, tenants, and landless families with an annual per
capita income below NRs2,500. The program is being decentralized with an emphasis
on lending through small farmer cooperatives. The results of this decentralization
process are reported to be encouraging, with repayment rates on bulk loans taken
directly by the SFCLs in excess of 90 percent.7

PCRW and MCPW — both programs of the Ministry of Local Development
(MLD) with donor support — follow a model which is intermediate between the two
broad categories previously listed. In PCRW women are organized into groups by
workers of the Women’s Development Division of MLD and then engaged in the
activities of savings and credit. MCPW goes further with groups being organized and
assisted by NGOs that are officially designated as “credit agents” and receive a 
0–4 percent margin on the portfolio based on performance. Both these programs
have recorded a better recovery performance than IBP and SFDP, and are regarded
as more successful initiatives in microfinance because of their better targeting and
delivery systems. However, since MCPW effectively emerged from PCRW, the reasons
for continuing the two programs in parallel are not clear.8

Alternative Models
The better performing alternative models consist of the programs of RRDBs, NGOs,
cooperatives, and hundreds of savings and credit organizations (which in our
classification fall under the informal sector). All of these models are community
centered and involve group formation, with the use of peer pressure and group
solidarity as mechanisms for maximizing repayment. Apart from the issue of repayment,
the performance of all these initiatives has been more encouraging than the government
programs (described previously) in terms of their impact on the poorer segments of
the population. 

There are significant differences between the various institutions and programs
that fall in this category. RRDBs and some NGOs use the Grameen Bank model of
savings and credit promotion. Other NGOs use the self-help group model that entails
a greater degree of participation in the running and operations of the savings and
credit schemes. While RRDBs are owned jointly by NRB, the Ministry of Finance, and
some of the commercial banks, the NGOs were established as social intermediation
organizations and, therefore, have a membership but no ownership structure. The
cooperatives and savings and credit organizations are member-owned and member-
managed organizations. There are substantial differences also in loan and repayment
conditions amongst the programs in this category.

Equally significant is the variety of funding sources for these institutions and
programs. While the public sector RRDBs are capitalized mainly by equity funds 
(27 percent) and loans from commercial banks (44 percent), NGOs rely mainly on a
combination of member savings and donor grants. Cooperatives, on the other hand,
are predominantly member financed through either equity (14 percent) or savings
deposits (74 percent). Lending by commercial banks to either NGOs or cooperatives
is negligible, though the Government initiated the process of lending to microfinance
institutions (MFIs) through the establishment of RSRF as early as 1991. As indicated
earlier, this fund is administered by NRB.

Though RSRF lends to NGOs and cooperatives at very low rates of interest
— 8 percent per annum with a 6 percent rebate for on-time repayments — its
utilization has, nevertheless, been low. Though, overall, 84 organizations had 
been assisted, current outstandings (in June 1999) to 64 organizations were worth 
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NRs7.3 million out of a total fund of NRs20 million (Nepal Rastra Bank 1999). The
repayment rate from NGOs to RSRF was a low 67 percent to begin with, but has
improved in recent years to reach nearly 92 percent by June 1999. 

Based on the experience of RSRF, a new apex institution, the Rural Microfinance
Development Centre Ltd (RMDC), has been established by NRB with the equity
participation of all the major banks in Nepal. However, contrary to expectations,
RMDC’s loanable funds are not to come from the commercial banks but rather from
a $20 million loan from ADB to government. In the initial few years of its operations
RMDC is expected to lend to RRDBs and licensed MFIs only, unlike RSRF which also
lends to unlicensed NGOs and cooperatives.

2.4 Regulatory Framework
There are no specific regulations that apply to MFIs in Nepal. Until the advent of the
Financial Intermediary Societies Act, 1998 (FISA), there was no single Act that was
pertinent to microfinance. Rather, one or more Acts govern all institutions that are
engaged in microfinance in Nepal.9 The commercial banks function under the
Commercial Bank Act, 1984 and are supervised by NRB. ADBN operates under its
own charter and for deposit taking and other commercial banking activities it is
supervised by the central bank under the Nepal Rastra Bank Act, 1955. Cooperatives
work under the Cooperative Act and some are licensed by NRB for deposit taking
under the NRB Act. NGOs operate under the Society Registration Act, 1978, and the
Social Welfare Act, 1991, and a few are licensed for deposit taking under the NRB Act. 

There is a large number of NGOs and over 800 cooperatives undertaking
lending and savings mobilisation — in the latter case, even from nonmembers. Though
under the NRB Act no institution can undertake credit and savings activities without
NRB’s prior approval, this has been tolerated on account of the importance of
microfinance for poverty alleviation and also since the transactions have been
considered insignificant in volume.

While poverty alleviation has been an important issue since the 1950s, it is
only over the past few years that, with an increasing focus on microfinance and a
significant growth of informal sector savings and credit organizations, efforts have
been made to develop a more orderly environment for this sector. The first attempt
to provide any regulatory basis for financial promotion activity in the country was
made when NRB devised the concept of the limited banking license for NGOs and
cooperatives. This license provides for supervision by NRB of the registered MFIs in
exchange for permission to undertake limited deposit taking from members. 

Contrary to popular perception, however, the limited banking license does
not carry with it any right to generate deposits from nonmembers.10 On the other
hand, licensed cooperatives, already generating deposits from nonmembers under
the Cooperative Act, have used the stamp of approval implicit in the limited banking
license to demonstrate their financial soundness to the general public and, thereby,
to fuel their deposit-taking activities.11 As mentioned earlier, there were 28 cooperatives
and 25 NGOs registered with NRB to undertake limited banking transactions at the
end of 1997/98.  
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This measure was followed in 1996 by the Development Banks Act which
provides for the establishment of financial institutions that have the mandate to
operate in a more relaxed financial framework than the commercial banks. The
banking functions of these development banks are limited to specific types of
development activity to be undertaken in specified regions. RRDBs are registered
under this Act which provides for regulation by NRB. In 1999, Nirdhan, the largest
MFI in Nepal, also obtained a development banking license for its newly operational
Nirdhan Utthan Bank. Nirdhan is in process of transferring its entire microfinance
portfolio to the new bank. 

However, the most recent initiative to provide a regulatory framework to
microfinance in Nepal has turned into something of a fiasco. The FISA requires that
all NGOs registered under the Registration of Associations Act, 1977 with the objective
of working as a financial intermediary are to be registered with NRB and to be
regulated by it. Savings and credit organizations are either unregistered or, often,
registered under the Cooperative Act  and are, therefore, not covered by this Act. One
of the provisions of the FISA is for “the final obligation to meet such financial liability
relating to the financial intermediation of the Society as cannot be met from the
Society’s assets [to] vest in the Bank.”12 At the same time, the Act is silent on the issue
of deposit taking/savings mobilization from members or nonmembers by such societies.
This has been interpreted by NRB’s legal department as a ban on deposit taking by
all societies registered under the Act. 

Thus, before it can take effect, the FISA has come to be known as a guarantee
instrument for lenders to MFIs rather than as a tool for facilitating microfinance.13 It
is widely expected in Nepal that the Act will need to be substantively amended before
it can be realistically implemented. 

3 Role of the Central Bank

3.1 Mandate and Role of the Nepal Rastra Bank
The Nepal Rastra Bank was established in 1956 as the country’s central bank with the
objective of issuing and circulating Nepali currency, stabilizing the exchange rate “in
order to ensure the convenience and economic benefit of the public,” mobilizing
capital for development and industry, developing the banking system, and also for
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supervision of the financial sector (Regmi Research 1997). The Nepal Rastra Bank Act
governs the operations of the central bank.

Following the establishment of NRB, this bank has dominated the development
of the financial structure of the country along with the two large commercial banks
— RBB and NBL — the first fully government owned and the second partially so. In
the agricultural sector ADBN plays an overwhelmingly important role. Since commercial
banks are governed by the NRB Act and deposit mobilisation and other financial
services of ABDN are also governed by NRB, it effectively has supervisory powers
over the whole range of financial transactions in the country.

NRB’s mandate incorporates the supervision, regulation, and monitoring of
all commercial banks, development banks, finance companies, and licensed NGOs
and cooperatives engaged in microfinance. In its prudential regulation and supervision
tasks, NRB fixes norms for capital adequacy, liquidity, deposit to paid-up capital ratio,
loan classification and provisioning, reporting requirements, and auditing. These are
discussed in sections 5 and 6.

3.2 Developmental and Promotional Activities
NRB’s developmental objectives have resulted in its either spawning subsidiary
institutions or playing an important part in the plugging of gaps in the financial
structure of the country. This has included:

(i) Facilitation, guidance, and supervision of the two major development banks in
the country, ADBN for agricultural finance and the Nepal Industrial Development
Corporation for private sector industrial development. NRB has small shareholdings
in each of these banks in which the Government holds the bulk of the shares
(85–90 percent).

(ii) Establishment of the Credit Guarantee Corporation (CGC) to reduce the risk
incurred by commercial banks in meeting the directed credit requirements of
NRB and the Government. NRB presently holds 58 percent of the equity.

(iii) Establishment of the five RRDBs for substantially expanding and intensifying the
outreach of microfinance in the country. As previously mentioned, NRB holds
65–75 percent of the shares in RRDBs and senior officers of NRB serve on the
boards of RRDBs.

(iv) Formation of the Credit Information Bureau in collaboration with commercial
banks in the country, creating a clearing house of information on all borrowers
with loans in excess of NRs500,000. This is regarded as particularly important for
enabling information on the financial performance of major borrowers to be
shared.

(v) Establishment of RMDC for facilitating the flow of loan finance to the development
banks and the more competent licensed MFIs.

Many of these initiatives have not only started under the guidance of NRB but have
actually been initially housed on NRB premises and operated by NRB officers. They
have all played important roles in the development of the financial system in Nepal
but, given the small size of the financial market, they have not all been equally
effective. However, ADBN has made substantial progress in making agricultural credit
available even in some of the more remote parts of the kingdom and RRDBs have
brought microfinance to many poor villages, albeit mainly in the terai (southern
plain) areas. 
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3.3 Financial Repression
Effective from mid-April 1998, NRB reduced the cash reserve ratio (CRR) from the
prevailing 12 percent to an average of 10 percent of commercial banks’ total domestic
deposit liabilities. Out of the 12 percent cash reserve, the commercial banks had 
been required to maintain reserves of 8 percent with NRB and to keep 4 percent as
cash in their vaults. After the reduction of the CRR to 10 percent, its form was made
discriminatory with respect to various types of deposits. The banks were required to
maintain 8 percent reserves on their domestic current and savings deposits, and 
6 percent on domestic fixed deposits with NRB. They were also required to maintain
3 percent of their domestic deposits as cash in their vaults. The reduction in CRR was
expected to release additional liquidity in the market and lower the lending rates of
commercial banks by lowering their cost of funds. Licensed cooperatives must maintain
10 percent of their total deposits in liquid assets. 

Since the early 1990s, commercial banks in Nepal have been required to
allocate a proportion (currently, 12 percent) of their total loan portfolios for lending
to the priority sectors consisting of agricultural loans, cottage industry loans, and
those intended for the poor. One quarter of this, or 3 percent of the total loan portfolio,
was supposed to be allocated to the “hardcore” poor — defined as those who borrow
less than NRs15,000 per annum, but this limit has subsequently been raised to
NRs30,000. The interest to be charged on such loans was unrestricted, though licensed
NGOs were limited to charging the ultimate borrowers no more than 15 percent per
annum. This acts as a kind of informal ceiling on institutional interest rates charged
to the “deprived sector,” and some banks (such as NBL) charge as little as 11.5 percent
per annum for such loans. This is also based partly on the perception that higher
interest rates would adversely affect the poor on account of their limited ability to
repay loans. Historically, the commercial banks in Nepal have been reluctant to lend
to the poor, have failed to achieve the stipulated levels of priority sector lending, and
have had to pay penalties for the shortfall to the central bank (Goodwin-Groen 1998). 

Recent developments in the financial sector in Nepal have, however, made
it easier to meet these targets. Lending to RRDBs and licensed NGOs/cooperatives has
been included in the ambit of the priority and deprived sector lending requirements.
As a result, most banks have sought to achieve their targets by lending to RRDBs and
major MFIs, such as Nirdhan and the Centre for Self-help Development, at rates as
low as 6–8 percent per annum. This is in spite of the removal of all official interest
rate limits by the central bank. 

As in India, CGC was established in Nepal to encourage the banks to lend
to the priority sectors by absorbing some of the risk of such loans. All banks obliged
to lend to the priority sector must join the scheme and pay a premium of 1 percent
per annum on all outstanding loan balances. The participating bank can claim 
75 percent of any loan overdue after its due date and CGC pays out half of the claim
within 3–6 months of the claim and the rest after a full audit. About 20 percent of all
loans guaranteed are said to be in default though CGC still reports an operational
profit.14

3.4 Regulation and Supervision
As discussed, all segments of the financial sector, including commercial banks,
development banks, finance companies, and licensed NGOs and cooperatives are
nominally subject to the regulation and supervision of NRB. In practice, this has
meant the licensing of all these institutions but reasonable supervision only of the
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commercial banks. Not only does the financial sector in Nepal testify to this but NRB’s
own Department of Inspection and Supervision freely admits that it has difficulties
supervising even the 45 registered finance companies. It lacks overall staff numbers
as well as the necessary skills and orientation to be in a position to supervise even
the limited numbers of licensed MFIs effectively. The few large ones that are visited
occasionally report very perfunctory monitoring. 

It is in recognition of this weakness that a decision has been taken to establish
a separate department for supervising nonbank financial entities. With World Bank
assistance, a financial sector reform program has also been put in place to strengthen
the supervision capacity of the department.

Ownership of the large banks by the Government resulted in the use of the
banking sector for achieving developmental objectives. The emphasis has been on
the achievement of quantitative targets such as growth in lending and deposits as well
as branch expansion — rather than on costs, credit quality, and the capacity of
borrowers to service loans. As a result, the financial sector is under considerable
strain with the major banks’ capacity to lend seriously affected and high intermediation
margins driving up interest rates to unrealistically high levels. Increased efforts to
recover overdues over the past two to three years have resulted in the improvement
of the finances of banks such as RBB but much remains to be done (World Bank
1998).

As is apparent from this discussion, NRB has been fully subservient to
government economic and social policies in the past though in recent years an attempt
has been made to introduce greater professionalism in its functioning. Thus, there is
noticeable concern within the central bank for improving and stabilizing the functioning
of the entire financial system. Nevertheless, in a small country with relatively unstable
political combinations in power, the independence of the central bank remains a
distant goal.

4 Central Bank Support for Microfinance
Initiatives

4.1 Perceptions of the Nepal Rastra Bank about
Microfinance

Broadly, NRB sees its main role as the total monetary management of the country
with overall credit policy instruments being used to build up a favorable environment
for microfinance. However, right from its inception in 1956, the official mandate of
NRB — as in the case of many developing country central banks — has included the
delivery of credit to the rural poor as an important objective. It has, repeatedly, been
pulled into the direct implementation of microfinance programs in the absence of any
other institution in the country with the requisite depth of financial skills and the
developmental role encapsulated in the central bank. As already described, this role
has been translated into action through a number of interventions. 

4.2 Developmental Activities in Support of
Microfinance 

The “developmental” role of NRB has largely been carried out through mandatory
priority and deprived sector lending by commercial banks and IBP. While IBP envisaged

167Nepal

In practice, NRB
has been able to
give supervisory
attention only to
the commercial
banks

The banking sector
has been used to
achieve
government
objectives, and
independence for
the central bank
remains a distant
goal



group-based collateral-free lending, this could happen only in the early years. While
the initiative reflected the concern of the Government and central bank for poverty
alleviation, poor implementation strategy limited its impact. Partly as a result, the
interest subsidy on deprived sector loans (up to NRs15,000 or $219) was abolished in
1998 and, to make it easier for the banks to fulfill their lending requirements under
the measure, the sector was redefined to include loans up to NRs30,000. 

Though NRB undertakes no refinancing of poverty or other directed loans,
its sponsorship of RMDC as well as its majority participation in the launching and
management of RRDBs constitutes its other important interventions. Its total investment
in these initiatives amounts to roughly NRs220 million. As discussed earlier, RRDBs
have made a significant impact on the microfinance situation in Nepal, and RMDC,
with its substantial resources — amounting to $17 million or NRs1.2 billion — is
expected to make an even more significant impact.15 NRB is a 26 percent shareholder
in RMDC and appoints two of the latter’s seven directors. Though the majority
membership of the board obligatorily consists of representatives of private sector
banks, the independence of policy and action this new institution will enjoy is yet to
become clear. 

As part of the process of supporting RRDBs in extending microfinance
services to the rural poor, NRB holds the majority (60–75 percent) shareholding in
these development banks and appoints their chief executive officers. As part of this
developmental input, in 1998 it even extended a line of credit worth NRs100 million
to the eastern RDB — the largest of the RRDBs — to enable it to overcome a severe
fund shortage resulting from the rapid expansion of its program. In practice, NRB’s
substantial participation in the management of RRDBs implies effective control of
these organizations, though political interference in their operations is also (informally)
reported to be pervasive. 

The other significant developmental intervention of NRB involves CGC.16

As its major shareholder, NRB plays an important role in determining the design of
CGC’s two credit guarantee schemes — the livestock and the priority sector credit
guarantee. This role is due to be expanded in the near future with the addition of a
deposit insurance product in CGC’s portfolio, and additional equity capital to be
contributed by the central bank and the Government. In this scheme, NRB’s present
equity contribution of NRs18 million will double to NRs36 million.

4.3 Promotional Activities in Support of Microfinance 
In the last decade or so, NRB has played an increasingly large promotional role in
terms of rural finance, certainly by comparison with its somewhat passive
“developmental” role from the 1950s until around 1990. The enactment of the FISA in
1998 (discussed further in Section 6.2) somewhat qualifies this judgment (and indeed
the Act still enables NRB to control interest rates, should it opt to do so). Nonetheless,
there is a clear contrast between the pre- and post-1990 positions. This change is
partly reflected in the establishment by the Government of RSRF in 1991, similar to
the well-known Palli Karma Sahayak Foundationof Bangladesh. This fund, administered
by NRB, was the first step in Nepal in the direction of exploring alternative means of
credit delivery to the rural poor. 

RSRF was targeted at NGOs and cooperatives that had difficulty in obtaining
access to credit for on-lending to their borrowers. With initial funding from the
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Government, RSRF became the first program to use NGOs as intermediaries for credit
delivery. Considering the substantial progress that has been made in terms of developing
an alternative microfinance sector in Nepal since then, this initial experiment was
undoubtedly important. 

This RSRF program also marked the beginning of some limited reporting
requirements being made on organizations engaging in microfinance activities. Thus,
under this scheme NGOs that had received licenses from NRB had, for the first time,
to provide statements of income and assets, operational results, audit reports, and
operational and loan procedures to an official agency in Nepal. The managing agency,
the Development Finance Department of NRB, also made provisions for monitoring
and inspection of the borrowing organizations. The formation of RMDC, with substantial
NRB participation, for channeling ADB loan funds to MFIs in Nepal constitutes a
major further initiative in the promotion of microfinance in the country. 

The device of the limited banking license for NGOs engaged in microfinance
was, of course, a bold step in the promotion of microfinance, and unique in the South
Asian region. It marked a formal recognition of the role of alternative institutions in
savings and credit promotion to the poor. This, indeed, paved the way for a number
of the larger NGOs in Nepal to obtain vital experience as financial intermediaries
between the formal financial sector and the poor. With the advent of the Development
Banks Act — and the somewhat restrictive provisions of the new FISA — many of
these NGOs have gained the confidence to seek registration as development banks.
Nirdhan, the largest of these, has already registered as a development bank. Others,
such as the Centre for Self-help Development, the Development Project Service
Center, and the Centre for Environmental and Agricultural Policy Research, Extension
and Development (or CEAPRED), are also seeking such registration. 

The most recent — and potentially the most far-reaching — promotional
step undertaken by NRB was its important role in formulating the FISA. This initiative
is unparalleled in South Asia with countries like India, Bangladesh, and Sri Lanka
lagging behind in terms of progress towards legally empowering NGOs to undertake
microfinance activities. However, as already noted, some of the provisions of the
version of the FISA approved by the Nepali Parliament are not appropriate for the
long-term promotion of microfinance in the country, and substantive amendments to
the Act will be required to make it operationally viable and useful. 

Other initiatives taken by NRB include its willingness to allow lending to
NGOs and RRDBs to be considered as part of priority sector lending. The priority
sector lending requirement is inherently an inefficient form of microfinance. However,
since it continues to exist, the inclusion of NGO and RRDB lending within its definition
is a positive promotional measure. Though it has not translated into a huge outflow
of commercial bank credit into these institutions, it has initiated some limited lending
to them. It has certainly created the conditions for developing more extensive linkages
of the commercial banks with the microfinance sector as a potentially profitable
business option for them to engage in.

Thus, it is clear that NRB has, especially during the last decade or so, made
several innovative attempts at playing a more useful developmental as well as
promotional role in microfinance in Nepal, as opposed to its mainly developmental
role until the end of the 1980s. The more recent development initiative — establishment
of RRDBs — has been more effective in reaching the poor than IBP and the directed
lending-cum-interest subsidy programs introduced earlier. Similarly, promotional
activities like RSRF, the limited banking license, and the legal framework for small
development banks (under the Development Banks Act) have been more effective in
enabling the flow of funds to MFIs, and thereby in promoting microfinance, than all
the government programs of the previous two decades. The central bank, in addition
to its programs and schemes previously discussed, has more or less total control and
responsibility for supervision, regulation, and monitoring tasks related not only to
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microfinance but to the entire financial sector. While criticism of the effectiveness of
NRB in fulfilling its role is justified, this needs to be viewed in the context of the all-
pervasive role that the central bank is expected to play in the under-developed
financial system of Nepal. Table 2 provides a chronological summary of NRB’s
involvement in microfinance in Nepal.

The Role of Central Banks in Microfinance in Asia and the Pacific170

Program/Institution

“Priority sector” 
lending by the
commercial banks

Credit Guarantee
Corporation (CGC)

Intensive Banking
Program (IBP)

Production Credit for
Rural Women (PCRW)

Rural Self-Reliance 
Fund (RSRF)

Micro-Credit Project 
for Women (MCPW)

Regional Rural
Development Banks
(RRDBs)

Rural Microfinance
Development Centre
(RMDC)

Table 2: Summary of Nepal Rastra Bank’s Involvement in Microfinance in Nepal

Present Status

12 percent of portfolio required, with
3 percent of portfolio to be lent to the
hardcore poor, with family incomes of
<Rs30,000 per annum.

About 20 percent of all guaranteed
loans said to be in default but the
CGC still reports a profit as banks fail
to file claims promptly.

Not many groups organized. Much of
the lending to the non-poor as the
banks expect collateral in practice.
Loan recovery performance: around
60–65 percent. Coverage, mid-1997:
300,000 borrowers.

Characterized by low repayment rates
(55–65 percent) but recognized for
social contributions: women’s
empowerment and registration of
groups as cooperatives. Covers 50,000
women.

Utilization of fund low at 36 percent
and recovery rate from NGOs a
mediocre 92 percent. Coverage: 
16 NGOs, 5,000 families.

Repayment rates of the order of 80–90
percent but inexperienced NGOs face
difficulties in fulfilling the envisaged
role of financial intermediaries.
Borrowers: 6,000.

Bad debts <1 percent but high cost 
of operations, poor employee
motivation/low productivity, and
political interference in operations.
Coverage (mid-1999): 90,000
borrowers.

In the process of being
operationalized. Has recruited staff
and developed operating procedures
but first loan yet to be made.

Nature of NRB Involvement

Directed by the central bank

Majority shareholder: 58 percent. Absorbs 
75 percent of the risk incurred by banks in
lending to the priority sectors.

Participating banks (NBL, RBB, NABIL) given
targets for rural lending of which 60 percent 
to be provided to groups of poor borrowers
without collateral. Monitored and supervised
by NRB.

Collaboration in Ministry of Local Develop-
ment program along with UNICEF. NRB
refinances NBL, RBB, and ADBN loans using
IFAD funds. Group-based lending for
productive activities.

Administration of government fund of 
Rs20 million for providing credit to NGOs 
and cooperatives to onlend to the poor.
Effective interest rate potentially as low as 
2 percent per annum.

Similar to PCRW. Collaboration with Ministry 
of Local Development. NBL and RBB supply
credit for program in areas not served by
PCRW. Loans to groups refinanced by NRB
using ADB funds.

Majority shareholder (65–75 percent). Most
senior managers of RRDBs are officers of 
NRB. Banks registered under the Develop-
ment Banks Act and supervised by NRB. 
RRBs implement Grameen Bank model, of
Bangladesh. 

Substantial shareholder (26 percent) along 
with all the commercial and development
banks in Nepal. On-lending of ADB funds to
development banks, NGOs, and cooperatives
holding limited banking licenses of NRB.

Started

1974

1974

1981

1982

1991

1994

1992–
1997

1998



5 Regulation and Supervision of Banks

5.1 Licensing and Minimum Capital Requirements
As already noted, banking activity in Nepal is regulated by the central bank under 
the Nepal Rastra Bank Act, 1955 and the Commercial Bank Act, 1984. Until the
enactment of the latter legislation, no foreign banks were allowed to undertake
banking activity in Nepal. The aim of the Commercial Bank Act was to open up the
banking sector in order to attract modern technology and management. Since 1985
foreign banks have been allowed as joint ventures with local promoters on an equity-
sharing basis up to the extent of 50 percent foreign ownership (McGuire et al. 1998).
There are nine such joint venture banks operating in Nepal though none of them has
invested much effort in financing agriculture or MFIs, except to the extent that they
are required to do so under NRB regulations. They have done this mainly by lending
to RRDBs and by investing in RMDC. The Nepal Arab Bank Ltd also has a small
portfolio committed to MCPW (Sharma and Nepal 1997).

The current policy of NRB is to welcome the participation of additional
institutions in the financial sector though applications for banking and finance company
licenses are invited only once a year. There has been increasing interest in Nepal’s
financial sector, especially from finance companies, and the number of licenses is said
to be growing rapidly, almost too rapidly in the context of NRB’s difficulties in
supervising them.

The minimum capital requirements for opening a commercial bank in Nepal
were increased substantially in 1995 from the earlier NRs60 million ($0.86 million) to
NRs500 million ($7.2 million) in case a bank wishes to open its head office in the
Kathmandu valley. For head offices in districts outside the valley, the minimum capital
requirement is NRs250 million ($3.6 million). Development banks, on the other hand,
must have a minimum capital of just NRs10 million ($0.14 million). Though this
provides some scope for the establishment of small development banks in Nepal, it
is limited by other restrictions such as a maximum shareholding of 15 percent for any
one organization, no authority to collect flexible savings deposits,17 and the imposition
of collateral requirements on loans above Rs100,000 ($1,450). Such restrictions limit
the attractiveness of development banks for private capital but are seen by the larger
NGO/MFIs as an exciting possibility for expanding their operations in a stable
regulatory environment.

5.2 Interest Rate Regulation
Interest rate regulation for the banking sector was abolished as early as 1989 as part
of financial sector reform but more specific restrictions were continued. Banks and
finance companies were not allowed to have more than a 6 percent spread between
deposit and lending rates. Commercial banks were obliged to publish their interest
rates and variations were permitted only to the extent of 1 percent on deposits and 
2 percent in the lending rates between borrowers for the same purpose. The latter
restriction is reported to have been imposed to deter the banks from engaging in
unhealthy competition (McGuire et al. 1998). The official restriction on interest spread
has been removed but continues to be treated as a moral obligation.
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5.3 Prudential Regulation and Supervision
All banks in Nepal are required to maintain a capital adequacy ratio equivalent to 
8 percent of risk-weighted assets. In the case of RRDBs, NRB has the discretion to
decide on the capital stock to be maintained by them. As noted before, the liquidity
requirement for the commercial banks is 10 percent of total deposits. NRB also directs
finance companies that deposits collected have to be less than 10 times their paid-up
share capital. 

In terms of loan classification and provisioning for banks, an NRB directive
provides an operational definition of six categories of loan classification according to
which commercial banks have to make provisions ranging from 1 to 100 percent
based on portfolio quality. This includes a 1 percent provision for all outstanding
loans. In the case of development banks the number of categories is limited to four,
and provisions need to be made only for overdue loans and not for loans which are
being paid on time. However, the age classifications are very lax in comparison with
the Basle norms and bank loans are classified as bad — requiring 100 percent
provisioning — only when they become at least 60 months overdue. Finance companies
face much more stringent norms and must classify loans more than 12 months overdue
as bad.

The reporting requirements are the same for all banks and incorporate
weekly, monthly, and annual reports. Returns have to be submitted on a monthly
basis as well as quarterly balance sheets and profit and loss accounts. In the case of
the development banks all the details are specified in the related Act; for the com-
mercial banks, NRB specifies its requirements through official circulars. All banks’
accounts must be audited annually by firms of chartered accountants approved by
NRB. 

The governance of the commercial banking sector in Nepal is carefully
maintained in local hands through the 50 percent restriction on share capital ownership
by foreigners. In the case of development banks, which have development objectives
and limited share capital, the Act specifies tight and elaborate norms for internal
control and management. This includes the restriction on any one organization holding
more than 15 percent of the equity. However, the political instability in the country in
recent years has resulted in pressure on the governance of the government-controlled
RRDBs with frequent transfers of chief executives and interference in the selection of
staff members. 

By and large, the monitoring and supervision of the commercial banks is
undertaken regularly and diligently though there is still vast scope for improvement.
The development banks report much more cursory and irregular supervision. It is the
issue of the capacity and skills of the Inspection and Supervision Department of NRB
that the World Bank technical assistance program is designed to address. 

6 Regulation and Supervision of 
Nonbank MFIs

6.1 Current Regulations 
Just as in the case of the commercial and development banks, NRB is the main
regulatory and monitoring body for the licensed nonbank microfinance sector
organizations — consisting of NGOs and cooperatives. These licensed MFIs face, at
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least nominally, a regime of prudential regulation and supervision in Nepal that is
unprecedented in South Asia. In the case of the unlicensed MFIs, reporting is still
required to the Social Welfare Council (in the case of NGOs) and the Cooperative
Department (in the case of cooperatives), but this is mainly by way of the routine
filing of accounts and reports with very little scrutiny. Specific regulations applied by
NRB to licensed MFIs and cooperatives are described below. Other MFIs and
cooperatives are not subject to any regulation by NRB.

Capital Adequacy
The degree of regulation for licensed nonbank MFIs is much lower than it is for
banks. Since NGOs have no share capital they face no capital adequacy requirements
but are directed by NRB 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 that is covered only through donor grants, this is neither a useful
provision nor is it in line with good accounting practices that require loan loss
provisioning to be from gross income and based on an analysis of portfolio quality. 

These regulations also do not address the issue of savings and, by implication,
allow the unlimited mobilization of deposits from members. Without being explicitly
stated, it is generally assumed that savings mobilization from nonmembers is not
permitted even by licensed NGO/MFIs. For licensed cooperatives, there is a minimum
capital requirement of NRs2.5 million ($36,000) for opening branches in the same
district and NRs10 million ($144,000) for opening branches outside their district. As in
the case of banks, they must also maintain a capital adequacy ratio of 8 percent of
risk-weighted average assets.

Liquidity
No liquidity requirements have been fixed by NRB for NGOs involved in microfinance.
However, licensed cooperatives, like finance companies, are nominally not allowed
to collect deposits exceeding ten times their share capital.

Loan Classification and Provisioning
While licensed NGOs are required to create a reserve fund for loan losses consisting
of 10 percent of their profits, cooperatives have more stringent loan classification and
provisioning norms than even the commercial banks. Under new norms formulated
during 1999, the norms are: good loans (no provision), weak/overdue loans 
(10 percent), doubtful loans (more than six months overdue, 50 percent), and bad
loans (more than 12 months overdue, 100 percent). 

Reporting Requirements 
NGOs and cooperatives licensed by NRB to accept deposits and carry out limited
banking activities are all obliged to submit data on their financial operations to NRB.
Through instructions issued from time to time, the central bank asks institutions
engaged in microfinance to submit details — at appropriate intervals — on aspects
like loan terms and conditions, interest rates, deposit terms, balance sheet and profit
and loss statements, portfolio and outreach, and loan repayment and arrears. 

The steps taken by NRB in making such reporting requirements necessary
are appropriate. However, this initiative marks only the beginning of establishing a
minimum level of accountability and placing pressure on the MFIs to become more
professional and efficient. The questions that need to be addressed at this point relate
to how to develop more rigorous reporting standards and how to ensure the quality
and accuracy of information obtained. 
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Auditing, Supervision, and Rating
NRB also certifies auditors who audit the accounts of licensed cooperatives and
specifies those who may audit NGOs. While a “C” certification is required for NGO
auditors, a more experienced accountant with a “B” certification is required for
auditors working with cooperatives. As indicated earlier, however, supervision of
licensed MFIs by the Inspection and Supervision Department of NRB remains random
and perfunctory at best. At worst, it is so lax as to be virtually nonexistent. In this
situation, the licensing of MFIs becomes a precaution — for the more responsible
NGOs — and a means of deluding the general public in the case of some cooperatives.
The latter use this as a device for fueling their mobilization of deposits. 

The Centre for Micro-Finance (CMF), a progressive and active microfinance
support organization based in Kathmandu, has commissioned two ratings of MFIs
through an assignment to a foreign-based MFI rating agency.18 After successful
completion of the exercise, CMF held discussions with bankers on how to carry the
initiative forward. While there is a broad measure of agreement between the two
MFIs rated, the banking community, and CMF on the utility and need for credit rating
for the microfinance sector, the next steps for institutionalizing the rating process are
the subject of ongoing discussions. While NRB has participated in these discussions,
appropriately it is CMF that has played the lead role. With its over-stretched capacity
NRB would do well to implement prudential regulation and supervision effectively;
performance standards, rating, and other initiatives to introduce “best practices” are
best left to professional organizations. 

6.2 Financial Intermediary Societies Act, 1998
Under the new FISA, NRB is supposed to be the licensing, regulatory, and monitoring
agency for all organizations that are involved in microfinance. NRB will have the
power to demand information, data, or other documents that it considers necessary
as part of its monitoring role. 

In this Act, it is proposed that the NGOs will decide their on-lending interest
rates and inform the central bank. NRB will have the power to ask the licensed NGO
to revise their interest rates. Thus, interest rates will be under the ultimate control of
the central bank. However, the licensed NGOs will also be permitted to charge fees
to their borrowers for any service rendered. This provides the licensed organizations
with a legally recognized method of generating additional revenue. 

Under this Act, NRB is also given powers to issue, cancel, and renew licenses
and, itself, to recover loans onlent in case the NGO has closed down. This Act
prescribes accounting practices for licensed organizations and requires them to create
a risk-bearing fund as a provision for possible loan losses. The Act enables organizations
to invest the amounts placed in this fund into government securities. 

Another provision of this Act is to give NRB the power to prescribe the level
of administrative expenses to be incurred. To protect the interests of the ultimate
borrowers, NRB retains powers to issue directives in case it finds during investigation
that the licensed organization has taken some action that adversely affects its borrowers,
or the organization is found to have misappropriated funds. 

From the provisions of this Act, it is evident that NRB will need to put
considerable effort into implementing its provisions. It is also apparent from the
earlier discussion that, in its present situation, NRB is in no position to fulfill these
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responsibilities. Indeed, the Act specifically prohibits any NGO from working as a
financial intermediary without obtaining a license and yet makes no provision for
deposit mobilization by such intermediaries. To this extent, it actually appears to
prohibit savings mobilization by NGOs. Further, NRB has been made responsible for
the repayment of loans taken by the approved MFIs in case of default by the
organization. This guarantee role is as much contrary to the principles of microfinance
as the denial of member savings collection as a legitimate activity. Unfortunately,
much remains to be done before the Act can provide the envisaged legal basis for the
orderly conduct of microfinance in Nepal.

7 Conclusions and Recommendations

7.1 Conclusions
In recent years, microfinance has become an activity of considerable significance in
the financial sector of Nepal. Beginning around 1991 the central bank has been called
upon to play an increasingly important role in developing and promoting microfinance
in the country. A considerable liberalization of regulations governing the operations
of the financial sector has taken place for this purpose. The Development Banks Act,
1996 has played an important role in enabling the establishment of small banks by
social intermediary organizations such as nongovernment organizations (NGOs) in
order to undertake microfinance with a proper legal basis. Nepal Rastra Bank (NRB)
has also innovated through the device of limited banking licenses to facilitate financial
intermediation by smaller organizations. However, the new Financial Intermediary
Societies Act, 1998 (FISA), which could potentially have formed the basis for providing
a considerable fillip to microfinance in Nepal, has been passed in a glaringly deficient
form and its implementation could actually be counter-productive. At the same time,
the capabilities of NRB need to be strengthened or supplemented substantially if the
regulatory framework in Nepal is to be successful in developing a widespread and
vibrant microfinance sector. 

With the establishment of the Rural Microfinance Development Centre Ltd
(RMDC), it is apparent that a clear focus is emerging in Nepal for promoting and
strengthening the operations of microfinance-related activities. This provides the
opportunity for NRB to shed its substantial promotional role in microfinance and to
concentrate on strengthening the traditional role of a central bank in facilitating the
orderly operations of the financial system. Implementation of the recommendations
in the next section would go a long way in enabling NRB to capitalize on this
opportunity.

It is clear from this discussion that NRB has been called upon to play an
important role, not only in the promotion of microfinance but also in the development
of systems for regulating and monitoring institutions in the microfinance sector. These
mark the first essential steps towards developing a more professional and efficient
microfinance sector. However, based on the resource constraints faced by the central
bank in being able to monitor effectively, it is imperative that steps are taken to
ensure that a relatively tight supervision regime is introduced. For this purpose, it is
imperative that the glaring flaws in the FISA are corrected urgently.
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7.2 Recommendations 
Financial Intermediary Societies Act
(1) NRB should work, as a matter of urgency, toward the amendment of the

FISA of 1998. To define NRB’s role more effectively in relation to micro-
finance, amendments are necessary to:

(i) Facilitate and regulate savings mobilization activity by NGO/MFIs, at
least from their client members.

(ii) Provide a threshold turnover in terms of annual financial services
above which registration would be compulsory under the Act.

Any attempt to regulate and supervise hundreds of small NGOs scattered all
over the remote hill districts of Nepal would simply be an exercise in futility
and would bring the entire regulatory framework into disrepute.

(iii) Do away with the requirement for registered societies to seek renewal
every year.

Registered organizations would be required to submit regular returns anyway.
The inactive and/or undisciplined could be weeded out simply by canceling
their licenses based on an investigation by NRB as the regulatory authority.

(iv) Require NRB to regulate, inspect, and supervise but not to provide
prior approval for each loan or grant proposed to be taken by the
licensed organizations — as provided for in Section 8 (c) of the Act.

It is not the central bank’s role to become involved in such quasi-commercial
transactions. Any security or other considerations in foreign grants are already
covered by the involvement of the Social Welfare Council.

(v) Delete the clause giving NRB the power to ask licensed NGOs to revise
their interest rates.

These rates should be determined by market forces only; bureaucratic control
would only distort the market and hamper efforts to achieve sustainability.

(vi) Remove Section 23 which effectively imposes the duties of a guarantor
of all approved loans on the central bank.

(vii) If loan guarantees are considered necessary in order to facilitate the
flow of finance to MFIs, either CGC could be given the responsibility
or a separate guarantee fund could be established for microfinance
on the basis of commercial considerations with the wholesale lender
required to pay a fee for the service.

Supervision and Regulation of MFIs 
(2) NRB should take steps to enhance and/or supplement its capacity to

undertake regulation and supervision of financial institutions in Nepal.

A project which has World Bank support is already in place to augment NRB’s
overall capacity to supervise and regulate the entire financial sector. However,
careful thought needs to be given to the supervision of MFIs. It is apparent that
the Inspection and Supervision Department of NRB is preoccupied with the
supervision of the formal financial sector, and that the rapid ongoing expansion
of the sector — particularly the finance companies — will keep its capacities fully
engaged in the near future. It may be more appropriate to develop the capacities
of the Development Finance Department for this purpose in order to create a
specialist department that understands microfinance and the needs and limitations
of organizations working with a predominantly poor clientele. 

An alternative would be to promote a superintendency of MFIs based outside
NRB. This could be contracted to a technically competent, independent, professional
organization. This organization could work closely with the Development Finance
Department of NRB and with donor organizations active in microfinance in Nepal
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to enhance its capabilities and develop the experience required to perform the
supervisory role in an efficient manner. The responsibility for the establishment
of prudential norms, for regulation (including any associated punitive or disciplinary
action), and for overseeing the supervisory role of the superintendency would
then rest with the Development Finance Department but regular supervision
would not be its job. While it would be undesirable to impose cost burdens on
“infant” MFIs, the costs of such a superintendency may in due course need to be
covered by a small cess (of the order of 0.25 percent) of the value of average
outstanding portfolio of the regulated MFIs. A target date for the introduction of
measures to assure the superintendency’s sustainability could be set at the time
of its inauguration. 

Performance Standards and Capacity Building
(3) NRB should encourage the establishment of such services as the rating of

MFIs and the provision of guarantees on wholesale loans of MFIs by
independent agencies on a commercially sustainable basis. 

These have become available elsewhere in South Asia and could be established
in Nepal, at least initially, through an appropriate collaboration. As practiced in
South Asia, rating has provided wholesale investors in microfinance with a
professional and consistent assessment mechanism, enabling them to identify
MFIs that can productively use the available resources. Since the rating report
provides, in practice, a specific identification of the MFI’s strengths and weaknesses
as well as its capacity-building needs, this mechanism would facilitate a substantive
capacity-building effort by donors and/or RMDC. Even a few such reports, on
selected key institutions, can provide a diagnostic guide to support broad-based
capacity-building initiatives. 

The experience in India, Bangladesh, and the four organizations rated so far in
Nepal has shown that rating is an important part of the process of increasing
awareness of “best practices” and standards and improving the transparency and
governance of MFIs. As emphasized previously, this could be a very useful tool
for RMDC and commercial banks (as wholesale lenders), not only in selecting
MFIs for lending to but in designing capacity-building inputs for them. 

Regional Rural Development Banks
(4) NRB should take steps to initiate privatization of RRDBs.

As presently constituted with majority NRB and government ownership, RRDBs
are essentially public sector institutions and it is for this reason, more than any
other, that they have developed a culture of low staff productivity and political
interference in operations. It is apparent that in spite of the apparently negligible
loan losses of these banks this situation is unsustainable. For this reason, it is
recommended that NRB take steps to initiate privatization of RRDBs over a realistic
time frame. 

As the experience of a rating exercise of Nirdhan shows19 privatization is most
likely to be effective if separately established private development banks are
given the choice to purchase the portfolio and other assets of specific individual
branches of RRDBs, and the remainder are allowed to close down gradually.
Thus, the private development banks would take over both clients and staff in a
selective manner without being required to inherit the work culture of RRDBs.
Presently, there are only two operational private development banks but a number
are in the process of being formed by the larger MFIs in Nepal. In the meantime,
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particularly in the case of the largest RRDB — the eastern RDB — a management
contract to a private commercial bank or, more appropriately for microfinance, an
international NGO with experience in microfinance should be considered. 

Other Microfinance-related Programs
(5) NRB could commence to take initiatives to rationalize the multiplicity of

microfinance-related programs in which it is participating.

It is apparent that RSRF is not presently serving much purpose and will be further
marginalized when RMDC commences operations. In order to conserve the
energies of the Development Finance Department and focus its technical expertise
on the regulation of MFIs, steps should be taken to wind down RSRF operations
immediately.

The confusion between IBP, PCRW, and MCPW is apparent. All three programs
were intended to serve the same purpose of making credit available, preferably
without collateral, to the poorest sections of the population. NRB may find it
politically impossible to advocate the closure of all these projects. It would also
seem difficult for it to canvass for the merger of these programs into one, given
the complication of continuing external funding, although the idea has some
attractions. 

The appropriate model for a merged program would appear to be MCPW because
of its clear focus on extension and financial services provided by NGOs for
production activities undertaken by poor women. One of MCPW’s long-term
objectives — the capacity building of the NGOs as financial intermediaries —
would also facilitate the emergence of these NGOs as MFIs. This would have a
particularly important impact in the hill areas where there is an urgent need for
the development of small MFIs since the larger NGOs in Nepal have found it
more cost-effective to focus their microfinance operations in the plains of the
terai. Longer term planning for these three programs should focus on their
rationalization, whether through the closure of one or more or through merger of
those components with the best “fit.”
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Despite having a population of 132 million, Pakistan has only a very small microfinance
sector. And while the State Bank of Pakistan (SBP) has administered a range of directed credit
requirements and interest rate controls for broader “developmental” objectives, it has not undertaken
either developmental or promotional activities specifically in support of microfinance. For SBP to
regulate microfinance institutions would be premature at present, given the small size of the sector
and the host of prior financial sector issues confronting the central bank. 

However, there are some opportunities for it to contribute to the development of microfinance
through well-targeted promotional activities and by encouraging bankers to set interest rates to cover
transaction costs and take account of risk. It would also be appropriate for SBP to review a number
of restrictive banking regulations which discourage licensed banks from engaging in microfinance. 
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Currency Equivalent

Currency Unit – Pakistan rupee/s (Pre/PR) 

US$1 = PR50.1 (at mid-1999)

Abbreviations
ADB Asian Development Bank

ADBP Agricultural Development Bank of Pakistan

AKRSP Aga Khan Rural Support Programme

BOK Bank of Khyber

BOP Bank of Punjab

BRSP Balochistan Rural Support Programme

CBO community-based organization

D&B Dun & Bradstreet

FANA Frontier and Northern Areas

FBC Federal Bank for Cooperatives

FWB First Women Bank

GDP gross domestic product

GNP gross national product

MFI microfinance institution

NBP National Bank of Pakistan

NGO nongovernment organization

NRSP National Rural Support Programme

NWFP North West Frontier Province

OPP Orangi Pilot Project

PPAF Pakistan Poverty Alleviation Fund

PRSC Punjab Rural Support Corporation

ROSCA rotating savings and credit association

RSP rural support program

SBFC Small Business Finance Corporation

SBP State Bank of Pakistan

SES Self-employment Scheme 

SRSC Sarhad Rural Support Corporation

UNDP United Nations Development Programme

Note
In this report, “$” refers to US dollars.
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1 Introduction and Background

1.1 Key Demographic and Economic Data
Pakistan has a population of 130.6 million people (ADB 1999b).1 Its average annual
population growth rate of 2.6 percent2 during the period 1980–1997 has been the
highest of all of the Asia-Pacific countries included in this study (World Bank 1999b).
Pakistan’s gross national product (GNP) per capita of $500 is higher than that of its
South Asian neighbors, India and Nepal. From 1987 to 1997, gross domestic product
(GDP) growth averaged 4.7 percent but has remained relatively stagnant since 1994.
GNP per capita growth averaged 1.2 percent but per capita income actually fell in
dollar terms from 1995 to 1998.

The United Nations Development Programme’s (UNDP) Human Develop-
ment Index score of 0.508 for Pakistan results in an international ranking of 138th out
of 174 countries included (UNDP 1999a). This ranking puts Pakistan close to the cut-
off point for the “low human development” classification. The score reflects an adult
literacy rate of just 40.9 percent, but this summary measure masks the particularly
high gender disparity in Pakistan. The adult literacy rate for women is only 
25.9 percent and the women’s labor force participation rate only 7.6 percent, as
compared to a male literacy rate of 55.2 percent and labor participation rate of 
27.5 percent. 

UNDP’s Human Poverty Index for developing countries for Pakistan is
calculated at 42.1 percent, suggesting that 42.1 percent of the population is affected
by poverty. When this is disaggregated by gender, it shows that women’s poverty is
increasing. Pakistan is unique in the world in that, when compared to 1975 statistics,
women are poorer, less healthy, and less educated relative to men. UNDP’s ranking
places Pakistan 72nd out of the 92 developing countries included in the index.
Pakistan’s Gini index3 for income distribution of 31.2 is, by international standards,
comparatively low (that is to say, more even) if compared with, say, China at 41.5 and
Indonesia at 36.5. The income share of the highest 20 percent of the population is
approximately 4.4 times that of the lowest 20 percent of the population. 

2 Development of Microfinance
As noted, approximately 42 percent of the 130.6 million population in Pakistan are
affected by poverty. As in many Asian countries, there are not yet any compelling
examples of microfinance institutions (MFIs), be they nongovernment organization
(NGO) or bank, that have developed a product and methodology that has proven to

Women in Pakistan
are extremely
disadvantaged,
suffering marked
gender disparities
in access to health
care, education,
and income

1 This number is based on results of the fifth population census in July 1998.

2 The 1998 Asian Development Bank (ADB) Country Economic Review (ADB 1998b) stated
the annual population growth to be 3.1 percent during the 1990s. 

3 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. 
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be fully financially sustainable and capable of reaching significant numbers of
microentrepreneurs. However, there is nonetheless an interesting range of models
and products, and the industry is young and still experimenting; the future of the
sector in Pakistan will be keenly observed. 

2.1 NGOs in Microfinance 
According to the Microfinance Pakistan Report (SEBCON 1999), NGOs4 working in
microfinance can be grouped into three tiers.5

The top tier includes the large regional rural support programs (RSPs). The
original NGO is the Aga Khan Rural Support Programme (AKRSP) that is located in
the Frontier and Northern Areas (FANA). AKRSP is an independent NGO and partly
due to its success the Government created rural support programs that followed this
model. The largest of these government-sponsored “NGOs”6 is the National Rural
Support Programme (NRSP) that operates in all provinces. NRSP and the Punjab Rural
Support Corporation (PRSC) have been endowed with PR500 million by the
Government of Pakistan, which generates income to cover the cost of its operations.
The Sarhad Rural Support Corporation (SRSC) focuses on the North West Frontier
Province (NWFP) and the Balochistan Rural Support Programme (BRSP) is unlikely to
expand beyond its regional mandate. All these RSPs operate by establishing village-
or community-based organizations (CBOs) of 20 to 40 people that are the distribution
channels for a wide range of economic and social development programs.7

For lending, RSPs follow a variant of a group lending methodology. Within
the CBO, smaller groups develop for lending. Each group is required to save for some
time before applying for a loan but not necessarily to continue saving thereafter. The
“NGOs” are not licensed to take deposits so the individual’s or CBO’s savings are kept
in a local bank in their names, not in the name of the NGO. However, saving has
proved to be a popular service for clients, particularly when positive real rates of
interest are paid.

The next tier consists of those working in several districts of one province.
They include the Orangi Pilot Project (OPP) working in the slums of Karachi and
Kashf Foundation based in Lahore. OPP is the only major NGO in Pakistan which
does not require savings by its group borrowers. OPP’s borrowers use their
discretionary income to build up capital in the projects (UNDP 1999b). Kashf started
as a replicator of the Grameen methodology in Pakistan, but is now adapting that
methodology to meet the needs of its clients better. Kashf, together with AKRSP, is
known for its commitment to building a financially viable MFI. 

Then there are thousands of village-level development NGOs with little
knowledge of microfinance other than that their beneficiaries need access to credit.

4 Most NGOs involved in microfinance are registered under either the Societies Registration
Act, 1860 or the Voluntary Social Welfare Agencies (Registration and Control) Ordinance,
1961. For more information on the regulation of NGOs, see Section 5. 

5 For a more detailed description of the activities of each of the individual institutions, see
the ADB Pakistan Rural Microfinance Project Interim Report (1999b) as well as Thapa
(1999) and McGuire et al. (1998). A summary of the informal sector lending that outlines
the moneylenders, commission lenders, and village rotating savings and credit associations
(ROSCAs) is found in SEBCON (1999) and ADB (1999b). 

6 “As these NGOs have been sponsored by the Government and the latter appears to have
some influence on board appointments, it is somewhat of a contradiction in terms to call
them NGOs” (UNDP 1999b, 24–25).

7 Like any cross-section of MFIs, some of these RSPs are not without management and
financial problems. 
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Most of these NGOs undertake real development work while a few are “scoundrels”
who use microfinance for their own ends and have generated a bad reputation for
NGOs with government officials. However, there are probably currently only 
50 NGOs that have potential for reaching scale (ADB 1999b). 

Loan sizes for these NGOs are all below PR50,000 and typically below
PR25,000 for loans of six to 20 months. NRSP’s average loan size is PR15,000 and
Kashf’s is PR4,500. The estimated number of clients outstanding for all these NGOs
together was 800,000 as at June 1998 (Thapa 1999). No more recent official estimate
was available.8

2.2 Banks in Microfinance
There are at least seven banks that are currently providing financial services to
microentrepreneurs in some form. They are Habib Bank, First Women Bank, First
Investment Bank, Agricultural Development Bank of Pakistan as well as the National
Bank of Pakistan, Bank of Khyber, and Bank of Punjab. Under the State Bank of
Pakistan’s (SBP) prudential regulations, banks are able to make uncollateralized or
“clean” loans below PR100,000, so the usual barrier of collateral requirements for
microentrepreneurs’ access to bank finance is not present. 

Habib Bank, a government-owned commercial bank undergoing partial
privatization, has opened a fully secured PR2.2 billion credit line for NRSP, and one
for PR0.3 billion to PRSC, to onlend. It is charging them interest of 14 percent per
annum.

First Women Bank (FWB) is currently a government-owned commercial
bank with the status of a development financial institution (although its final
ownership status is still under review by the Government). “Its major exposure is in
financing of women business enterprises of small medium size both in urban and
rural areas” (UNDP 1999b, 17). However, FWB is only profitable because of its
investing activities; in its June 1998 annual report there was a net negative cashflow
from operations of PR17.8 million. In 1992 the Department of Women’s Development
provided a grant of PR48 million to FWB to establish a lending program for women
microentrepreneurs. FWB continues this program now, accessing a government
concessional credit line and using three distribution channels to reach its clients,
primarily in urban areas: 

(i) Directly to women with a household income of less than PR2000 per month,
streamlining complex borrowing procedures and conditionalities. 

(ii) NGOs as financial intermediaries that onlend to women borrowers and, in some
cases, the NGOs themselves use smaller CBOs as nonfinancial intermediaries.
However, FWB has difficulty finding NGOs that have the “financial discipline” to
be able to work as the partner of a commercial bank.
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8 Unfortunately, the SEBCON (1999) report did not provide numbers of loans outstanding.
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(iii) NGOs as nonfinancial intermediaries, which identify and train borrowers for the
loans (Goodwin-Groen 1998).

FWB will be expanding these services through UNDP’s Women in Urban Credit
Project and also providing training in design, marketing, quality, etc. for women who
have had no business experience, so that they can be good bank clients (UNDP
1998).

The Agricultural Development Bank of Pakistan (ADBP) is a government-
owned development bank that is mandated to provide loans to the agriculture sector
and especially to low income clients through its 349 branches and mobile credit
officers. It is making a serious effort to focus on loans below PR50,000 but its clients
are required to have collateral or a guarantor. Clients who can show title to their land
can get access to loans on the same day. Because of this collateral requirement there
is some debate about classification of ADBP loans as microfinance. Even with the
collateral requirement, it has extreme loan recovery problems. In 1999 it had an
improved recovery rate of only 65 percent, and its June 1998 annual report showed a
net negative cashflow from operations of PR7.8 billion. These problems are
symptomatic of the whole financial sector, as described in Section 4.2. 

The Bank of Khyber (BOK) and the Bank of Punjab (BOP) are provincial
banks. BOK has already established a special window for making loans of PR25,000–
100,000 with less documentation required, and it plans to increase services to female
borrowers and savers. BOP has initiated a pilot project of rural microfinance in one
Punjab district and, based on a positive experience with that pilot effort, wants to
expand its program to additional areas (ADB 1999a).

The National Bank of Pakistan (NBP) is a national commercial bank. NBP
wants to revamp its rural lending program to cover micro-enterprises in addition to
agricultural lending. This would include milk production, tube wells, etc. Its
competitive advantage is that it has 1,445 branches nationwide. As of June 1998, it
was managing its operations to breakeven. 

Unfortunately, most of these banks “still see [microfinance] primarily as a
social obligation rather than as a business opportunity” (ADB 1999b, VI). It will take
more exposure (especially internationally) for Pakistani bankers to understand the
nature and opportunities of microfinance.

2.3 Leasing Companies in Microfinance
There are two leasing companies in Pakistan that reach the microfinance market; both
are listed on the stock exchange. Orix is larger with a net cash flow from operations
of PR134.5 million at June 1998 and a net profit of PR103.9 million. It also serves
medium-size businesses. Network Leasing Corporation is smaller and focuses only on
the micro and small market with net cash flow from operations of PR5.9 million at
June 1998 and a net profit of PR8.1 million. Network Leasing Corporation is proud of
its 10 percent dividend paid to shareholders as it maintains its small focus. These
companies usually lease lathes, fax machines, sewing machines, and refrigerators to
microentrepreneurs, with a value of around PR11,000–40,000 for three years.
Specifically, as of June 1999, Network Leasing Corporation’s average lease size was
PR181,000 and 22 percent of the portfolio was leased to women. 

Orix Leasing has researched its database extensively by sector, size of
business, etc. and found that the larger the lease the more risky it is. Conversely, the
low end is much less risky. This is because the microentrepreneurs are dependent on
the asset for their livelihood. If the asset is repossessed, their means of earning an
income for their families has gone too. Microentrepreneurs also generate a lot of
repeat business, thereby reducing Orix’s administrative and operational costs.
Therefore, considering the risk and return on their portfolio of leases, Orix needs the
smaller loans to reduce the overall risk through portfolio diversification. 

Most banks see
microfinance as a
social obligation
rather than a
business
opportunity

Some leasing
companies succeed
in financing micro-
enterprise
investments
profitably



2.4 Wholesale Institutions for Microfinance
The Government of Pakistan, under a $100 million World Bank project, established
the Pakistan Poverty Alleviation Fund (PPAF) in 1997. Its purpose is to enable the
poor (assetless) to gain access to resources for productive self-employment. It will
achieve this primarily by lending to microfinance NGOs and banks and enhancing
their capacity and financial sustainability. (The concept for PPAF was inspired by the
microfinance wholesale institution in Bangladesh.) As of late 1999 it had not disbursed
any funds. PPAF will be lending to NGOs for onlending to individuals or groups that
meet PPAF’s eligibility criteria. Those NGOs to which PPAF will be lending will be
required to lend at rates that cover all the costs of lending including administrative
costs, cost of funds, and loan losses. PPAF will also require NGOs to report to them
on both their clients’ and their own financial performance. (SBP is not directly
involved in PPAF.)

It should be noted that the Federal Bank for Cooperatives (FBC) was not
studied in this research even though it is also a wholesaling institution. This is because
the cooperatives’ reputation for fictitious societies, bogus loans, and inadequate
accounting procedures (ADB 1999b) means that any comments about their
performance would lack credibility. 

2.5 Financial Sustainability of Microfinance
ADB’s Microfinance Development Strategy (2000, 16) states that “only viable financial
institutions involved in microfinance can ensure permanency of services to an
increasing number of the poor and contribute significantly to poverty reduction.” The
World Bank’s PPAF project document (World Bank 1999a) has noted that sustainability
of NGOs in Pakistan is a serious concern. However, there is a shortage of national
data available about the sustainability of the microfinance industry in Pakistan. A
report on microfinance in Pakistan (SEBCON 1999, 9) had no numbers to report on
either sustainability or outreach, stating only that “NGOs in Pakistan ... have been
completely reliant on external funding sources.” Not surprisingly, the report also
states that this “complete dependency … has had a debilitating effect on … the
viability of NGOs in Pakistan.” An example of this lack of concern about financial
viability is that even one of the large government-supported NGOs in its annual
report included data on its clients and some disbursements but did not include a
balance sheet (or standard indicators of financial performance).

Pricing of loans is one of the biggest issues in improving the sustainability of
microfinance in Pakistan. The majority of NGOs work in isolated rural communities
and provide a range of services. Typically, they do not separate out the direct and
allocated indirect costs of the credit program, nor assess the actual financial
sustainability of their institutions. This means that they either do not or are not able
to calculate the interest rate they need to cover their costs. This becomes more
problematic when interest rates or mark-up are a political issue rather than a business
issue. Many NGOs and banks feel political pressure not to charge more for micro-
loans than the “market” rate of 16–18 percent per annum9 (that is, the same as the
corporate sector). But they do not typically have the ability to assess what they need
to charge to be sustainable, how to structure it, or how to communicate the idea to
national decision makers.
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9 ADBP’s lending rate is capped at 14 percent per annum.



2.6 Demand for Microfinance 
According to the interim report of the Pakistan Rural Microfinance Project (ADB
1999b), the net new “demand” for microcredit (based on requests from institutions
received by PPAF in its first round of solicitations) is PR481 billion ($9.6 billion), of
which PR476 billion is requested by NRSP, leaving a PR5 billion demand from the
remaining institutions. There is no way to tell whether these are realistic numbers or
not. It is in no sense an estimate of market demand.

Again, according to UNDP’s study on women’s credit needs in Rawalpindi
and Karachi (Hussain et al. 1997):

(i) 87 percent of women said they wanted credit;

(ii) 50 percent of them wanted PR25,000–50,000;

(iii) 53 percent wanted loan terms of 2–5 years;

(iv) 75 percent said they had a physical asset as collateral; and

(v) in most cases, the authors decided, the credit would not be used effectively
without technical support and training. 

This information is purely indicative; it suggests there was a “need” for credit but in
the analysis this need was not in any way related to capacity to pay nor to any price,
or range of prices, for the credit requested. 

For this reason Von Pischke (1991) contends that “credit need” is a bankrupt
approach. Even more important than “demand,” according to him, is “debt capacity.”10

The debt capacity perspective emphasizes improvements in the operations of the
financial markets. It requires financial intermediaries that are financially viable,
precisely because they understand the repayment capacity of their clients and the risk
involved. Any approach to meeting credit needs with subsidized funds from a
financially unsustainable institution will not be addressing a client’s actual debt
capacity. Rather, the demand for credit in a market sense will be addressed by efficient
MFIs which are themselves acting in accord with market principles. 

On the demand for access to savings services, a 1996 rural financial markets
study, quoted in ADB (1999b), found that a typical rural household saved over 
23 percent of annual household income, and that every village had a committee
system that collects savings and lends to members of the committees. This suggests
that the ready availability of institutional savings services would be a facility valued
by Pakistanis.11

3 Role of the Central Bank 

3.1 Mandate of the State Bank of Pakistan 
SBP was set up in 1956 with a mandate to “secure monetary stability and soundness
of the financial system” (State Bank Act 1956, 7) (excerpts from the Act that describe
its mandate are provided in Appendix 1). The State Bank Act requires SBP to focus
on agriculture by setting up a specific agricultural credit department and to coordinate

189Pakistan

Of course women
“need” credit in
Pakistan, but does
adequate “debt
capacity” exist?

10 For a detailed description of how to calculate debt capacity and for methods to increase a
client’s debt capacity, see Chapter 12 of Von Pischke (1991).

11 More in-depth studies and additional perspectives on microfinance in Pakistan can be
found in ADB (1999b) and McGuire et al. (1998).



“any other organizations engaged in the business of agricultural credit.” This could be
broadly interpreted as including those MFIs that lend for agriculture, but in practice
this is not applied. As part of this focus, SBP has traditionally subsidized credit to
agriculture along with other special schemes. However since 1991–1992, SBP has
“begun to move towards a market based system of rates of return on rural loans” with
financial sector liberalization (ADB 1999b, V–4). This does not mean that subsidized
lending has been entirely discontinued, but at least some of the “developmental”
activities, which can also include directed credit programs of central banks
(Chandavarkar 1996) are being phased out. 

SBP’s pursuit of this goal of monetary stability and a sound financial system
is its most important role in support of the development of a financially viable
microfinance sector. Macroeconomic stability and serious financial sector reform have
set the stage for the emergence of a robust commercial microfinance sector (and the
associated increases in income generation) in countries such as Indonesia, Bolivia,
Chile, Paraguay, and Uganda (Rhyne and Christen 1999). This is particularly important
at this time when there are severe challenges to the soundness for the financial
system, particularly the massive arrears problems (see Section 4.2).

Consistent with its mandate, SBP has taken no direct action in the
development of sustainable microfinance in Pakistan. There is no threat to the stability
of the financial system from current microfinance activities and there are no
commercial MFIs that it has to supervise. However, SBP’s pursuit of a sound financial
system is of paramount importance to the advent of a commercial microfinance
market. It means SBP needs to create a supportive financial system and economic
environment that will permit commercial institutions to enter the microfinance market
freely. 

3.2 SBP and Directed Credit
Even with progress in financial sector reform, SBP continues to provide credit through
ADBP and to direct credit of the three state-owned commercial banks, the two
privatized commercial banks, and the Federal Bank of Cooperatives. Each of these
banks is given a quota of loans to provide for agricultural financing to ensure that
there is lending to this sector.12 The chairman of the Task Force on Agricultural
Finance estimated that the amount of directed credit was only about “25 percent of
the agriculture sector’s needs.”13 There are no explicit interest rate restrictions but the
bankers feel they are under pressure not to lend at much more than the minimum rate
of 14 percent per annum. Within this allocation they must lend at least 50 percent of
disbursements to small farmers. For a variety of reasons, this and other programs have
been “hijacked by the influential” (World Bank 1999a, 4) so it is unlikely that poor
farmers have benefited much from this allocation.14 Furthermore, loan delinquency
is a major problem and directed credit is seen as one contributing factor to the national
loan arrears problem (see Section 4.2). 

Experience in the Asian region shows that, other things being equal, directed
credit schemes which target the poor will cause banks to lend more to poorer
borrowers than would otherwise be the case. But they have failed in terms of reaching
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12 McGuire et al. (1998) and ADB (1999b) both provide a description of how the National
Credit Consultative Council’s complex quota system works. The definition of agriculture
lending is given in the State Bank Act (1956) as “agricultural operations” which includes
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13 Refer to the discussion of credit needs under Section 2.6.

14 Small farmers are defined on the basis of their landholdings, whether as owners or tenants.
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significant numbers of low income borrowers and failed in terms of financial viability
(especially given the low portfolio quality) (Goodwin-Groen 1998). This directed
credit is one of the reasons cited in the ADB rural microfinance project interim report
(ADB 1999b) that the banking and legislative systems are not yet fully effective in
discouraging loan default. The ADB microfinance development strategy (2000) also
notes that mandatory credit schemes operated by state-owned banks, interest rate
subsidies, and other restrictive policies still prevail in many countries, and continue
to undermine microfinance development.

3.3 SBP and Government Microfinance Programs
There is no government microfinance program with which SBP is directly involved.
The most direct form of involvement by the Government that involves SBP was the
establishment and ongoing support of ADBP and FWB. However, there are many
government programs that seek to alleviate poverty and thus build up micro-
entrepreneurs, including PPAF, as well as the rural support programs, NRSP, PRSC,
SRSC, and BRSP, all of which have received government support. The only ones that
SBP considers itself to be directly involved with are the directed credit programs
described above and the Prime Minister’s Self-employment Scheme (SES). Thus, SBP
is not involved directly with any genuine microfinance activity. 

SES is a special program with the aim of helping the unemployed start their
own businesses through access to credit. However, the loan sizes ranging up to PR5
million for seven years, with a grace period of 2–6 months, indicate that the program
is not targeted to those in poverty. There is a smaller loan size bracket from PR10,000
to PR500,000 but even at that size only the smallest loans would be considered
microfinance loans. 

The Small Business Finance Corporation (SBFC) has more than 100 branches
and has been the main agency spearheading the SES program. SBFC’s typical clients
are people who have had 10–12 years of education, have PR40,000–50,000 of their
own equity to put into a business, are urban based, and need a loan of about
PR200,000–250,000. This is an important market since these new businesses would
not be considered creditworthy by the banks. However, the size of the equity base
and the loan size means that SBFC is not undertaking microfinance. As of June 1998
SBFC had disbursed PR12 billion to 1,157,162 unemployed people. This was said to
have resulted in 397,129 additional jobs (ADB 1999b). Unfortunately, there have also
been loan losses of 35 percent. Under the SES scheme, SBFC has disbursed 
PR1.8 billion. Commercial banks have also been involved in the national Self-
employment Scheme and SBP has been involved, in terms of tracking results under
this scheme, as illustrated in the table.
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Statement of Loans Disbursed by Participating Banks under the Prime
Minister’s Self-employment Scheme (1 September 1998 – 30 April 1999)

Participating Banks Amount Disbursed Percentage of
(PR ’000) Total Disbursed

National Bank of Pakistan 999,868 20.6
Allied Bank of Pakistan Ltd 879,242 18.1
United Bank Ltd 143,917 3.0
Habib Bank Ltd 673,123 13.9
Muslim Commercial Bank Ltd 85,068 1.6
Bank of Punjab 221,393 4.6
Bank of Kyber 95,550 2.0
Small Business Finance Corporation 1,761,660 36.2

Total 4,859,821 100.0

Source:  State Bank of Pakistan (1999).



There is one final area where the Government directly affects the
microfinance sector and in which SBP has, or ought to have, a role. That is in
protecting the principle of the bank-client relationship as being a contractual one for
which there are legal consequences if broken. Historically, in Pakistan some leaders
have intervened in the bank-client relationship, particularly of the rural poor. There
have been times when principal as well as interest has been waived. But these actions
undermine the clients’ perception that loans have to be paid back. Rather, they lead
to the perception that clients will eventually be bailed out if they do not pay.
Therefore, if this sector is ever going to be able to expand, it is important for SBP to
reinforce the message consistently that the bank-client relationship is a contractual
one where there are legal consequences for nonpayment. This applies to all aspects
of that contract, including payment terms and conditions. 

3.4 Perceptions of SBP about Microfinance
Bankers interviewed in all parts of Asia tend not to be well informed about the
development of the microfinance industry. Little is written about microfinance in
banking literature so it does not come to their attention. In the case of the bankers in
SBP in Pakistan, their perception of the sector and how it might be regulated in the
future is based on a combination of international awareness, gained through some
exposure to the literature and attendance at meetings overseas, and local knowledge. 

The following is a summary of the perceptions of individuals within SBP
about SBP’s role with respect to key issues facing the microfinance sector. These
perceptions do not represent the official position of SBP but since they are the
perceptions of significant individuals at SBP they are instructive in regard to the issues
addressed. 

(i) The view was expressed that the purpose of microfinance is to support the
Government’s goals of:

(a) employment;

(b) transitioning micro-businesses to the formal sector (that is, so they can pay
taxes); and

(c) growing the economy.

(ii) It was claimed that microfinance is not best done by the commercial banks, since
banks are too expensive, and do not know these clients and how to assess and
monitor these loans. It was thought that this leaves NGOs (in practice, large
reputable NGOs to which banks lend) as the best avenue for microfinance
development.

(iii) It was also observed that in the past several government-sponsored schemes for
self-employment achieved only limited results, largely because the operational
aspects of such schemes — the economics of a proposal, its feasibility, stake of
the borrower, collateral, implementation, and monitoring — were not given due
attention by the banks. With regard to current government microfinance
programs, it was suggested that, if the banks are not to make the same mistakes
again, they needed to learn from the successful NGOs how to lend to micro-
entrepreneurs or, alternatively, to identify financially robust NGOs in order to
lend to them. 

(iv) Another view was that it is SBP’s role to regulate and supervise banks, not NGOs.
Banks are free to make commercial lending decisions when it comes to lending
to NGOs for microfinance. At present the regulations require that NGOs provide
some form of collateral, the assumption being that if it were a reputable NGO
(like NRSP), it would have some fixed asset or endowment to pledge. Otherwise,
it might not be a good bank client. 

However, it was claimed, if an NGO does not have that collateral and a bank still
wanted to lend to it, there are ways to address this issue. For example, the bank
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might designate the NGO to become an agent of the bank, in which case it would
not need collateral. SBP can be flexible when there are sound business decisions,
as long as it is informed and part of the process. (This has been the experience
of BOK: in the writer’s view, if the banker wants to make a microfinance loan, it
can be done! For example, BOK has found community guarantors are acceptable
security, and that by registering a peer group it becomes a legal entity.) The
regulation requiring collateral or security for a bank loan to an MFI is not the
main problem. The main problem is that most NGOs are not creditworthy so no
bank wants to lend to them. 

(v) In cases where interest costs are small in relation to a producer’s total costs, it was
suggested that the level of interest rates is a relatively minor consideration. For
example, it has been estimated that, currently, interest payments are only around
7 percent of a farmer’s total annual cotton production costs. The situation has
changed radically for farmers since the days of interest rate subsidies. Now they
are selling at international prices, there are no foreclosure laws, there are
passbooks that establish land ownership, there is technical assistance, and if
there are floods the Government steps in to help. These are the reasons that the
interest regime was, and continues to be, liberalized. The interest rate should be
part of the bank-client relationship; thus, the farmer should pay for the service he
receives.

(vi) Regarding the creation of a new type of financial institution for the rural poor, it
was  thought that the key constraints to rural financial sector development needed
to be understood before a decision was made about a new type of financial
institution. Is the number of financial institutions one of those constraints? It
would seem not, because 400 unprofitable bank branches were closed last year.
According to this view, there are already too many banks for the country. There
cannot be viable institutions until the economy is vibrant so perhaps the constraint
is health, education, or infrastructure. 

3.5 Future Role of SBP
SBP has no specific plans for its involvement in the microfinance sector, as is
consistent with its mandate. However, the National Task Force on Poverty Eradication
has recommended, amongst other things, a national program for microcredit to the
poor in rural and urban areas. It is proposed that the provincial governments should
set up a network of RSPs. This will provide an “enabling environment” in which
communities, NGOs, and government departments can work (ADB 1999a). Also, the
new government has proposed the establishment of a national microfinance bank.
This concept is being driven by the Ministry of Finance and is still evolving at the time
of writing. While SBP has been involved in the discussions, it is not within SBP’s
mandate to become directly involved in such an initiative, and it has major challenges
in managing its current mandate without its being expanded. However, there may be
some opportunities for SBP to contribute positively to the building of sustainable
microfinance,  which are within its mandate. They do not directly relate to SBP’s bank
supervision role, but they could be classified as “promotional” activities
(Chandavarkar 1996) that could contribute to the development of a sound financial
system serving the majority of the economically active population. Potential initiatives
include the following.

Potential SBP Initiatives for Building Sustainable Microfinance

(1) Document and disseminate national and international examples of 
profitable microfinance. 

Leasing companies are one example of national profitable microfinance. Microfinance
may not compete with the highest financial returns but it achieves goals that all
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financial institutions want to reach, namely: a consistently performing product that
contributes positively to the bank’s bottom line, that diversifies the portfolio to
diversify their risk, and that maximizes the performance of their branch network.
Leases are structured over three years (which is the minimum lease period by law but
could be reduced if legally permitted). The client has to make a 10 percent deposit at
the beginning, and there is a 2 percent fee for insurance in addition to the mark-up,
which will depend on the type of asset and its resale value (ranging from 24 to 
32 percent).

There is much the banks could learn from leasing companies about profitably
operating in the micro and small business market, for the following reasons:

(i) Leasing companies have loyal and dedicated sales staff who are prepared to work
hard in non-air-conditioned environments as they get to know their clients. The
analysis of the business includes creation of financial statements for clients. In
addition, they help clients to open a bank account if needed.

(ii) These staff are trusted and given decision-making authority with minimal
oversight (there is a separate recovery department for clients in default).

(iii) They have an excellent management information system that tracks all the
following factors: the average rate earned, the total amount of business, the
number of contracts, and the amount of new business in both PRs and number
of accounts, as well as all the direct and indirect costs.

(iv) They undertake a careful analysis of risk and return, focusing on businesses that
have been in operation for more than two years. As noted above, they diversify
their risk to ensure a good return for their shareholders. 

Another common feature of leasing agreements is affordable client life insurance or
loan protection that pays back the loan/lease in the event of accident, ill health,
death, or other contingencies, and which enables the client’s family to keep the asset
that was purchased. The MFI or financial institution charges a fixed fee or raises the
interest rate slightly to pay for the protection. There are also many examples
internationally (Schwartz et al. 1999). In addition to life insurance an “all risk insurance
cover” is included in the price of the lease to ensure that all the assets leased are
insured. 

(2) Facilitate a private credit bureau. 
One particular area that could support the entry of commercial institutions into
microfinance is the creation of a private credit bureau (Rhyne and Christen 1999). As
long as the database included the smallest businesses and all institutions providing
micro-lending services participated, the facilitation of such an innovation could
encourage financially sustainable microfinance by giving banks and MFIs the credit
history of their clients. While there would be practical difficulties, one of the biggest
challenges facing the financial sector is nonpayment of loans. Successful
implementation of such a database would help counteract that problem. (Apparently,
Dun & Bradstreet’s global business development team has already discussed the need
for a credit bureau in Pakistan with the heads of major local and foreign banks
including the governor of SBP and has been well received.) 
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4 Regulation and Supervision of Banks 

4.1 Review of the Banking System
The Banking Companies Ordinance, 1962, is the applicable law with respect to
commercial banks in Pakistan. The Ordinance states that “[n]o individual or association
of individuals, not being a company, shall carry on banking business in Pakistan
(and) no company shall carry on banking business in Pakistan unless it holds a license
issued in this behalf by the State Bank” (as quoted in UNDP 1999b, 21). The banking
sector in Pakistan that relates to the microfinance sector includes two specialized
banks: ADBP and the Federal Bank for Cooperatives (FBC). Commercial banks consist
of six nationalized commercial banks, 15 private commercial banks, and 20 foreign
banks.15 The State Bank of Pakistan supervises all of these institutions, together with
the investment banks.16 The activities of the seven banks that undertake microfinance
in some form are described in Section 2. 2.

4.2 Prudential Regulation and Supervision and a Sound
Financial Sector 

One of the key roles of SBP as it pursues the goal of a sound financial system is the
regulation and supervision of banks. This role relates to microfinance in that SBP
ensures that the regulatory framework and supervisory apparatus governing the
financial sector encourages commercial provision of financial services to the majority
of the population. The biggest challenge for SBP in achieving this has been in the
area of loans in default. 

A unique Banking Companies Act had to be passed in 1997 to set up special
courts to hear the backlog of cases where banks are trying to recover their money. It
is estimated that PR160 billion remains in overdue loans, that is, 7 percent of GDP.
This is truly a massive problem (ADB 1999b). It is partly due to a loan provisioning
system that does not require formal classification of any loan until it is over 90 days
late; loans from 180 to 360 days late are all classified as sub-standard with only 
25 percent provisions required. According to one Pakistani banker, the bad loans that
have crippled the country’s banks are also due to the accumulation of decades of
patronage. This directly affects the provision of microfinance because financial
institutions are much more risk averse and reluctant to embrace new markets, and
because microentrepreneurs have little access to patronage. 
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The loan loss problem as it directly relates to SBP’s oversight of the banks is
focused on ADBP. Many institutions in the region like ADBP are seeking a revitalizing
formula that will give them a mission that can be pursued with profit. This is
particularly so in Pakistan where the limited tax base and rampant evasion have
pushed the Government close to bankruptcy. One of the options successfully
undertaken in Indonesia was to transform the rural network of the state-owned
development bank, the Bank Rakyat Indonesia unit system, into a highly profitable
micro-banking division within the bank. This micro-banking division prices its loans
to cover the full cost of operations and make a profit. Before the Indonesian crisis, it
charged a flat rate of 2 percent per month with a six-monthly rebate of 0.5 percent
per month (if there is on-time payment) on a twelve-month loan. That is an effective
interest rate of 40 percent or more per annum. Even with this rate there is no shortage
of clients and, equally important, there is no need for government subsidy. This is not
a panacea for all such institutions but gives hope for reform.

4.3 Minimum Capital Requirements
The minimum capital requirement to register as a private commercial bank is 
PR500 million ($14.2 million), although it has been suggested that this may be
increased to PR1,000 million ($28.5 million). It is also necessary 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. Given that small banks are much more likely than large banks to provide
services to poor borrowers in remote locations, the restrictions on establishing banks
reduce the likelihood that banks will engage in microfinance. They also make it
extremely difficult for MFIs to establish banks so that they can accept deposits and
offer a wider range of services (McGuire et al. 1998).

4.4 Interest Rate Regulation
Interest rates for both lending and saving have been fully liberalized except that there
is still a minimum rate of 14 percent per annum. To date, however, this liberalization
has had little effect on the behavior of the formal financial system with respect to
rural microfinance (ADB 1999b). This is because, despite the official liberalization,
there is still a lack of clarity about the Government’s position on the rate of interest
allowed. Even though there is now officially no cap on the maximum rate that banks
can charge, the minimum rate acts as a brake on the system, effectively discouraging
banks from going much higher. As explained in Section 2, there is no way that
microfinance can be profitably undertaken even at 18 percent per annum.
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SBP needs to make it very clear to all the banks it supervises that interest
rates are not an issue for SBP regulation or for government intervention. Interest rates
are part of the contractual relationship between the financial institution and its client,
and they are set to ensure both the competitiveness and the financial viability of the
financial institution. Such a clarification would benefit, in addition to banks, all those
involved in pricing credit including leasing companies, NGOs, and PPAF. 

4.5 Issues for Microfinance in Prudential Regulation
and Supervision

NBP and other banks interviewed identified three regulatory barriers to developing
microfinance as a major business segment for banks (in addition to the confusion
about interest rates). They are: 

(i) The regulation requiring lending against collateral, which does not include
receivables as acceptable collateral.

(ii) The regulation requiring lending only to structured bodies that maintain audited
accounts.

(iii) The lack of clarity about mobile banking units.

Banks are permitted to make unsecured loans up to PR100,000, and aggregate
exposure is not to exceed capital free of losses and general reserves. This PR100,000
is fine for 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, because such organizations generally have little to offer by way of
security. Also, other than individuals, banks are only allowed to lend to structured
bodies that meet certain conditions. For instance, structured bodies are required to
maintain audited accounts, and are subject to regulations concerning debt-equity
ratios and other matters. This makes it very difficult for banks to lend to relatively
informal group structures such as village organizations and self-help groups.

If NGOs are ever to be able to grow significantly, they will need to borrow
from the financial sector, as a few of the large NGOs are currently doing. However,
most NGOs do not have sufficient fixed assets to assign as collateral for a bank loan
and they need much more than the PR100,000 that the banks are allowed to lend
without collateral. There are also banks that would be prepared to lend to these
NGOs on the strength of their receivables, if it were allowed by SBP. It has been
suggested that a guarantee fund be set up for NGOs that, in every other way, would
be good bank clients but simply lack the collateral (ADB 1999a). The Government
has supported this idea.

It would seem to be appropriate for SBP to work with banks on a research
project to analyze the quality of the receivables of potential client-NGOs which might
be offered as collateral against bank loans. (Loans eventually disbursed under any
such guarantee fund as suggested in the preceding paragraph could also be examined
as part of this research.) If such research showed poor performance, it would reinforce
SBP’s PR100,000 limit for uncollateralized loans. But if it showed positive
performance, it might justify a reconsideration of SBP policy. 

SBP has acknowledged that banks need mobile units or part-time booths to
reach distant rural communities with cost-effective financial services. It was
recognized that there had been some confusion over SBP’s position so it would seem
to be appropriate for SBP to clarify and streamline the process for their approval
(ADB 1999a).

Finally, as already noted, SBP’s provisioning requirements do not seem to be
strict enough to identify problem loans or to conform adequately to international
accounting standard principles of not overstating assets (International Accounting
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Standards Committee 1998). In the case of microfinance portfolios there is a need for
even tighter provisioning requirements because microfinance loans are generally
unsecured. 

4.6 Leasing Companies and Cooperatives
SBP no longer regulates the leasing companies that are supervised by the Pakistan
Corporate Law Authority; however, these also have to comply with all SBP directives.
Cooperative societies must be registered with the Provincial Registrar of Cooperatives
and can only take deposits from, and lend to, their members. The Cooperative Banks
and Cooperative Societies (Repayment of Loans) Ordinance, 1966, provides for the
recovery, according to the law and under the rules in force, of arrears of land revenue
(UNDP 1999b).

5 Regulation and Supervision of NGOs
and Nonbank MFIs

5.1 Review of NGO Regulation
Most nongovernment organizations involved in microfinance are registered under
either the Societies Registration Act, 1860 or the Voluntary Social Welfare Agencies
(Registration and Control) Ordinance, 1961 (ADB 1999b).17 The registration authority
for a social welfare agency is the Directorate of Social Welfare in each province and
its branch offices, one in each sub-division. This ordinance provides for registration
of NGOs operating at local and provincial level but not for those NGOs operating at
national and international levels (UNDP 1999b). (NGOs receiving grants typically
have to be registered in some way, but the small NGOs, operating independently, are
sometimes not registered.)

The laws governing NGOs require them to maintain accounts and have
them audited annually, prepare an annual report, and hold election of office-bearers
according to their constitutions and bylaws. However, the laws do not require NGOs
that receive external funding for program activities to pass these funds through their
books of account. As a result “it is common to find no information concerning donor
funding in the audited accounts of NGOs” (ADB 1999b, V–3). Needless to say, this
results in many questions about the transparency of NGOs.

There is a common opinion amongst government officials (although not
SBP) that registration is not enough, that a new legal and regulatory framework is
necessary to regulate the working of NGOs at national, provincial, and international
levels. This would ensure proper utilization of resources generated by these NGOs
and ensure public accountability. As part of this push, an NGO Bill for uniform
legislation and regulations for NGOs is under preparation (SEBCON 1999).
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5.2 Should SBP Regulate Microfinance NGOs? 
The desire that microfinance NGOs be regulated is a commonly expressed one in
Pakistan. Von Pischke (1998) has summarized many of the issues that have arisen in
the debate on regulation of microfinance NGOs in Pakistan: 

(i) The political urge to expand the regulatory bureaucracy, creating more govern-
ment jobs and all that goes with them.

(ii) The desire to obtain more support from donor organizations. Donors are often
sympathetic to increased regulation of the microfinance organizations that they
fund but do not supervise or monitor very closely themselves.

(iii) The belief that regulation can reduce fraud by unscrupulous NGOs.

(iv) The demand for regulation from clients and NGOs that want what they do to be
specifically authorized.

As a result, some think that it is SBP’s role to regulate NGOs that are providing
microfinance services, as an extension of its bank supervision role. But this is clearly
not a priority within its mandate of ensuring monetary stability and a sound financial
system. The NGO sector described in Section 2 is not a significant percentage of the
total financial sector. The majority of NGOs in Pakistan are highly subsidized by either
the Government or international donors, and provide a range of services other than
credit. This small sector is not a priority for the institution that is dealing with national
economic stability. Rather than attempting to regulate thousands of tiny institutions in
a sector for which SBP has no comparative advantage, it would be far more
advantageous for SBP to focus on building confidence in the financial sector and
ensuring that commercial institutions can enter the market. As described in Section 3,
this would generate a much greater contribution to the sustainable development of
microfinance. Even if SBP did attempt to regulate these NGOs, international
experience has shown that it will face the problems of budget constraints, limited
motivation of supervisory staff, and minimal understanding of microfinance risk,
which will inevitably undermine its effectiveness (Vogel 1998).

A prime example of these points is the Bolivian Central Bank. It is still not
doing credible portfolio quality reviews of microfinance portfolios even with a
microfinance industry that is growing in significance in the financial sector. 

5.3 Regulation of Savings Services
Currently, only banking institutions are licensed to take deposits but they are not
interested in managing micro deposits. The banking sector, even with over 8,000
branches, does not appear to be able to develop profitable savings services for the
majority (unlike the Bank Rakyat Indonesia unit system in Indonesia). Many
microfinance organizations require compulsory savings as a form of cash collateral
that is deposited in banks and generally cannot be withdrawn, or withdrawn only
with difficulty. When there are such forced savings, clients reasonably start to question
why they are paying interest to borrow their own money (UNDP 1999b). 

There are powerful arguments for local institutions that have the
community’s trust and already require their clients to save to be able to collect those
savings directly from their members/clients. Turning micro-lending locations into
deposit-taking offices greatly reduces the transaction costs of savers. This, in turn,
helps get savings in monetary form into the financial system where some portion of
it can be intermediated (Von Pischke 1998). The proportion of total savings that may
be in money rather than in kind may also increase. Allowing community-based micro-
lending institutions to mobilize savings legally would also put people in charge of
managing their cash flow. Research has shown that poor people use savings, credit, 
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and insurance arrangements as a single package of tools for managing risk (Zeller et
al. 1997).18

However, poor people should be able to save their money with institutions
that are financially secure. A review of the existing accounting systems and procedures
followed by NGOs indicate that they may not be able to comply with prudential
regulations similar to scheduled banks (UNDP 1999b). It would be imprudent to give
deposit-capturing licenses to institutions that did not have a proven track record of
meeting high financial management and performance standards. Like it or not,
licenses for deposit-taking services generally carry an implicit government guarantee
and SBP has to be prepared to stand behind the institutions it licenses. 

The present stage of development of NGOs in Pakistan means that it is
currently too risky for SBP to license NGOs to manage the savings of the low income
majority. There is also no evidence to show that it would reduce the cost of credit for
the clients. When the added administrative costs entailed by voluntary savings services
are factored into the cost of credit, deposits mobilized by NGO MFIs (especially in
tiny accounts of poor people) will seldom be much less expensive than commercial
funding like bank loans.

However, since the banking sector seems not to be interested in small
deposits, an alternative must be found. The majority of the economically active
population may have low incomes, but they still need access to saving services. Three
options have been discussed and are presented here for consideration.

5.4 Ideas for Savings Services 
SBP could usefully undertake research, in collaboration with NGOs and the banking
sector, to consider the questions outlined below. This might be done in the course of
examining all possible options for ensuring the poor have access to savings services.
Innovative approaches are needed, for example, in relation to questions such as:

(i) What are the options to provide client-responsive savings services to low income
clients, especially those in rural areas?

(ii) If one option were the creation of a new category of small bank to provide local
access to financial services tailored for low income clients, would the new bank
structure make a substantial contribution to the clients’ development? Would it
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found, for example:
• a research program concerned with the viability of small, locally

based banks and the appropriate regulatory and supervisory
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• a pilot project in which selected NGOs were permitted to accept
savings would do no more than recognize the status quo and could
provide lessons for wider application

• it might be worthwhile trialing a deposit insurance scheme, for which
NGOs could be eligible, after locating an entity willing to provide
such insurance on a fee-for-service basis.

18 For a detailed discussion of these issues, refer to Von Pischke (1998).



also add value to a financial system that, to some, already has too many banks
with many branches currently making losses?

(iii) What would appropriate prudential and supervisory regulations be for such small
banks with riskier clients (for example, a higher capital adequacy ratio)?

(iv) Could SBP establish cost-effective means of ensuring that small banks are
adequately supervised? Is there a role for contracting out arrangements?

(v) If another option is deposit insurance, what are the mechanisms that would en-
sure that the cost was borne by the banking sector and not by the Government? 

One option recommended by McGuire et al. (1998) is the creation of a new category
of small, locally based bank whose purpose is to provide low income clients with
local access to financial services. This would also enable NGOs to transform into
formal financial institutions and so legally provide savings services to their clients.
Such a strategy has been helpful in some countries such as Bolivia (Rhyne and
Christen 1999). However, the success of the Bolivian example was dependent on a
well-developed microfinance sector with a substantial number of financially viable
microfinance NGOs that had the financial management capacity to transform and to
manage central bank supervision. The Pakistan microfinance sector is still in the early
stages of its development and as yet there are no fully commercially viable NGOs. As
well, the performance of the Pakistan banking and credit union sector has been less
than stellar, so to add another type of formal financial institution to the banking sector
would need careful research. However, it may be appropriate to start considering this
issue because it will take time to research thoroughly, and in that time several of the
NGOs currently providing microfinance services may reach commercial viability.

Another option would be to pilot an initiative with NGOs that met specific
financial and management criteria to provide voluntary savings services to members.
This is the actual situation in many countries of the region. However, the costs and
benefits to the clients do not appear to have been well documented. Perhaps at the
same time as piloting an initiative in Pakistan, it would be appropriate to document
the results of this approach in the region.

A further innovative option recommended by Von Pischke (1998) would
allow all institutions with deposit insurance to collect savings. This could include
community-based NGOs. The system would cover its own costs if all micro-deposits
had to be insured by a bank doing business in Pakistan, and that bank had to have
reinsurance, of which some had to be obtained offshore in hard currency. SBP’s role
would be: 

(i) To define the minimum acceptable insurance contract.

(ii) To verify the capacity of the insurer and reinsurers to undertake the risks they
guarantee.

(iii) To ascertain that the insurance contracts are workable.

Again, the costs and benefits of such a proposal would take substantial research to
assess.

5.5 Interest Rate Regulation
Since SBP does not oversee any NGO activity it does not have any role in the interest
rates charged by NGOs. PPAF, however, will require NGOs to lend at interest rates
that cover all the costs of lending including administrative costs, cost of funds, and
loan losses. This is imperative if the microfinance sector is ever to become financially
sustainable. If PPAF does not fully implement this requirement, the sector will
continue to be dependent on donor and government subsidies and will never be able
to grow to meet the financial service need of the majority of the poor. (See also the
discussion on interest rates in sections 2 and 4.)
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5.6 Performance and Reporting Standards
One of the major constraints to the development of the microfinance sector as noted
in Section 2 is the lack of financial management capacity in retail MFIs — in particular,
the capacity to track financial performance and move the institution to financial
sustainability. However, the leading NGOs are fully aware of their need to improve
their information systems, the rigor of their financial reporting, and their financial
management. To this end the World Bank has included a capacity building component
into its PPAF project.

PPAF proposes that NGOs will report to them on both their clients and their
financial performance. However, the level of financial reporting is not currently
consistent with standard reporting by financial institutions. With NGOs recognizing
their need to improve their financial reporting, and particularly with the advent of
commercial banks becoming clients of PPAF, a great opportunity exists for PPAF to set
the standards for improved financial reporting in the microfinance sector, and to
provide the capacity building to ensure that the institutions are able to fulfill their
obligations. 

It has been suggested that PPAF, in addition to its lending to NGOs, might
become a conduit for lending funds to commercial banks for microfinance (ADB
1999a). It is at this point that the role of SBP as bank supervisor and PPAF are aligned.
It may be mutually advantageous for SBP and PPAF to work together on standard
rigorous financial reporting on the quality of microfinance portfolios and the financial
performance of MFIs or microfinance units of commercial banks. 

However, this may not be as straightforward as it looks. SBP is not
represented on the board of PPAF, and since PPAF is not a bank it will not be
supervised by SBP. This means that the relationship needs to be handled carefully.
PPAF and SBP need to build credibility with donors and the NGOs for such a
relationship to succeed. 

6 Conclusions and Recommendations 

6.1 Conclusions
The conclusions and recommendations in this final section are based on interviews
conducted with the leading institutions involved with microfinance in Pakistan and
the extensive international literature on regulation for the microfinance sector. The
study has focused on the role of the central bank, the State Bank of Pakistan (SBP),
in the development of sustainable microfinance in Pakistan. As such, it purports to
provide neither a complete overview of the microfinance sector nor a comprehensive
set of recommendations for its development.

The greatest scope for constructive engagement by the central bank with
microfinance in Pakistan is to be found in a core area of its responsibility, concerned
with financial sector reform. The creation of a policy and regulatory environment
supportive of the commercially viable provision of microfinance is a process still far
from complete. For example, while in-principle interest rate liberalization has
occurred, in practice there is a need for SBP to clarify interest rate policy, in order to
remove remaining inhibitions affecting the willingness of banks to price loans,
including microcredit, appropriately. 

The expansion of savings services available to the poor, and broadening the
range of institutions eligible to offer such services, at the same time putting adequate
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safeguards in place, is another priority. This raises the issue of SBP’s relationship with
the NGO sector. While it may be inappropriate for the central bank to become
involved in their regulation, there is considerable scope for promotional activities to
support the strengthening of MFIs. Similarly, SBP could usefully promote innovation
in banking services favorable to microfinance in the formal banking system. The
recommendations which follow are directed to these objectives.

6.2 Recommendations
These recommendations are divided into three areas. Recommendations 1 and 2
address the economic implications of SBP’s activities as they affect microentrepreneurs
— the working poor in the informal sector — who currently have very limited access
to formal financial services. Recommendations 3, 4, 5, and 6 address SBP’s role as the
bank supervision agency insofar as it relates to financial services for those working in
the informal sector. Finally, Recommendations 7 and 8 address options for how SBP
might provide catalytic leadership in the development of sustainable microfinance in
Pakistan.

(1) SBP should continue financial sector reform.

The most important role for SBP in the development of sustainable microfinance
in Pakistan is to continue its financial sector reform. For SBP, this is the single
most important action supporting the development of a financially viable
microfinance sector. SBP’s role in this regard is to ensure that the regulatory
framework and supervisory apparatus governing the financial sector do not inhibit
commercial provision of financial services to the majority of the population.
Further, as part of its financial sector liberalization, the central bank should reduce
the “developmental activities” of the central bank, such as directed credit.

(2) The central bank should clarify interest rate policy.

SBP should make it very clear to all the banks it supervises (as well as the
cooperatives) that interest rates are not an issue for SBP regulation. Interest rates
are part of the contractual relationship between the financial institution and its
client, and they are set to ensure both the competitiveness and financial viability
of the financial institution. 

The principle of the bank-client relationship being a contractual one, it is not an
appropriate arena for government intervention, except where legal issues are at
stake. This applies to all aspects of that relationship, including payment terms
and conditions. 

(3) SBP should act to ensure the safety of poor people’s savings. 

SBP should continue the current practice of only allowing licensed and regulated
financial institutions to collect demand deposits from the general public. The
principle here is that poor people should be able to save their money with
institutions that SBP considers financially secure. It would be imprudent to give
deposit-capturing licenses to institutions that did not have a proven track record
in meeting high financial management and performance standards. Since licenses
for deposit-taking services generally carry an implicit government guarantee, SBP
has to be prepared to stand behind the institutions it licenses.

It is recognized, however, that there are powerful arguments for local institutions
that have the community’s trust to collect savings from their members. The
banking sector, even with over 8,000 branches, does not appear to be able to
develop profitable savings services for the majority. Turning micro-lending
locations into deposit-taking offices not only greatly reduces the transaction costs
of savers but helps to get savings in monetary form into the financial system
where some portion of it can be intermediated. 

Given the present stage of development of NGOs in Pakistan, it is currently too
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risky for SBP to license NGOs to manage the savings of the low income majority.
However, the banks seem not to be interested in small deposits, so an alternative
must be found. The majority of the economically active population may have low
incomes, but they still need access to saving services, hence the next
recommendation.

(4) SBP should research prudent expansion of appropriate savings services
for the poor.

SBP, in collaboration with interested parties such as the Microfinance Group,19

should undertake research to consider the best way to provide client responsive
savings services prudently to significant numbers of low income clients, especially
those in rural areas. 

One option is the creation of a new category of small non-national banks whose
purpose is to provide low income clients with local access to financial services.
This would also enable NGOs to transform into formal financial institutions and
so legally provide savings services to their clients. This would not yet be possible
in Pakistan since the Pakistan microfinance sector is still in its early stages and as
yet there are no NGOs which are fully commercially viable. However, this option
will take time to research thoroughly, and in that time several of the NGOs
currently providing microfinance services may reach commercial viability.

Another innovative option would allow all institutions with deposit insurance to
collect savings. This could include community-based NGOs. SBP’s role would be:

(i) To define the minimum acceptable insurance contract. 

(ii) To verify the capacity of the insurer and reinsurers to undertake the risks
they guarantee.

(iii) To ascertain that the insurance contracts are workable. 

The costs and benefits of such a proposal would take substantial research to
assess.

(5) SBP should not get involved in regulating NGOs. 

SBP should not get involved in the regulation of NGOs providing microcredit
services. The majority of NGOs in Pakistan are highly subsidized either by the
Government or by international donors and provide a range of services other
than credit. They do not in any way compare with commercial financial
institutions and as a percentage of the total financial sector they are insignificant.
Rather than attempting to regulate thousands of tiny institutions in a sector for
which SBP has no comparative advantage, it would be far more advantageous for
SBP to focus on building confidence in the financial sector and ensuring that
commercial institutions can enter the market. This would generate a much greater
contribution to the sustainable development of microfinance.

(6) SBP should consider working with PPAF to develop rigorous financial
reporting.

There is arguably a role for central banks in undertaking short-term activities that
promote financial systems able to provide poor households with access to both
savings and credit services on a sustainable basis. “Promotional activities” are
intended to be a catalyst for private sector activity, and may include support for
pilot projects using innovative approaches to micro-finance; research, collection,
and publication of data; advocacy; and training. Working with PPAF would be
this kind of short-term, catalytic intervention.
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The level of financial reporting by NGOs is not currently consistent with standard
reporting by financial institutions. If the Pakistan Poverty Alleviation Fund (PPAF)
also becomes a conduit for lending funds to commercial banks, there is an
opportunity for SBP to work with PPAF and set the standards for improved
financial reporting in the microfinance sector, and to provide the capacity building
to ensure the institutions are able to fulfill their reporting obligations. 

(7) SBP should collaborate to promote innovation in the delivery of profitable
financial products for the majority.

An additional short-term catalytic activity for SBP that would contribute to the
building of sustainable microfinance, but does not directly relate to its bank
supervision role, would be to encourage innovation in the delivery of profitable
financial products for the majority of the economically active, that is, those in the
informal sector. Practitioners and bankers in Pakistan have suggested the four
options presented below. They could be undertaken in collaboration with the
Bankers Association, the Microfinance Group and/or PPAF. 

(i) Document and disseminate lessons learned by profitable institutions
providing microfinance services. 

For example, there are two leasing companies that are successfully lending
to the smallest businesses based on careful credit analysis by well-trained
credit officers. Even though these companies consider it a profitable market
niche, no banks will lend to the same clients because they either cannot or
do not want to learn about this market. There would seem to be an
opportunity for documentation and dissemination of lessons learned that
would not breach company confidentiality.

Another example is affordable client “self-insurance” or loan protection that
would pay back a loan in the event of an accident/ill health/death etc. The
MFI or financial institution charges a fixed fee or raises the interest rate
slightly to pay for the protection. 

(ii) Research lending against receivables. 

The central bank should undertake a research project with banks that would
be prepared to lend based on an analysis of the quality of the institution’s
receivables. Any loans eventually disbursed under a guarantee fund such as
is discussed in Section 4.5, could also be part of this research. If this research
showed poor performance, it would reinforce SBP’s PR100,000 limit for
uncollateralized loans. If it showed positive performance, it could lead to a
reconsideration of SBP policy. 

(iii) Speed up approval of mobile banking units. 

To reach distant rural communities with cost-effective financial services,
banks need mobile units or part-time booths. SBP should streamline the
process for their approval.

(iv) Facilitate a private credit bureau. 

Most banks are reported to have indicated their desire to participate in a
private credit bureau and have nominated a person to work with Dun and
Bradstreet to compile required data for the feasibility study to be prepared
by them. The facilitation of such an innovation could encourage financially
sustainable microfinance as long as it included the smallest businesses in the
database and all institutions that were providing micro-lending services
participated.
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Appendix 1: Excerpts from The State Bank 
of Pakistan Act, 1956: mandate of 
the bank

CHAPTER III
Offices, Branches and Agencies

Point 8
(3) The Bank shall create a special Agricultural Credit Department, the functions of

which shall be:

a) To maintain an expert staff to study all questions of agricultural credit and
be available for consultation by the Federal Government, Provincial
Governments, Provincial Co-operative Banks and other banking
organisations;

b) To co-ordinate the operations of the Bank in connection with agricultural
credit and its relations with the Provincial Co-operative Banks and any other
organisations engaged in the business of agricultural credit (p.6). 

Central Board of Directors

Point 9A 
Functions and responsibilities of the Central Board. The Central Board shall, in
order to secure monetary stability and soundness of the financial system:

a) Formulate and monitor monetary and credit policy and, in determining the
expansion of liquidity, take into account the Federal Government’s targets
for growth and inflation and ensure that the Bank conducts monetary and
credit policy in a manner consistent with these targets and the
recommendations of the Monetary and Fiscal Policies Co-ordination Board
with respect to macro-economic policy objectives:

Provided that the Governor may, in an emergency which in his opinion
requires immediate action, take such measure as may be necessary in the
circumstances and shall report such measure for the approval of the Central Board at
its next meeting:

b) Determine and enforce, in addition to the overall expansion of liquidity, the
limit of credit to be extended by the Bank to the Federal Government,
Provincial Governments and other agencies of the Federal and Provincial
Governments for all purposes it being understood that the Governments will
meet their additional credit requirement directly from commercial banks
through a market based auctioning system to be conducted by the Bank;

c) Approve the credit requirements of the private sector and intimate the same
to the Monetary and Fiscal Policies Co-ordination Board;

d) Tender advice to the Federal Government on the interaction of monetary
policy with fiscal and exchange rate policy;

e) Analyse and advise the Federal Government on the impact of various policies
on the state of the economy;

f) Submit a quarterly report to the Majlis-e-Shoora (Parliament) on the state of
the economy with special reference to economic growth, money supply,
credit, balance of payments and price developments; and
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g) Discharge such other functions as may be necessary for formulating
monetary policy and regulating the monetary system or as may be assigned
by the Federal Government (p.7).

Monetary and Fiscal Policies Co-ordination Board

Point 9B (2)
The Co-ordination Board shall: 

a) Co-ordinate fiscal, monetary and exchange-rate policies;

b) Ensure consistency among macro-economic targets of growth, inflation and
fiscal, monetary and external accounts;

c) Meet for the purposes of clauses (a) and (b) before the finalization of the
budget to determine the extent of Government borrowing from commercial
banks taking into account credit requirements of the private sector, liquidity
expansion determined by the Central Board and expected changes in net
foreign assets of the banking system;

d) Meet on a quarterly basis to review the consistency of macro-economic
policies and to revise limits and targets set at the time of the formulation of
the budget, keeping in view the latest developments in the economy;

e) Consider limits of the government borrowing as revised from time to time in
the meetings to be held before and after passage of the annual budget;

f) Review the level of Government borrowing in relation to the predetermined
or revised targets after every quarter; and

g) Review the expenditure incurred in connection with raising of loans and
Government borrowing.

(3) The State Bank of Pakistan shall place before the Board:

a) Relevant data relating to monetary expansion and Government borrowing;
and

b) The assessment of the State Bank regarding the impact of economic policies
of the government on monetary aggregates.

c) [omitted]

(4) The Planning Commission and the Ministry of Finance, Government of Pakistan
shall, from time to time, bring to the notice of the Board the impact of monetary
policy adopted by the State Bank on investment, growth and balance of payment.

(5) The Ministry of Commerce, Government of Pakistan shall, from time to time, bring
to the notice of the Board the impact of the monetary policy by the State Bank
on imports and exports (p.8).

CHAPTER IV
Businesses which the Bank may transact
Explanation: For the purposes of this clause and section 17D, “agricultural
operations” shall include improvement of land, procurement of agricultural inputs,
agricultural machinery and other requirements of agriculture (p.22).

Point 17D 
Loans Guarantee Fund — 

(1) The Bank shall establish and maintain a Fund to be called the Loans Guarantee
Fund to which shall be credited:

a) An initial sum of two crores of rupees to be subscribed by the bank out of
its surplus profits; and 
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b) Appropriations of such amounts from the surplus profits of the bank as may
be determined by the Bank in consultation with the Federal Government.

(2) The Loans Guarantee Fund shall be applied by the Bank to the financing of a
system of guarantees in accordance with a Scheme to be made by the bank to
cover a portion, not exceeding fifty per cent of any bonafide loss that a scheduled
bank is proved, to the satisfaction of the Bank, to have incurred in any transaction
of a loan or advance made for the financing of approved agricultural operations
and such needs of such small borrowers as may be determined by the Bank from
time to time (pp.23–24).

Source:  The State Bank of Pakistan Act, 1956 (As amended up to 21st January, 1997 in terms of
State Bank of Pakistan (Amendment) Ordinance, 1997). See State Bank of Pakistan (1997). 
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Ahmed, Mr. Shabbir Deputy Secretary (Investment), Ministry of Finance,
Islamabad

Alfrey, Mr. Ramon Assistant General Manager, Orix Leasing Company,
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Ali, Mr. Syed Sajid Regulating Officer, State Bank of Pakistan, Karachi

Andrews, Mr. Julio A. Resident Representative, The Asia Foundation,
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Ansari, Mr. Nisar Ahmed Executive Vice President, National Bank of
Pakistan, Karachi

Bharvani, Mr. Hira Lal Assistant General Manager, Orix Leasing Company,
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There are only a small number of microfinance programs in Papua New Guinea, and their
performance has, in general, not been strong. Moreover, licensed banks and savings and loan societies
have been reducing their coverage in regional and rural areas over a period of decades. While there
is a demand for microfinance, and especially for savings facilities, low population densities and high
cost structures make it very difficult for institutions to achieve sustainability. 

The Bank of Papua New Guinea (BPNG) has undertaken few if any "developmental" activities
to support microfinance, but has commenced a program of revitalizing savings and loans societies to
increase coverage of financial services in rural areas. It has also licensed an innovative small bank
with a mandate to serve the underprivileged. 

Recent legislation designed to assure the independence of BPNG may assist it to achieve the
macroeconomic stability necessary for sustainable microfinance. There is further scope for the central
bank to encourage the development of a more sustainable microfinance sector through low-key
"promotional" activities. 

Summary

John D. Conroy



Currency Equivalent

Currency Unit – kina (K)

US$1 = K2.50 (at mid-1999)

Abbreviations
ADB Asian Development Bank

AusAID Australian Agency for International Development

BPNG Bank of Papua New Guinea (the central bank)

DTI Department of Trade and Industry

ESCAP Economic and Social Commission for Asia and the Pacific

FINCA Foundation for International Community Assistance

GDP gross domestic product

GNP gross national product

M3* a Broad Money measure used by the Bank of 
Papua New Guinea

MFI microfinance institution

MLAR minimum liquid assets ratio

NBFI nonbank financial institution

NGO nongovernment organization

NZODA New Zealand Overseas Development Assistance

PNG Papua New Guinea

PNGBC Papua New Guinea Banking Corporation

PnK Putim na Kisim

RDB Rural Development Bank of Papua New Guinea

ROSCA rotating savings and credit association

S&L savings and loans society

SME small and medium enterprise

UNDP United Nations Development Programme

UNIFEM United Nations Development Fund for Women

VFL Village Finance Ltd

Note
In this report, “$” refers to US dollars.
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1. Introduction and Background

1.1 Key Demographic and Economic Data
Papua New Guinea (PNG) had a population of 4.5 million in 1997, after growth
averaging 2.2 percent per annum from 1980. The population is relatively sparse,
averaging 10 persons per square kilometer on a land surface of 463,000 square
kilometers. Gross national product (GNP) per capita was $930 in 1997, while on a
purchasing power parity basis, real gross domestic product (GDP) per capita was
$2,654. Only 17 percent of population was classified as urban in 1997. While value
added in agriculture contributed only 28 percent of GDP in 1997, the proportion of
the workforce in agriculture remained as high as 79 percent as late as 1990. This
illustrates a dualism in the economy, between a high value added mineral export
sector on the one hand and a continuing large subsistence agricultural sector on the
other. This dichotomy is also seen in the data for distribution of income. In 1996, PNG
had a Gini index1 of 50.9, with the lowest 10 percent of population gaining only 
1.7 percent of income and the top 10 percent enjoying 40.5 percent of income.2

In terms of human development, PNG rated a Human Development Index
score of 0.570 in 1997, ranked 129th in a list of 174 countries. In 92 developing
countries for which the United Nations Development Programme (UNDP) calculated
the Human Poverty Index, PNG ranked 47th, on the basis of measures such as 
26 percent adult illiteracy, 68 percent of population lacking access to safe water, and
30 percent of children under five being underweight. In gender terms, between 1990
and 1997 almost 90 percent of the female labor force remained in agriculture; the
corresponding figure for men was 73 percent. In UNDP’s Gender-Related Development
Index, PNG ranked 107th among 143 countries due to substantial discrepancies
between male and female adult literacy rates and real GDP per capita. On the Gender
Empowerment Measure, PNG rated 91st in a listing of 102 countries, based on
indicators such as female political representation and employment in managerial and
professional occupations. Activity surveys in the agricultural sector typically show
women working longer hours than men, while receiving less of any cash income
earned.

The macroeconomy of PNG is extremely open and vulnerable to changes in
world commodity prices, particularly for minerals. Since Independence in 1975 it has
been regarded as a relatively high labor cost economy, the result of wage determinations
made in the immediate pre-Independence period. These resulted in substantial urban
wage increases, the real value of which was subsequently protected by automatic
indexation against a consumer price index. This mechanism guaranteed that the price
effects of any currency devaluation (in an urban economy where a large proportion
of “wage-goods” were imported) would flow directly through to the consumer price
index and hence to nominal urban wages. Consequently, the main thrust of
macroeconomic policy until the early 1990s was toward maintenance of the external

Gender discrepancies
are also very
marked, with women
very disadvantaged
on measures such as
income, education,
and employment

A particularly
marked dualism
exists in PNG,
between a
"modern" economic
sector and a
continuing large
subsistence
agriculture sector

1 The Gini index appears in the literature, for example, the 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. 

2 Information in this and following paragraph are drawn from UNDP (1999) and World Bank
(1999). 
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value of the kina, to avoid an import-induced wage-price spiral and the further loss
of international competitiveness. This “hard kina strategy” was largely successful in
securing macroeconomic stability, but was criticized as inhibiting economic growth.
Agricultural producers were penalized by an overvalued exchange rate, while import
substitution in a range of wage-goods, including fresh food, was suppressed. 

These policy settings were altered dramatically, first by a Minimum Wages
Board determination in 1992, which established a new and substantially lower urban
minimum wage for new job entrants, while dispensing with automatic wage indexation.
Then in 1994 the kina was allowed to float, when a period of fiscal indiscipline made
defense of the exchange rate no longer feasible. These two developments had a
number of potentially profound effects. The kina exchange rate, which had been
more or less on a par with the dollar in 1993, has declined almost continuously to
slightly below 40 cents (April 2000). The reduction in real urban wages has been
progressively working through the workforce, with consequent reductions in unit
production costs. Reduced purchasing power of urban workers and higher kina costs
of imported wage-goods have also stimulated some expansion of domestic production,
visible, for example, in increased supplies of fresh foods in urban markets.

These developments are proving favorable to the “commercialization” of
fresh food production, and to the emergence of a range of microenterprise-level
ventures in food processing and petty trading. Prior to the early 1990s, the substantial
absence of informal sector economic activity in PNG had frequently been remarked
by visitors familiar with the dynamism of this sector in other countries. The monetized
informal economy, whether the urban informal sector or the rural off-farm sector, is
still relatively stunted in PNG. However, the change in the economic environment
which has occurred since the floating of the kina and the change in minimum wage
fixing procedures is favorable to the emergence of indigenous microentrepreneurs,
and will increasingly require the creation of a financial system geared to their need
for capital and other financial services. Microfinance, which has been slow to take
root in PNG, may prove to be of increasing relevance to the needs of Papua New
Guineans who lack adequate access to the formal financial system.

1.2 Financial Sector
The Bank of Papua New Guinea (BPNG, the central bank) distinguishes four “tiers”
among institutions comprising the formal financial system in Papua New Guinea
(BPNG 1998a). At the base of the system is BPNG itself, the source of reserve money.
The commercial banks, of which there are six, form a second tier of the system as the
creators of secondary money. Of these six banks, four are the locally incorporated
successors of Australian banks operating in PNG before Independence in 1975. One
is a state bank, the Papua New Guinea Banking Corporation (PNGBC). The Australia
and New Zealand Bank and Westpac Bank are both local subsidiaries of Australian
private financial institutions, and the fourth, the Bank of South Pacific, is a nationally
owned private bank acquired from Australian owners. During the 1980s, and as part
of a conscious strategy by the central bank to increase competition and diversify the
system, two non-Australian banks were granted licenses. These trade today as Maybank
and Bank of Hawaii and are owned by Malaysian and United States interests,
respectively. Despite the emergence of new financial institutions, described later in
this section, the six commercial banks dominate the financial sector, accounting for
about 90 percent of bank assets (AusAID 1998).

The commercial banks operate through branches, generally located in major
urban centers, and sub-branches that are in smaller towns. The former provide a full
range of banking services, while the latter generally provide all services other than
overseas transactions. At a lower level are bank agencies that operate in more remote
parts of PNG, providing only savings deposit and withdrawal services. Only two of
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the commercial banks, PNGBC and Westpac, have any significant representation
beyond the full branch level in major population centers. PNGBC was established in
1974, immediately prior to Independence, acquiring the assets and branch network of
the Commonwealth Bank of Australia in the country. It was charged with what the
central bank describes as:

… the potentially conflicting objectives of operating as a competitive, profitable
commercial bank whilst ensuring that its policies were directed to the greatest
advantage of the people of Papua New Guinea (BPNG 1998a, 128).

In pursuit of this mandate, PNGBC led a substantial expansion of banking
outreach from 1976, which peaked in 1984. At that time the country was served by 
60 branches, 35 sub-branches, and 407 agencies of commercial banks. However, as
the result of circumstances described in Section 2.5, by 1997 this outreach had
diminished to 52 branches, 25 sub-branches, and only 87 agencies. It is fair to say
that, for rural and remote areas in particular, PNG was substantially “de-banked” in a
steady process of attrition between 1984 and 1997. The implications of this for financial
development in general, and for microfinance more particularly, are discussed later.
At the end of 1997 the total assets of all commercial banks amounted to slightly more
than K3 billion (around $1.8 billion at that time).

On the third tier of the financial system are “bank-like” institutions. These
include finance companies, merchant banks, and savings and loan societies (S&Ls).
They are financial intermediaries, which mobilize savings and channel credit to private
borrowers but are not permitted to offer checking services. There are five finance
companies, three of which are subsidiaries of commercial banks. Of four merchant
banks, three are foreign owned. The S&Ls originated in the colonial period and date
from the early 1960s. After an early phase of quite rapid growth, the societies have
undergone considerable difficulties, which are discussed in Section 2.3. Total assets
of this third tier of institutions amounted to K279 million at the end of 1997 (around
$170 million at that time).

Finally, there is a fourth tier, of nonbank financial institutions (NBFIs), which
BPNG distinguishes from the “bank-like” institutions in the third tier (BPNG 1998a).
These include investment and pension funds, insurance companies and brokers,
stockbrokers, and the Rural Development Bank of Papua New Guinea (RDB). Despite
its name, RDB is regarded as an NBFI because it is not a deposit-taking institution. It
was originally established in 1967 as the Development Bank of Papua New Guinea,
following recommendations by a World Bank mission in 1963, and assumed its current
name in 1994. Its primary objective was to finance primary production, and a
commitment to the needs of small-scale borrowers has always been among its
objectives. The bank was capitalized by government grants through the national
budget and has remained as a credit supply institution, although it is permitted to
offer deposit services under its charter. By 1994 it had 4 regional offices, 6 branches,
and 17 representative offices (BPNG 1998a), although this number has declined more
recently.

In terms of financial deepening, the ratio of Broad Money (M3*) to nominal
GDP increased fairly steadily from around 25 percent at Independence in 1975 to
slightly more than 40 percent by 1990 (BPNG 1998a, Fig.5.5).3 This can be regarded
as a proxy for the degree of monetization or financial intermediation occurring in the
economy. A period of fiscal excess then saw the ratio decline consistently for the next
five years to around 33 percent, following which it appears to have increased again,
reaching a new peak of around 45 percent by 1997. As another indicator of financial
deepening, the central bank cites a fairly steady decrease in the ratio of currency in
circulation to total bank deposits between 1978 and 1997 (BPNG 1998a).
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2 Development of Microfinance
Microfinance in Papua New Guinea has been subject to a considerable degree of
scrutiny, considering the small number of institutions involved, their short histories,
and their limited outreach.4 For an understanding of difficulties attending financial
sector development in this country, it is necessary to remember that colonialism came
late to PNG, and the end of the colonial era was correspondingly delayed until the
mid-1970s. The existence of substantial highland populations was not discovered by
the colonial authority until the 1930s, and external administration, the Pax Australiana,
was established only in the 1950s among certain major population groups.

Particular features of the traditional economy included a low-level equilibrium
of subsistence agricultural production, founded primarily on tubers as the staple crop.
The people had relatively abundant land resources and employed comparatively
simple techniques of production requiring minimal capital accumulation or investment.
Production levels were set by the maximization of returns per unit of labor, rather
than per unit of land, in the context of a simple set of known production possibilities
and modest consumption aspirations. Prior to the second half of the nineteenth
century there was an almost total absence of external trade or contact with industrial
societies, or indeed with the adjacent wet-rice cultures of monsoon Asia. Even into
the 1950s, in much of the interior, patterns of internal trade reflected local resource
endowments and were conducted largely by barter. 

Such capital accumulation as occurred (remembering the predominance of
perishable root crops in the pattern of production) was primarily for social/political
purposes, involving the exchange of foodstuffs and valuables between individuals or
groups. For most of these small societies there was no generally accepted medium of
exchange; traditional valuables seen by outsiders as a form of proto-money, such as
shells or plumes, had a primarily ceremonial significance. Similarly, notions of credit
and debt, while present in traditional society, were for most groups intertwined with
the web of social relationships and obligations. They were not seen as impersonal,
contractual relationships of the kind entered into by bankers. And while the notion of
paying “interest” (in some sense) was also not unknown, relating the payment of
“interest” to the time period of a loan was entirely foreign. 

This is the cultural context into which the intrusion of the world economy
required the introduction of money and a financial system. Any judgment about the
slow progress of financial sector development in PNG must take into account the

Difficulties of
financial sector
development in
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history

4 See, for example, the following reports: NZODA (1993), UNDP (1995), AusAID (1996),
Belloni (1996), Lacson and Zacarias (1996), ADB (1998) Hickson et al. (1998), ADB (1999),
AusAID (1999). There have also been workshops; see BPNG (1996) and Kum-Gie Consult
and Friedrich Ebert Foundation (1998). For journal articles, see Fleischer (1996), Kavanamur
and Turare (1999), Kopunye et al. (1999), Bablis (1999), and Gregory (1999). For discussions
of the feasibility of microfinance in a broader Pacific context (including Papua New
Guinea) see Foundation for Development Cooperation (1996) and McGuire (1996).
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international economy
• the absence of any monetary system in the traditional economy 
• the still uncompleted process of monetizing subsistence economic 

activities on which a majority of the population continues to depend.



relatively short history of the country’s contact with the international economy, the
absence of any monetary system in the traditional economy, and the still uncompleted
process of monetizing subsistence economic activities on which a majority of the
population continues to depend.

Further, any judgment about the potential for sustainable microfinance in
PNG must take into account the still quite limited development of “informal sector”
economic activity, as already mentioned. The substantial absence of the complex and
diverse set of micro-enterprise activities by which landless or land-deficient people
sustain themselves in monsoon Asia, and for which access to microfinance services
helps to increase productivity and incomes, is a distinctive feature of PNG and the
small island states of the Pacific more generally. One commentator (Gregory 1999, 85,
89) has gone so far as to claim that microfinance is an inappropriate response to
PNG’s poverty problems, since “it is a solution to a problem that has its origins in a
rice culture,” whereas PNG has a “root-crop culture” in which “most people have no
economic need to engage in a variety of penny capitalist activities in order to survive
on a day-to-day basis.” 

Nevertheless, after a period of nongovernment organization (NGO) and
government experimentation with microfinance based on international principles,
discussed later in this section, it appears the time has come for microfinance to be
included explicitly in government policies for financial sector development and the
“economic integration of marginalised households in PNG” (DTI n.d.). This new
development is discussed in the next section.

2.1 Government Microfinance Schemes
The central and some provincial governments, with the assistance of regional and
international agencies, have trialed small microfinance initiatives for women since the
1980s (see Hickson et al. 1998). Although there were earlier women’s credit schemes,
perhaps the first project with some characteristics of modern microfinance was the
Women’s Credit Project initiated in two provinces in 1988 by the Asian and Pacific
Development Centre, with the assistance of the South Pacific Forum Women’s Bureau.
A number of provincial governments subsequently followed this example to institute
parallel programs, and UNDP provided some technical assistance. By the end of 1995
some 380 loans had been made totaling almost K90,000, with a mean loan size close
to K240 (around $180 at that time). Performance generally was poor, with the exception
of the Western Highlands provincial project, “which placed a high and sustainable
interest rate on loans, kept good records and assiduously pursued clients for repayments”
(Hickson et al. 1998, 13).

In 1995 the Department of Home Affairs set guidelines for these women’s
microcredit schemes and, with technical and funding assistance from the New Zealand
government, commenced a new phase of the program. There appears to have been
some disagreement about the rate of expansion, with the New Zealand Overseas
Development Assistance (NZODA) favoring a more gradual approach. Although the
New Zealand government did not provide further support, the Government of PNG
committed additional funds during 1996. In 1997 the National Council of Women, in
an effort to encourage sustainable operations, set a lending rate of 10 percent per
annum flat for loanable funds provided to provincial women’s councils, which were
in turn permitted to charge up to 20 percent per annum flat to borrowers. 

In 1997, as a condition of a structural adjustment package agreed with the
World Bank, K2 million (about $1.15 million) was provided by the central government
for expansion of the Women’s Credit Project to all provinces of the country. This
appears to have been designed to ameliorate the impact of the structural adjustment
measures on the poor. However, the disbursement of funds occurred with little notice
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or preparation. A 1998 newspaper article (quoted in Hickson et al. 1998) reported that
the PNG auditor general had asked provincial authorities for an accounting of these
funds, since no information on their distribution or repayment had been provided to
the Government. No data were available from the relevant central government agency
at the time of the writer’s visit in 1999, although it was suggested that most of the
funds are still held in interest-bearing deposits by local women’s credit associations,
pending guidance on operational procedures from central government.

The Asian Development Bank (ADB) held consultations on microfinance in
March 2000 with the Government, provincial governments, MFIs, commercial banks,
S&Ls, and BPNG, among other parties. This resulted in agreement on a memorandum
of understanding on potential areas for cooperation in microfinance development
and employment creation. These included capacity building and the development,
testing, and implementation of new savings and loan products (ADB 2000). As a
further result of this mission, an interdepartmental group of government officials
prepared a draft microfinance policy for PNG (DTI n.d.). The Department of Trade
and Industry (DTI) has been given carriage of this policy, including its further
development for cabinet approval. 

The government draft policy document for microfinance builds on previous
government policy stressing private sector development, and states as an objective
“enhanced economic integration of micro, small and medium enterprises through
better access to sustainable financial services.” It lists provision of savings services as
a further goal. The document states the overall objective of the policy as being “to
provide a framework for existing and future institutions to either upgrade existing
credit schemes or downscale financial products towards mainstream [that is, mass
market] financial services.” 

Concerning the role of government in these processes, the draft declares
that “[u]nderscoring its private sector orientation, the Government of PNG understands
its role as a facilitator for private service providers.” It sets out best practice principles
for the provision of microfinance services by MFIs and other financial institutions, and
for the manner and extent of any subsidization by government and external agencies.
Finally, the draft welcomes the initiative for a national microfinance network, formed
to represent the interests of stakeholders in microfinance. These developments and
the potential for cooperation with ADB could stimulate a quantum leap in the level
of microfinance activity in PNG, and would have implications for the operations of a
range of financial institutions, including BPNG. 

2.2 NGOs in Microfinance
The previous discussion of government initiatives in microfinance mentioned the role
of the nongovernment National Council of Women as an implementing agency. As in
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A draft national policy for microfinance agreed in March 2000 aims to 
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services, by:
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• observing best practice in subsidization and technical assistance
• supporting a national microfinance network.



many other countries, the distinction between government and NGO-initiated
microfinance activities is not clear-cut. Partnerships are quite common. This is certainly
the case with Liklik Dinau (“small loan” in Tokpisin, the creole which is the vernacular
for most Papua New Guineans). Liklik Dinau is the best known and most documented
NGO engaged in microfinance in PNG. Liklik Dinau emerged from the collaboration
of seven parties, including government departments, PNGBC, UNDP, the National
Council of Women, and the Foundation for Law, Order and Justice, the latter two both
private entities. 

These parties formed a trust (the Liklik Dinau Abitore Trust) in 1994. The
trust deed establishes Liklik Dinau’s mission to assist very poor households to raise
themselves from poverty and to achieve greater self-reliance. The poor are defined as
those from the bottom 50 percent of the income distribution. Liklik Dinau was founded
explicitly to replicate the Grameen Bank model of microfinance in the context of PNG
(Fleischer 1996). UNDP provided technical assistance in 1993–1994 for a feasibility
study, and it has subsequently provided technical personnel, having posted several
UN volunteers to assist the project. 

Liklik Dinau offers a standard one-year loan and both voluntary and
compulsory savings accounts. Activities are group based, with contiguous groups
federated into centers. This is not easy to manage since population densities are
relatively low and fieldworkers have high ratios of travel time to client contact and
deal with relatively small numbers of borrowers, both per center and per working
week. Group members receive training before they take out loans and Liklik Dinau
attempts to use the mechanisms of group liability and peer pressure as a substitute for
collateral. In 1999, first loans were up to K350 (say, $160) with subsequent loans
increasing to a maximum of K1,000 (then around $450). Loan sizes are more varied
than in the standard Grameen model, where first, second, and subsequent loans
follow a quite rigid progression. This has complicated Liklik Dinau’s accounting and
record-keeping processes.

Both compulsory and voluntary savings are collected. There is a compulsory
“group fund” with standard weekly contributions and automatic deductions of 
5 percent from each loan. This fund is available for borrowing by members in
emergencies, with group approval. There is also a “mutual aid” fund, established as a
life insurance scheme, membership of which is compulsory. In addition, there is a
small “default” fund, to which members contribute on a weekly basis. Finally, there
is also a voluntary savings fund that collects only from members. In 1999 these
voluntary savings carried interest at 5 percent per annum and depositors were not
subject to any minimum balance or minimum deposit requirements such as commercial
banks impose in PNG. This is a considerable benefit for small savers.

The savings performance of Liklik Dinau members is one of the most positive
aspects of this MFI’s performance. The UNDP review of 1998 (by Hickson et al.)
found that accumulated savings (at K75,000) were some 55 percent of the outstanding
loan portfolio. However, the most recent review (AusAID 1999) expressed concern
that savings held by Liklik Dinau on behalf of members are not sufficiently quarantined
from the MFI’s operating budget. There was no separate account for savings held in
a commercial bank, nor was any savings reserve fund established to meet contingencies.

At the time of AusAID’s review (February 1999), Liklik Dinau was experiencing
a liquidity crisis thought likely to threaten its survival. This was not the first time this
MFI has been in such a situation. Its first evaluation, conducted by Lacson and Zacarias
(1996) in April 1996 after two years of operation, concluded that only K50,000
remained from the initial capital base of K150,000. On that occasion, further commitments
by AusAID and the Government of PNG restored the loanable funds of Liklik Dinau
to an operational level. Similarly, after the AusAID review in 1999, the Government
of Australia committed a further A$1.2 million over a three-year period to 2002. This
support has been provided conditionally, with the requirement that Liklik Dinau meet

The Role of Central Banks in Microfinance in Asia and the Pacific222

Partnerships
between
government and
NGOs have been
common — Liklik
Dinau is the best
known case

Liklik Dinau has
attempted to
replicate the
Grameen model in
PNG

The savings
performance of
Liklik Dinau
members is
particularly good



stated performance targets, with a twice-yearly reporting schedule. Progressive
improvements in sustainability and other indicators will be required (AusAID 2000). 

Another review of the program by UNDP in mid-1998 (Hickson et al. 1998)
calculated that Liklik Dinau was then covering only 17 percent of its operational costs
and 11 percent of its operational and financial costs. Grants received by Liklik Dinau
were assigned an opportunity cost of 10 percent per annum for the purposes of this
calculation. The AusAID review of 1999, on the basis of assumptions about increased
staff productivity, predicted an operational sustainability ratio of between 40 and 
50 percent by the end of 2001. The report concluded that if donors intended to put
Liklik Dinau on a sustainable footing, support well beyond three years would be
required. This presumably is the assumption on which AusAID’s current three-year
program of assistance is predicated.

Outreach of Liklik Dinau in April 1998 totaled 862 active borrowers served
by its two branches in the Eastern Highlands province. The loan portfolio outstanding
totaled K136,000 (around $66,500 at that time). The then net value of the Liklik Dinau
program was estimated at between K50,000 and K63,000, compared with cumulative
contributions totaling K0.66 million since 1993 by donors, governments, and individuals
(Hickson et al. 1998). 

This evaluation noted that while portfolio growth had been slow over the
life of the project, recovery of principal, interest, and mandatory payments had been
only 81 percent of the amount due, and that about half of all current borrowers were
in arrears. Portfolio at risk was calculated at around 60 percent. A program dropout
rate of more than 40 percent and the small proportion of second-time borrowers were
sources of concern. The review noted the restricted range of economic activities for
which loans were being made as another source of weakness. An interest rate of
around 60 percent per annum (or 1 percent per week) on outstanding loan balances
was thought necessary to assure full operational and financial sustainability in the
longer run. This compared with the effective interest rate gained by the project, then
about 55 percent per annum.

This account of an MFI which secured outreach of only 862 borrowers after
four years in operation might seem excessively detailed, except that the experience
of Liklik Dinau provides valuable insight into the conditions in which microfinance
must operate in PNG. Liklik Dinau’s progress to sustainability in future should be
regarded as problematic; it is reassuring that AusAID appears now to have made a
commitment to that objective and that it has conditioned its support on a series of
verifiable performance targets. 
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A number of other NGO microfinance programs are or have been in operation,
including PnK (Putim na Kisim, “put in and take out” in Tokpisin). This program has
the advantage of being based on a long-running agricultural/enterprise development
program operated by Lutheran Development Services in northern provinces of the
New Guinea mainland. It is probably too early to make an assessment of the
effectiveness and sustainability of this rather decentralized set of activities. The
Government’s draft policy statement on microfinance (DTI n.d.) has welcomed an
initiative led by NGOs to set up a forum or network for national stakeholders in
microfinance, which would establish a mechanism for coordination and consultation
between government, donors, and NGOs. Any microfinance strengthening project
supported by ADB could usefully assist with this process.

2.3 Savings and Loans Societies
Australian banks had operated in the colonial Territory of Papua and New Guinea
since 1916 as an extension of the Australian banking system, to serve an enclave
economy consisting, in the pre-war period, of the colonial administration, plantations,
and Christian missions. In 1960 the newly created Reserve Bank of Australia (the
Australian central bank) opened a branch in Port Moresby which was later to become
the central bank of an independent Papua New Guinea. In 1961 the Reserve Bank
announced “a program of education in money, savings, banking and credit” for Papua
New Guineans and posted an officer to Port Moresby with responsibility for “special
duties, monetary development” (May 1998, 6–8). Again in 1961, a Savings and Loan
Societies Ordinance was passed in the Territory legislature. The intention was to
establish S&Ls as a “type of ‘pre-banking’ system,” which alongside the conventional
banking system would encourage the habit of thrift among Papua New Guineans,
educate them in financial management, give access to small loans, and contribute to
capital formation (May 1998). May (pp. 20–21) says of this initiative: 

The [savings and loan] movement enjoyed a rapid growth during the 1960s. Although
the more successful societies were concentrated in Port Moresby and Rabaul —
where better educated Papua New Guineans provided both a pool of relatively
skilled manpower and source of income and demand for loans — adventurous
young field officers enthusiastically set up savings clubs and societies throughout
Morobe and the highlands (some of which could not be located years later). By the
late 1960s, the movement was represented in 15 of the country’s 18 districts.

Unfortunately, even before the close of the 1960s, problems had become
apparent, and by 1979 only 40 of the 165 societies then registered were active. By
1992 virtually all rural societies had ceased to operate and the movement was essentially
urban in character (BPNG 1998a). In 1997, according to the annual report of the
registrar of S&Ls (BPNG 1998b), 103 societies were registered with some 114,000
members and total assets of K141 million (around $80 million at that time). However,
only 21 of these societies were active by then and 82 were dormant. Some 57 percent
of the listed membership and 84 percent of the funds were in the 21 active societies.
The report provides no data on the gender composition of the membership. This
omission makes it difficult to evaluate the suitability of S&Ls as vehicles for microfinance,
given the importance for women of access to microfinance services in other countries. 

May quotes an observer from the late 1960s who believed that poor
understanding of S&L operations and “chronic” non-repayment of loans had “tended
to undermine the societies’ reputation and image among members.” A more recent
judgment (in ADB 1999) also cites “flawed” policies as a reason for their downfall.
These included caps on interest rates and loan size limits. May’s judgment of this
earliest attempt to introduce microfinance services to the indigenous population of
PNG was that:
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The development of the savings and loan movement represented an early and
innovative initiative in attempting to develop financial institutional arrangements
appropriate to the needs of Papua New Guineans, at a time when the commercial
banks ... showed almost no interest in the development of a Papua New Guinean
clientele (May 1998, 23).

In 1992 BPNG announced a “revitalization program” which called for the
liquidation of dormant societies and for the operations of active societies to be
strengthened. The umbrella body for S&Ls, the Federation of Savings and Loan
Societies, was also to be “overhauled.” In these activities BPNG has received assistance
from the World Council of Credit Unions and the Credit Union Foundation of Australia.

In 1995, amendments to the Savings and Loan Societies Act were introduced.
The governor of the central bank became the registrar of savings and loan societies,
giving the central bank authority to supervise and monitor S&Ls directly. In addition,
the membership requirement for a new S&L was increased from 20 to 500 members,
and the registrar has authority to direct an S&L to become a licensed financial
institution, should the scale or nature of its activities warrant this. As before, the
maximum lending rate for S&L loans is capped at 1 percent per month on the reducing
balance, or at 6 percent per annum, flat. Individual S&Ls are able to determine the
deposit rates paid to members. These appear to range between 2 and 10 percent per
annum, with the majority being set at around 4 to 5 percent. Some S&Ls also charge
a one-off loan fee of 0.5 percent, but the margins allowed by the Act (because of the
interest rate cap) do not appear adequate for sustainability, unless labor is supplied
very largely by volunteers.

Under the new legislation, duties and responsibilities of the managers of
S&Ls are defined more clearly, the liquidation and winding-up process was made
simpler and less time-consuming, and the governance requirements for S&Ls were
reformed. Under a technical assistance project jointly funded by BPNG and the Credit
Union Foundation of Australia, computerization of S&Ls commenced and the active
involvement of employer and/or local government interests in the activities of S&Ls
was encouraged. These processes continue to the present. 

The savings and loans movement represents by far the largest and most
widespread activity to date in PNG which has had any of the characteristics of
microfinance. It was dedicated to reaching people not served by the formal financial
system, and conceived quite explicitly by the Reserve Bank of Australia as an exercise
in financial sector development. It encouraged small deposits and made small loans
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Overview of Savings and Loan Societies Experience in PNG
• S&Ls were established by the colonial government in the 1960s 

as a “pre-banking system.”
• They were intended to accelerate monetization of the subsistence 

economy.
• They expanded rapidly during the 1960s, but were in decline by 

Independence in 1975.
• The best S&Ls were largely restricted to the urban salariat and 

prosperous cash crop producers.
• They have been undergoing “revitalization” under central bank 

tutelage since 1992.
• Reforms in governance and supervision are in progress but lending 

rates are still capped.
• Opinions differ concerning the capacity of S&Ls to become more 

inclusive and sustainable.



for a range of purposes, including for production. However, the members of S&Ls
were scarcely the poor in the PNG context, since societies came to be concentrated
among the urban salariat, while its rural successes (such as they were) occurred in
relatively well-favored areas where cash cropping had been introduced. It operated
(and continues to do so) within a regime of interest rate controls which allow margins
probably insufficient for sustainability even under circumstances of efficient operation.
The reasons for its failures include mismanagement and malpractice on the part of the
management and boards of S&Ls, which the 1995 amendments to the S&L Act
concerning society governance are intended to address, and inadequate supervision,
for which the central bank has now accepted greater responsibility. Inappropriate
policies have also contributed to their unsustainability.

The new or resurrected S&Ls are being set up primarily as savings institutions,
at least initially, while loans are now being secured against the borrower’s savings.
While the main focus is the urban salariat, this is not exclusively so. The East New
Britain S&L had almost 9,000 members in September 1998, of whom 65 percent were
self-employed and living in the wealthy rural hinterland of Rabaul. Membership
savings totaled more than K5 million (or around K550, say $240, per member) (Tololo
1998, quoted in Kavanamur and Turare 1999). 

With regard to the longer term prospects of S&Ls and their potential to
contribute to the provision of microfinance services nationally, there are conflicting
views. Belloni (1996) regarded S&Ls as having the potential to occupy only a narrow
urban niche where public servants and private sector employees receive regular
wages and have continuity of employment, and where the employer is prepared to
provide subsidies in the form of various forms of support for the S&L society. Another
consultant (ADB 1999) was much more optimistic about the potential for S&Ls to
serve as grassroots MFIs, providing certain mistaken policies (primarily to do with
interest rate caps) are corrected. Responsibility for S&Ls lies with the central bank,
which has the authority either to lift the interest rate cap (now at 6 percent per annum
flat, or 1 percent per month on the unpaid balance) on S&L lending, or otherwise to
raise it to a level more consistent with sustainability.

2.4 Development Banking and Microfinance
As already mentioned, the Development Bank of Papua New Guinea was established
in 1967. This was renamed the Agricultural Bank of Papua New Guinea in 1985, a
change designed to “reinforce its emphasis on the development of small- to medium-
scale agricultural projects and enterprises” (BPNG 1998a, 145). The Agricultural Bank
experienced difficulties with nonperforming loans in the late 1980s due to the collapse
of world commodity prices, and throughout the decade and into the early 1990s its
administrative costs exceeded its loan disbursements in most years. In 1992, adminis-
trative costs of K11 million were incurred in order to disburse loans of K13 million.
Some 360 staff were responsible for disbursing loans to only 1,900 borrowers
(Kannapiran 1995). A second restructure occurred in 1994 and the bank was renamed
the Rural Development Bank of Papua New Guinea (RDB). This was necessary
because of the financial condition of the bank. As BPNG notes (1998a, 146): 

Between 1992 and 1995 the Bank was technically insolvent reporting negative
shareholders’ funds for four consecutive years. A principal factor undermining the
Bank’s viability has been the maintenance of subsidised, constant nominal interest
rates. 

The central bank cites a 1988 study which concluded that subsidized lending
by the former Agricultural Bank, rather than benefiting small farmers, had flowed
principally to politicians, civil servants, and large businessmen. BPNG comments that
“two changes of name have done little to increase the proportion of new lending
going towards agriculture.” As part of efforts at restructuring and reform, in 1998 RDB
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became a subsidiary of the state commercial bank, the Papua New Guinea Banking
Corporation (BPNG 1998a). During 1999 RDB had ceased retail lending and was
concentrating on the collection of overdue loans. It has applied to BPNG for approval
to take deposits when it resumes retail operations.

There were limited attempts by RDB to engage in very small loan financing
and microcredit. From 1994 it introduced a Women and Youth Mini Loan Scheme with
a maximum loan of K2,000 ($1,500) and a mean loan size of K1,900. This carried an
interest rate of 4 percent per annum flat, compared with the market rate at the time
of 10 to 12 percent (Kavanamur 2000). However, what one observer (ADB 1999)
described as “massive defaults and the unrealistic pricing of mini-loans” exhausted
the fund, and it closed in 1997. 

A second scheme was the Small Holder Agricultural Credit Scheme, established
in 1996. By September 1998 some 1,580 loans had been approved with a mean loan
size of some K3,000 ($2,200). A third scheme, the Oro Small Business Credit Scheme,
commenced operation in 1998. To July 1998, 105 loans with a mean value of K3,700
had been disbursed (Kavanamur 2000). If we accept the rule of thumb that an average
microcredit loan could be about one half of a country’s per capita GDP, an average
loan size of about K1,100 (then about $550) would have been appropriate for 1998.
On that basis none of the three RDB loan schemes described here appears to qualify
as microfinance.

In 1998 RDB announced its intention of initiating an explicit microcredit
scheme. Unlike the small loan schemes previously described, in which the bank lent
directly to small borrowers, the proposed RDB microcredit scheme appears to have
been influenced by international microfinance experience in that it proposed to give
priority to women borrowers, reduce transaction costs by lending through inter-
mediaries, charge interest rates closer to sustainable levels, and impose savings
requirements on borrowers. Intermediaries were to receive credit up to a maximum
of K5,000 for a term of one year with a grace period up to three months, and at a 
10 percent per annum flat rate of interest. It was proposed that these intermediaries
would lend up to K500 to individual borrowers for a term of one year, with a grace
period of up to three months, and at a rate of 20 percent per annum flat. Documentation
for the scheme (Rural Development Bank 1998) indicates that both lending and on-
lending rates were to have been adjusted in accordance with market conditions.

RDB was prepared to consider business enterprises, moneylenders, self-help
groups, and NGOs as intermediaries. An advertisement for intermediaries produced
around a thousand expressions of interest, from which a small number were selected
for a pilot project. Borrowers were to have been required to hold at least 10 percent
of the requested loan amount in a savings deposit with PNGBC. No link with saving
had been made in any of the previous loan schemes administered by RDB. An initial
budget of K0.5 million was proposed for 1999, for lending to “at least 1,000 micro-
enterprise projects” under the pilot project. In fact, this proposal has since been
abandoned; RDB is not to enter the field of microfinance, but will concentrate instead
on reconstruction and a return to its core business of agricultural financing. It would,
however, be interesting to see some of these principles trialed by another institution
in PNG in future.

2.5 Commercial Banks and Microfinance
As mentioned in Section 1, there has been a substantial decline in the outreach of
commercial banks since the mid-1980s. The central bank (BPNG 1998a) cites as
reason for this a period of consolidation in the mid to late 1980s as agency numbers
contracted due to insufficient business, but it also notes misappropriation and law
and order concerns cited by the banks. Other factors cited for the 1990s include the
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Bougainville secession issue from 1990, loan losses following the commodity price
collapse of the late 1980s, volcanic eruptions in Rabaul in 1994, and an increase in
law and order problems. This has not been a favorable period for the emergence of
commercial bank microfinancing. 

In fact, the commercial banks in PNG have had little involvement with
microfinance. The four main banks with more substantial branch networks have
participated in several small business financing schemes, by virtue of a combination
of government suasion and financial incentives. These include the Small Business
Guarantee Facility and the PNG Government Credit Guarantee Scheme. Both are
aimed at financing small- to medium-size indigenous business and have no particular
relevance for microfinance.

In terms of normal commercial bank lending, some quite small “character-
based” lending occurs. PNGBC will make small unsecured loans as low as K500
($200), although normally K1,000 is the lower limit. Some such loans are for purposes
of self-employment but the great majority are for consumption purposes, including
school fees. PNGBC feels quite strongly the need to “get out” of this high-cost personal
lending, which in any case does not have the character of microfinance. Under
legislation passed in 1998 (Independent State of Papua New Guinea 1998), PNGBC
was corporatized, with a view to its eventual privatization. The legislation stipulates
that “so long as the majority ownership … is held by the State, one of the basic
objectives of the company … shall be to perform its functions and direct its policies
to the greatest advantage of the people of Papua New Guinea” (Independent State of
Papua New Guinea 1998, Sec. 42 (2)(c)). This obligation also carries an entitlement
for the bank to be compensated for the cost of complying with government directives
directed to the “greatest advantage” of the people.

Thus, PNGBC retains in its charter the elements of social obligation with
which it was created, despite plans for its privatization in the near future. It has been
involved with attempts to establish particular private MFIs, notably Liklik Dinau
(discussed in Section 2.2). In addition, in 1998 PNGBC established a wholly owned
subsidiary, Village Finance Ltd (VFL), with an initial capital of K1 million (then 
$0.5 million). It allocated K0.4 million for initial running costs and pledged to maintain
this operating subsidy for nine years, during which time the capital base will also be
enlarged. In 1999 VFL obtained a financial institutions license from BPNG with the
explicit requirement for it to target the “underprivileged.” The license further requires
VFL to plow back all profits, without distribution to the sole shareholder. This appeared
to be an acknowledgment by PNGBC that it has difficulty achieving the necessary
“down-scaling” to enable it to serve remote and low income people directly.

Following a visit to the operations of the Foundation for International
Community Assistance (FINCA) in Uganda by the managing director and a senior
official of PNGBC, their intention is to expand VFL using the FINCA village banking
model (UNIFEM 1996). While initially there was some suggestion that VFL would take
over the operations of Liklik Dinau, this did not occur and the two institutions are to
operate separately. VFL has, however, made a loan of K150,000 to the Liklik Dinau
Abitore Trust for a term of six years to provide seed capital to replenish loanable
funds. 

Beginning 1999, VFL planned to expand its operations at the rate of three
branches per year. It had a core staff of project development officers to set up these
branches. They are contracted initially for a period of three years with remuneration
based on performance. Staff are generally young and relatively well educated, and
are not drawn from the financial sector. VFL’s financial institutions license enables it,
in principle, to conduct all banking operations except foreign exchange dealings. It is
not subject to interest rate control, nor is it required to observe either the minimum
liquid assets ratio (MLAR) or the cash reserve requirement imposed by BPNG on the
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commercial banks as monetary policy instruments.5 It has less stringent reporting
requirements than the commercial banks. VFL intends to offer deposit facilities and,
while it could offer checking deposits, has no intention of doing so for the time being.

VFL’s first branch was established in 1999 in the Port Moresby settlement of
Morata, where it offers microcredit and basic savings facilities. One reason stated for
this choice of location was to counter the influence of pyramid savings schemes that
were then attracting deposits from Morata and other locations in Port Moresby. (These
schemes are discussed in Section 2.6.) Potential borrowers must complete a short
training course and, upon successful repayment of an initial loan, are eligible for
further training and larger loans. The intention is that project development officers
from VFL will recruit and train local staff who will assume day-to-day responsibility
for the branch after six months. Loans are to be targeted at households without wage
and salary earners, and at women in particular. VFL has technical assistance for
human resource development from an Austrian aid agency (Allfinanz News 1999).

As a consequence of new policy initiatives flowing from ADB’s fact-finding
mission to PNG in March 2000, attempts will be made to involve the commercial
banks more closely in microfinance in future. The draft policy (DTI n.d.) refers to the
desirability of “down-scaling” existing financial products to make them accessible to
a mass market. Evidently, the intention is to persuade at least one of the commercial
banks to trial this process. It is also understood that VFL is to raise the upper limit on
its loans to a maximum of K30,000 ($12,000). This may reflect government policy to
increase credit availability to small and medium business. However, it is not consistent
with a focus on microfinance, unless the presumption is that larger and more profitable
loans will cross-subsidize genuine microcredit by VFL. 

However, both of these innovations could prove to be misguided. Goodwin-
Groen (1998) reported that few commercial banks in Asia which have been mandated
to pursue “poverty lending” by government direction are able to do so profitably.
They do it because they have to. And the experience of RDB suggests that the
repayment rate of the “small-to-medium” loans is much worse than that recorded for
microfinance in PNG. More promising is the suggestion that commercial banks and/or
VFL should make efforts to secure linkages with informal savings groups in rural
areas. This is discussed in Section 2.6 as a useful suggestion for restoring formal
financial intermediation processes to rural areas.
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2.6 Informal Finance
There is limited information about informal financial services in PNG, although the
progressive withdrawal of formal banking services from wide areas of the country
suggests that informal mechanisms must be operating to intermediate flows of financial
resources in such areas. This is the more likely in situations (as in coffee-growing
areas of the highlands) where substantial infusions of cash flow to smallholders on a
seasonal basis. Also, where the bulk of subsistence production is non-monetized,
there is a relatively large discretionary element in the disposal of the part of personal
incomes earned in the form of cash. This also implies, as Fernando (1991) points out,
a relatively high marginal propensity to save from cash income and considerable
potential for savings mobilisation. These factors may provide an explanation of the
relatively good performance of Liklik Dinau in savings mobilisation. It may also help
to explain why much investment in small-scale activities can occur in the rural sector
without resort to formal credit facilities. In association with policy initiatives flowing
from ADB’s fact-finding mission to PNG in March 2000, it has been suggested that
informal savings groups (that is, kinship- or locality-related groups not affiliated with
S&Ls) should be identified for linkage with either commercial banks or VFL, to
increase the efficiency of these intermediation processes.

Fernando (1992) provides one of the few discussions of informal financial
services in PNG. He noted that in rural areas the major sources of credit appeared to
be members of borrowers’ extended families and clans, and tradestore owners who
extend credit for consumption purposes (although, far from being an exploitative
rural class, they often became insolvent in consequence). Informal savings and credit
groups also operate, known as wok meri (“women’s business,” in Tokpisin) and
ROSCAs known as Sande (“Sunday,” in Tokpisin). Sande are found mainly among
wage earners in urban areas and on plantations, although they may occur in rural
areas where there is a sufficient flow of funds. A small group will meet soon after the
fortnightly payday to pool savings and sometimes make loans to members. Fernando
noted the conspicuous absence of professional moneylenders in rural informal
financial markets in PNG. There did, however, appear to be an emerging group of
moneylenders in urban and peri-urban areas, who charged relatively high rates of
interest over specified repayment periods.

Towards the end of the 1990s, the potential for informal financial inter-
mediation, particularly in urban areas, appears to have increased. The strong response
to RDB’s advertisement for potential intermediaries to take part in its microcredit
scheme was described in Section 2.4. On another occasion, a central bank official
(Bran 1996, 3) reported: 

In the last three years, the Bank of Papua New Guinea has received numerous
enquiries from small businessmen and individuals with surplus funds wanting to
establish moneylending operations. They want to ascertain whether such operations
are within the requirements of the Central Banking Act and Banks and Financial
Institutions Act. Such lending operations are usually directed at individuals or small
businessmen at very high interest rates secured by a person’s employment and
regular pay deductions.

A number of incorporated companies are lending money, particularly in
urban areas, without financial institutions licenses. This appears to be legal, so long
as moneylending is listed in the “constitutions” of such companies. They are not
permitted to accept deposits, but since their typically small size leaves them exempt
from reporting and audit requirements, their operations are opaque. Their interest
rates are unregulated, although maxima are specified in a Moneylenders Act. As
suggested in the comment by BPNG, some operators have agreed automatic payroll
deduction arrangements with employers, including some government agencies. This
suggests their activities are becoming institutionalized. 
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More disturbingly, there has occurred a proliferation of pyramid schemes in
PNG, commencing from 1998. As many as eight such schemes offering depositors
monthly returns of 100 percent or more were active early in 1999. Some were
incorporated under companies legislation although none had a banking license and
their deposit taking was in breach of the Banking and Financial Institutions Act. The
central bank was slow to move against these pyramid schemes, which attracted
substantial deposits from elites as well as grassroots individuals. After a change of
government in mid-1999 the domestic bank accounts of these operators were frozen.
BPNG instructed a number of parties to repatriate money from overseas and to pay
out depositors within three months. One such entity, U-Vistract, was brought to court
on the petition of a depositor seeking its liquidation, with the central bank later taking
over the case as plaintiff. A liquidation order was granted in April 2000, with liabilities
estimated at K581 million ($232 million) (O’Callaghan 2000).

The growing significance of high cost moneylending operations in urban
areas indicates some discontinuity in the range of financial service options available
to people in PNG, and the failure of regulated institutions to meet their effective
demand for financial services adequately. The rapid growth of pyramid schemes
points to substantial private resources available for investment, but also to a limited
appreciation, even among urban people and the elites, of the relationships between
investment, rates of return, and risk. Of course, financial scandals and scams occur in
many countries with more highly developed financial systems than PNG’s. Nonetheless,
recent developments in PNG must be seen as an impediment to financial sector
development in general and to sustainable microfinance with it. 

3 Role of the Central Bank

3.1 Mandate and Functions of the Central Bank
As previously discussed, BPNG evolved from the Australian central bank, the Reserve
Bank of Australia. The Reserve Bank had established a branch in Port Moresby in
1960 and at the time of self-government, in 1973, this became BPNG. It was established
by the Central Banking Act, 1973, which was modeled on Australian central banking
legislation. The governor of BPNG was appointed by the head of state, while the
minister for the Treasury (Department of Finance) appointed one or two deputy
governors on the advice of the governor. The policy of the bank was determined 
by its board, whose members consisted of the governor, deputy governors, the
secretary of the Treasury, and other members appointed by the head of state.6

As to the functions of BPNG, the Central Banking Act (as cited in BPNG
1998a, 95) stated: 

Within the context of the general framework of the policy objectives of the government,
the central bank shall ...
• ensure that its monetary and banking policy is directed to the greatest advantage 

of the people of Papua New Guinea; and
• direct its efforts to promoting monetary stability and a sound and efficient 

financial structure.

The central bank issued an annual monetary policy statement that had been
approved by the treasurer (minister for finance). Such statements generally emphasized
monetary stability, including the stability of the exchange rate, interest rates, and
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prices. The central bank’s pursuit of these objectives was subject to the overall policy
objectives of government. While the board was normally responsible for determining
policy, the minister could instruct it otherwise. In the ultimate, the head of state,
acting on advice of the Government, would determine the policy to be adopted.
However, in regard to the issue of its independence, the central bank itself (see BPNG
1998a, 122) preferred not to focus on matters of legislation and ministerial powers:

The Bank of Papua New Guinea has always recognised that the best way to ensure
its views are accorded due weight is by establishing a strong reputation for objectivity
in the advice it offers and for technical competence in the analytical work it undertakes.

This was no doubt a realistic approach in a situation of rational and responsible
policy making, involving the Government and the Department of Finance on the one
hand and BPNG on the other. It is a fair description of the situation that prevailed for
most of the quarter century after the central bank’s creation in 1973. Unfortunately,
lapses in economic policy did occur. For example, the extent to which BPNG may
finance central government budget deficits was specified clearly in the Central Banking
Act. During the early 1990s, a period that BPNG itself describes as one of “fiscal
excesses,” the Government’s borrowing limits from the central bank were exceeded
and a macroeconomic crisis ensued. Greater central bank independence at that time
might have ameliorated the situation.

Prime Minister Morauta, himself a former BPNG governor, came to power in
July 1999, following which the situation of the central bank was reexamined. Amend-
ments to the Central Banking Act of 1973 were made in April 2000 to enhance the
independence of the central bank and its governor in both policy and administration.
In future the chief objectives of BPNG will be price stability, with an explicit target
inflation range, and the promotion of an efficient national and international payments
system. Stricter limits on BPNG budgetary lending to the Government are to apply.
The governor is to be appointed by the head of state for a fixed term, with transparent
guidelines for any act of removal from office. BPNG is to publish semi-annual monetary
policy statements.

The monetary policy instruments available to BPNG include treasury bills,
trading in which has become the primary instrument of monetary policy in recent
years. The central bank also imposes a MLAR requirement on the commercial banks,
which specifies the proportion of bank liabilities to be held in the form of cash,
deposits with the central bank, and treasury bills. The MLAR has been more than
simply a prudential requirement; until the early 1990s and the increased use of
treasury bill trading, it served also as the principal tool of monetary management.

In 1995 BPNG introduced a weekly “kina auction” to replace the commercial
bank discount facility as a means of managing short-term liquidity. However, the
central bank has recently imposed a cash deposit requirement on commercial banks,
requiring a proportion of commercial bank liabilities to be kept as a deposit with the
central bank. While the movement from the MLAR to treasury bill trading and the
introduction of the kina auction mark a move towards more indirect means of monetary
control, this is to some extent contradicted by the introduction of cash deposit
requirements for the commercial banks. With the exception of S&Ls, the central bank
imposes no interest rate controls on the institutions it supervises. As previously
mentioned, the Government has used subsidized credit from RDB and its predecessors
as a tool to develop the agricultural and industrial sectors and to promote citizen
ownership of business, and the central bank has become involved in several such
schemes to a minor extent.

BPNG’s relationship with the banking system is governed by the Banking
and Financial Institutions Act, which covers the duties of commercial banks and
licensed financial institutions, the licensing requirements, and issues concerned with
supervision. The central bank supervises commercial banks and “bank-like” institutions
(finance companies and merchant banks). BPNG also administers S&Ls under the
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Savings and Loan Societies Act. Under amendments to this Act in 1995, the supervisory
responsibilities of the central bank were increased, as discussed in Section 2.1. The
central bank was not responsible for supervision of RDB prior to its incorporation
into PNGBC, nor has it been responsible for supervision of superannuation and other
“contract saving” funds, although both would have benefited from such supervision.7

3.2 The Central Bank and Financial Sector Development
BPNG has always seen itself as having a role in promoting financial sector development.
Its 1975 annual report (cited in BPNG 1998a, 108) stated three objectives to that end:

(i) localize the monetary and credit base;

(ii) develop an efficient and relevant structure of financial institutions; and

(iii) transform and adapt the operational practices of the financial system.

Its actions in support of these objectives include encouraging the Australian-owned
commercial banks to incorporate as companies in PNG and to cater more directly for
the financial service needs of Papua New Guineans. BPNG has encouraged more
active liquidity management by the commercial banks and the emergence of short-
term money markets. During the 1990s especially it supported the development of a
PNG capital market, and it has supported the development of financial market
infrastructure, taking an equity stake in a company established to computerize banking
sector operations.

The need to improve the provision of financial services in rural areas has
been a priority since the establishment of the central bank. Its primary activity in this
regard has been its support for the savings and loans movement. More generally, the
Government has pursued a “supply-leading” approach to rural finance.8 This has
been characterized by such measures as:

… the creation of the development bank, subsidised interest rates and selective
credit policies to channel credit to priority areas. The supply leading approach places
emphasis on credit which, in Papua New Guinea, has been reflected in the many
government schemes to increase its availability (BPNG 1998a, 147).

However, other instrumentalities including RDB, rather than the central bank
itself, have been the Government’s preferred vehicles for such activities. BPNG has
insulated itself fairly successfully from these “developmental” activities, with the
exception of some relatively minor schemes in support of plantation redevelopment,
interest rate subsidies (at the time of the commodities price collapse in the early
1990s), and small business development. Commodity stabilization funds and price
support schemes, for which BPNG has been the Government’s banker, have been
directed at stabilizing incomes and/or prices received by agricultural exporters, and
have had macroeconomic stabilization as a major objective.

In summing up changes in its role over a quarter century since its foundation,
BPNG believes that: 

In conducting the traditional Central Banking functions of monetary policy and
supervising the financial system, the Bank’s approach has become more orthodox
over time. Monetary management has become less interventionist and the increasing
resources devoted to supervision mirror the trend worldwide (BPNG 1998a, 121–22).
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Surveying the mixed record of achievement in fostering rural financial
development, the central bank comments: 

Twentyfive years of experience has highlighted the intractable nature of many of the
problems constraining activity and expansion of the rural sector. For rural finance
initiatives to be viable and successful they must be incorporated within an integrated
approach to rural development.

However, given its “orthodox” interpretation of its own role, BPNG has
seldom been tempted (as just noted) to employ its resources in direct financing of
such rural development. 

4 Central Bank Support for Microfinance
Initiatives

4.1 Perceptions of the Central Bank about Microfinance
Central bank staff in the Bank Supervision Department and the Registry of Savings
and Loans Societies appear sympathetic but non-interventionist in regard to the
supervision of microfinance, outside the realm of S&Ls. They are conscious of the
barriers to access to financial services faced by the great majority of the population
(citing reductions in branch networks, high minimum balance requirements for savings
deposit accounts and minimum amounts for individual transactions, high thresholds
for minimum loans, and requirements for documentation, including photo identity
cards, which a majority of the population are unable to satisfy). 

While BPNG’s attitude to microfinance is relatively benign, central bank staff
feel it is not practical for BPNG to supervise and regulate microfinance. The central
bank would probably welcome the creation of some other supervisory and data-
gathering mechanism by government. BPNG officials acknowledge that MFIs are
operating in an unregulated environment and that even the collection of member
savings should, strictly speaking, be regarded as illegal. However, the central bank
does not feel responsible for this, although staff make the point that any substantial
losses by MFI depositors would call for intervention.

4.2 Developmental Activities for Microfinance
Direct “developmental” activities by the central bank in support of microfinance, such
as have occurred in some other countries, have been notably absent in PNG. There
has been no central bank lending to MFIs, commercial banks, or apex institutions for
microfinance activities. One credit guarantee scheme, the Small Business Guarantee
Facility instituted in 1996 by the Small Business Development Corporation, was
funded directly from the central government budget with minor involvement of the
central bank. Another, the Credit Guarantee Scheme, established in 1996, operates
under the sole auspices of the finance ministry. The major commercial banks are
“participating financial institutions” in this guarantee scheme. The average approval is
around K25,000, and it is directed at indigenous small business rather than micro-
enterprise. This guarantee is financed from the budget and does not involve the
central bank. 

BPNG has not participated in the capital and management of any MFIs. It
has not engaged in or refinanced priority sector lending, the administration of
differential interest rates, or other such “developmental” facilities in support of
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microfinance. The only current exception to this record of studiously avoiding
financially repressive measures is the imposition of a cap on S&L lending rates.

4.3 Promotional Activities for Microfinance
As noted earlier, during the 1960s BPNG’s predecessor institution, the Reserve Bank
of Australia, saw itself as having a clear promotional role in supporting the monetization
of the economy and the creation of a “pre-banking” system of S&Ls throughout the
country. In the post-Independence era after 1975, PNGBC actively pursued its mandate
of providing financial services to the population by rapidly expanding its outreach
through branches and agencies. Whether BPNG should be criticized for having
presided over the decline of the S&L movement from the mid-1970s, and over the
reduction in commercial bank outreach from the mid-1980s, is difficult to judge.
Certainly, it had a host of other demands on it during those years, not least the need
to manage a new currency and to assure macroeconomic stability in an extremely
open economy vulnerable to commodity price shocks. Clearly, the central bank
intends its current push for revitalization of the S&L movement as a measure to
counteract the decline in financial institutions’ outreach. It has described this as “its
most important initiative with respect to rural finance” (BPNG 1998a, 122). 

To the extent that savings mobilisation has been a neglected activity in PNG,
the central bank must accept some blame. PNG is a high-cost environment for financial
services, a disability that applies with particular force to the rural sector. Nonetheless,
the considerable potential for savings mobilisation from the subsistence sector, in
which the marginal propensity to save from cash income is, in general, higher than
the average propensity (Fernando 1991), has not been tapped. BPNG says of itself
(1998a, 109) that:

[the central bank] has been cautious in its approach to rural initiatives and has not
sought to force the expansion of the financial sector regardless of economic realities.
Financial sector policies in rural areas need to be integrated within a comprehensive
strategy for rural sector development and expansion will depend upon financial
stability, improved infrastructure, growth in agriculture and progress in overcoming
the cultural and environmental constraints that perpetuate the country’s high cost
structure.

The central bank is sympathetic to the possibility that small banks dedicated
to serving low income customers can help to fill the gap in access to financial services
for the majority of the population. Its negotiation of a financial institutions license for
VFL, with an initial capital requirement of K1.0 million, is a promotional initiative to
that end. This initiative and the revitalization of S&Ls are positive steps to fill gaps in
the country’s financial structure. 

With regard to S&Ls, legislation in 1995 (discussed in Section 2.3) allowed
BPNG to take a firmer grip of the movement and to take “corrective measures” to deal
with problems, including “the high rate of loan delinquencies, poor management,
inadequate policies and procedures for loans and fund management including the
lack of proper internal control system and accounting and book-keeping responsibilities”
(BPNG 1998b, 2). BPNG’s role in the introduction of a computer software system for
S&L accounting from 1995, and its joint funding of a technical assistance project as
part of the S&L revitalization and redevelopment program, are other important
initiatives. 

BPNG is also concerned to correct the pronounced urban bias which had
developed in the S&L movement, evident both from the location of remaining active
societies and the nature of their lending, which reflected urban consumption patterns
with very little lending for agricultural purposes. Under the revitalization program,
BPNG working with provincial governments had overseen the creation of five new
“regional based” societies by 1998 (BPNG 1998a). Another element in the revitalization
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program concerned the apex body for S&Ls, the Federation of Savings and Loan
Societies. BPNG intends to develop the capacity of the federation “to be actively
involved in providing future technical, management and other support services to
individual societies” (BPNG 1998b, 8). For that purpose, and also to improve the
federation’s financial position and enhance its prestige in the eyes of societies, it was
relocated to the central bank building.

As previously mentioned, ADB is preparing a project which would underpin
a substantial increase in the level of microfinance activity in PNG, and with which the
central bank would be associated. BPNG could thus be in a position to play a
leadership role in microfinance development. Matters such as the regulatory implications
of innovations in microfinance products and modes of delivery could be given
attention by the central bank. BPNG could also accept some responsibility for
explaining to the public the need for MFIs and other financial institutions active in
microfinance to operate sustainably, and to set interest rates accordingly.

5 Regulation and Supervision of Banks
The commercial banks in Papua New Guinea have essentially no involvement in
microfinance. They are subject to all the difficulties that impede the engagement of
commercial banks with this specialized and costly field (described by Goodwin-
Groen [1998]). These difficulties are exacerbated by the high cost of financial operations
in PNG, in particular, in rural areas. Such considerations, rather than any aspects of
bank regulation as conducted by BPNG, explain their inactivity. Even PNGBC, which
has an express public service obligation, has had difficulty in reconciling this with
commercial imperatives. This conflict of objectives has become more obvious with
the corporatization of PNGBC in preparation for its privatization. Its initiative in
creating VFL as a subsidiary financial institution appears to be an effort to address the
public service obligations which it feels increasingly unable to meet itself.

While the normal minimum capital level required for a new commercial
bank was K5 million, BPNG approved a financial institutions license for VFL with
initial capital of only K1 million. Emergency legislation amending the Banking and
Financial Institutions Act, in reaction to pyramid schemes, increased the minimum
capital level for commercial banks by 200 percent to K15 million in April 2000.
Whether a similar increase would apply to the minimum capital required of any other
institution wishing to set up in parallel with VFL is not clear. Nor is it clear whether
VFL itself will be obliged to increase its capital base further. VFL is not subject to
reserve requirements and has less rigorous reporting requirements than the commercial
banks. Under its license VFL can, in principle, engage in all domestic banking
operations. However, the central bank has imposed an obligation on VFL to target the
underprivileged. Further, VFL is required to operate as a not-for-profit entity.

The central bank imposes no interest rate regulations on commercial banks
in PNG, nor on VFL. There is no regulatory obstacle to their pricing loans for
microfinance clients at cost recovery rates. However, there is no evidence that any of
the banks has contemplated doing so to date, and for foreign-owned banks in
particular this could pose political risks. Prudential requirements for commercial
banks and VFL are, in general, consistent with the Basle guidelines with respect to
capital adequacy, loan loss provisioning, and liquidity. Commercial banks are required
to maintain a capital adequacy ratio of 8 percent of risk-weighted assets. The central
bank has its own “large exposure guidelines.” 

The minimum liquid assets ratio (MLAR) is a further prudential measure,
although it doubles as an instrument of monetary policy. There is also a cash reserve
requirement, which is separate from and additional to the MLAR. The requirement for
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both of these amounted to 25 percent of deposits at June 1999, a considerable brake
on bank lending. As mentioned previously, VFL is not subject to either the MLAR or
the cash reserve requirement. While the documentation required of retail bank
customers increases both borrower and depositor transaction costs, this is not the
result of central bank regulation, but rather of requirements imposed by the commercial
banks themselves. If PNGBC or any of its rivals were to address the subject of
microfinance seriously, there would be a need for BPNG to consider whether any
elements in the regulatory environment for commercial bank lending discriminate
against microcredit.

The central bank has given increasing attention to supervision requirements
and procedures in recent years. Off-site supervision through analysis of statistical
returns is the normal mode, but on-site supervision involving inspection of books and
accounts and qualitative assessment is also practiced to the limit of staff resources.
These resources are fully stretched.

6 Regulation and Supervision of 
Nonbank MFIs

6.1 Regulation of Deposit Taking
In the context of controversy and public disquiet surrounding the activities of
unauthorized deposit taking by corporations offering very high returns (described
previously as pyramid schemes), the regulation of “bank-like” financial institutions is
a sensitive topic. So far as MFIs are concerned, the issue of their deposit taking may
become more problematic as a consequence. While BPNG has apparently been
content to allow this activity to take place on a small scale among the few MFIs in
operation, the need to outlaw deposit taking by pyramid operators may create an
unsympathetic environment for MFIs. Amendments to the Banking and Financial
Institutions Act, passed in April 2000, broaden the definition of financial activity
requiring authorization by the central bank, by making it explicit that the taking of
deposits as a business needs either a license or some form of exemption. The Prime
Minister, tabling the Bill, said that increased capital requirements would not apply to
S&Ls and smaller “genuine” schemes. However, it is not clear whether MFIs such as
Liklik Dinau, PnK, and the women’s credit schemes will be caught by the provision
for explicit licensing or exemption for deposit taking from their members.

The issue of prudential regulation and supervision of MFIs in relation to
their deposit-taking activities has been considered in two recent papers, by Christen
and Rosenberg (2000) and McGuire (2000). While there is a consensus that credit-
only MFIs do not generally need to be regulated, there is some divergence of views
in relation to deposit-taking MFIs. It is generally agreed that those which require
some compulsory deposit as a precondition for a loan should not be subject to
regulation. With regard to voluntary deposits received from members, Christen and
Rosenberg argue that MFIs with levels of such deposits below some agreed threshold
should be exempt from regulation and supervision. Also, as a practical matter, it is not
feasible in many countries to supervise the large numbers of small MFIs accepting
voluntary member savings. Here again, Christen and Rosenberg suggest threshold
tests, based on assets, membership numbers, or some other attribute, to select a
feasible number of larger operators for supervision and regulation. 

However, in regard to institutions that accept deposits from the general
public, it is generally accepted that these should be subject to prudential regulation
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and supervision. If it is proposed that such regulation and supervision be conducted
under the provisions of a special law for MFIs (rather than that they should seek a
banking license and be governed by banking legislation) then, according to Christen
and Rosenberg, one of the purposes of such a law should be to establish whether
MFIs are capable of meeting the full commercial cost of mobilizing savings. This
implies that they should be financially self-sustainable, or close to it. Since so few
MFIs are in fact in so strong a financial position, McGuire (2000, 8) suggests that “in
most countries, strengthening the capacity of MFIs is a higher priority than establishing
a special law for MFIs.” BPNG is not disposed to seek the establishment of any such
law, and the current practice of the central bank’s ignoring deposit taking by MFIs
from members is a sensible one under current circumstances.

6.2 Savings and Loan Societies
By contrast, BPNG’s active regulation of S&Ls is of potentially great significance for
the promotion of microfinance. The central bank has regulatory authority with respect
to interest rates, but allows discretion to the boards of S&Ls with respect to deposit
rates. But these are constrained by the 12 percent per annum ceiling on lending rates.
The central bank also has authority to review other regulatory provisions that may
affect the sustainability of S&Ls, such as loan size limits. The retention of these
provisions is anomalous in the light of liberalization of the financial system more
generally, and their benefits for S&L members are of dubious value. Prudential
regulation for S&Ls is of great importance, as the sorry record of failure in this
subsector indicates. However, the limited audit resources of the central bank make it
difficult for it to do its job. The 1997 annual report of the registrar of S&Ls (BPNG
1998b) notes that no audit inspections of societies were conducted during 1997 and
none was expected to occur during 1998, although visits to two societies per annum
were scheduled. Moreover, since the federation of S&Ls is itself undergoing renovation,
it may be premature for delegation of some or all of this function to the federation to
be considered.

Finally, with respect to other regulated NBFIs, there are finance companies
and merchant banks, besides S&Ls. Merchant banks have no relevance for microfinance.
Finance companies could previously be established with as little as K0.5 million initial
capital but now require at least K1.5 million after the recent legislation. In any case,
they primarily serve the corporate sector. The regulation of merchant banks and
finance companies by BPNG is not relevant to the promotion of microfinance under
present circumstances.

7 Conclusions and Recommendations

7.1 Conclusions
Financial sector development in Papua New Guinea (PNG) has proceeded slowly.
Recognizing the need to achieve greater monetization of the economy and to provide
financial services across the country in a relatively simple “pre-banking” mode, the
colonial predecessor of the Bank of Papua New Guinea (BPNG) established a savings
and loan movement. These savings and loans societies (S&Ls) began to decline in
outreach and effectiveness even before the end of the colonial era in the mid-70s.
From Independence in 1975 the state commercial bank, the Papua New Guinea
Banking Corporation (PNGBC), commenced a drive to expand its branch network
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throughout the country, to fulfill the equitable provision of services mandated by its
charter. From the mid-1980s, this tide also turned, and the rural and regional population
of PNG is now much less well served by the banks than it was at the height of
expansion in the mid-1980s.

The financial sector of PNG now includes a small number of quite modern
and profitable private commercial banks with very limited outreach beyond major
centers. PNGBC has struggled to reconcile its obligation to provide financial services
widely with the need to operate profitably in a high-cost environment. While PNGBC
does make quite small loans, neither it nor the private banks have ever provided
microfinance services in any real sense. The state development bank, Rural Development
Bank (RDB), has achieved very limited outreach to its target groups, at considerable
cost in terms of operating budget and loan losses. 

Since 1992 the central bank has commenced a “revitalization” of S&Ls,
regarding them as the key to achieving wider financial services coverage, especially
in rural areas. While this is an appropriate policy for rural financial development, it
cannot address the problem of providing financial services to the poor, unless S&Ls
themselves can be made more inclusive. This is because relatively few S&L members
are poor, in the PNG context. 

PNGBC is now corporatized in preparation for its eventual privatization,
although it still retains its social obligations. PNGBC has established a subsidiary
company, Village Finance Ltd (VFL). The central bank has granted VFL a financial
institutions license with a mandate to serve the underprivileged as a not-for-profit
entity. By establishing VFL, PNGBC may be acknowledging the difficulties it has
experienced in serving low income groups. 

VFL has commenced operations as a deposit-taking institution for small
savers and as a micro-lender, with ambitious plans for expansion. While small, special-
purpose banks for small and micro-customers have shown successful results elsewhere,
there is no precedent for such operations in PNG and the results of this experiment
will be crucial for the prospects of sustainable microfinance in the country. The
suggestion that VFL might increase its maximum loan size to K30,000 is not consistent
with the institution’s microfinance focus, as mandated by the terms of its banking
license.

Microfinance in PNG dates effectively from the late 1980s and performance
has been poor for the most part. A small number of microfinance programs are
currently in operation, but one microfinance institution (MFI), Liklik Dinau, has been
extensively documented. Its experience gives insight into the conditions under which
microfinance operates in PNG. Liklik Dinau has been nurtured by government,
PNGBC, voluntary agencies, and UNDP, as well as receiving funding from the
governments of New Zealand and Australia. Although it is fair to say it has suffered
because of uncertainty concerning continuity of funding, Liklik Dinau’s financial
performance has been poor. It has been on the brink of insolvency on at least two
occasions, being saved only by fresh infusions of capital. 

Liklik Dinau’s fieldworkers deal with relatively low numbers of clients, and
have high ratios of travel time to client contact. There are also deficiencies in record
keeping and accounting, as well as other issues of staff performance and governance.
Loans are given in support of a quite limited range of economic activities, and the
take-up rate for second and subsequent loans is relatively low. This may reflect the
limited scope for informal sector economic activities. Program dropout rates are
correspondingly high, and so are arrears. However, Liklik Dinau’s record of savings
mobilisation is extremely good. AusAID has committed financial support for another
three years to 2002 on a “last chance” basis, tying funding tranches to verifiable
performance targets. Further funding will be required beyond 2002 to achieve
sustainability.
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In urban areas, professional moneylenders are becoming increasingly active,
and the willingness of urban wage earners to pay high interest rates suggests some
discontinuities in the range of financial services available from regulated financial
institutions, and the failure of those institutions to serve them adequately. The rapid
growth of pyramid schemes points to substantial private financial resources being
available for investment, but also to limited public understanding of the relationships
between investment, rates of return, and risk. While financial scams cause losses to
the public in financial systems far more developed than that of PNG, this situation is
nonetheless an impediment to financial sector (including microfinance) development.
This requires public education and the provision of more appropriate and accessible
financial services.

The central bank, BPNG, has not played a marked “developmental” role in
regard to economic growth or financial institutions, and certainly not in regard to
microfinance. However, it has been judicious in promoting financial sector development
and regards its current efforts to revitalize S&Ls as the most significant initiative it has
taken to promote rural sector finance to date. It has also responded positively in
accommodating the application to establish VFL as a small, low-capital bank of the
type which has performed well in microfinance in some other countries. However, its
maintenance of a ceiling on the lending rates of S&Ls, which makes their sustainability
problematic, is financially repressive and at odds with the interest rate liberalization
which prevails for all other financial services.

Central bank staff appear sympathetic but non-interventionist with respect to
microfinance. They feel strongly it would not be practical for BPNG to regulate these
activities, and while they are aware that some MFIs are mobilizing the savings of
members (which is actually illegal), they are prepared to overlook this unless depositors
suffer losses. However, the clampdown on pyramid plans has made the issue of
unauthorized deposit taking very sensitive and this may have unintended and
unfortunate consequences for MFIs. Similarly, increases in minimum initial capital
requirements for institutions, which were introduced in response to the pyramid plan
crisis, may make the establishment of other “village banks” difficult. It could hinder
the development of VFL itself, should further capital injections be required of it. 

Overall, however, BPNG’s efforts to revive S&Ls, its encouragement of VFL
as an institutional experiment, and its tolerance of MFI savings mobilisation among
members are all supportive of efforts to improve access of lower income and rural
people to savings services. There is further scope for the central bank to exercise
leadership without committing it to a “developmental” role and without causing it to
abandon its relatively non-interventionist stance. The formation of a national
microfinance network in which the bank could play a nurturing role is one such
opportunity. 

The preparation of a draft microfinance policy for PNG in March 2000, with
the attempt to define the elements of a supportive policy environment and with
agreement on potential areas of cooperation between the Government and ADB,
offers the prospect of a quantum leap in microfinance activity in PNG. This has
implications for a range of financial institutions including the central bank. 

7.2 Recommendations
(1) Development of a comprehensive regulatory environment for MFIs should

not be a priority for BPNG at present. Moreover, in light of recent concern
about the deposit-taking activities of pyramid plans, BPNG should avoid
unintentionally trapping genuine MFIs in any regulatory net designed to
prohibit such deposit taking.

The central bank should continue to overlook the practice of MFIs’ accepting
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deposits from members, at least until the time is ripe for a comprehensive
examination of the regulatory environment, perhaps in the light of experience
with any future expansion of microfinance activity. It would be necessary in the
meantime to develop performance standards for MFIs to guide the operations of
any future refinance facility. 

(2) Notwithstanding the previous recommendation, BPNG should contribute
actively to the creation of an appropriate policy environment for micro-
finance.

The draft national policy on microfinance marks a promising start in this respect.
While carriage of the policy has been given to the Department of Trade and
Industry, it is appropriate for the central bank to take a leading part by reason of
its understanding of broader financial market issues and its regulatory respon-
sibilities in the sector. 

(3) Within BPNG, the registry of S&Ls should be given a low-key brief to
observe the operations of MFIs in PNG, and to become familiar with
international experience of microfinance. 

This should include field visits to MFIs, which could be arranged in conjunction
with visits to S&Ls in the field. The purpose of such observation would be twofold:
firstly, by gaining an understanding of the experience of MFIs in PNG, the central
bank may be able to apply some lessons learned to improving the operations of
S&Ls. Secondly, by gaining familiarity with both international and PNG experience
in microfinance, BPNG could become a more informed participant in discussions
of the policy and regulatory environment for microfinance with the emergence of
a forum or network for microfinance comprising NGOs and other stakeholders.

(4) To encourage the participation of commercial banks in “down-scaling”
their operations to encompass microfinance, BPNG should consider
whether any elements in the current regulatory regime for banks
discriminate against their participation in microcredit.

Consistent with the draft national policy on microfinance, which calls for the
“down-scaling” of financial products to meet the needs of a “mass” market, BPNG
should examine whether the current regulatory regime has any implicit biases
against microfinance. 

(5) With respect to regulated financial institutions engaging in microfinance,
including S&Ls and Village Finance Ltd, BPNG should avoid imposing
higher capital requirements upon them in the wake of the pyramid plan
episode.

These institutions, which are dedicated to serving the poor and rural people,
should not be hampered in achieving that goal by unnecessary minimum capital
requirements. Nor should any other institution seeking a financial institutions
license similar to that granted to VFL be penalized by a higher minimum capital
requirement, if it is otherwise qualified for licensing.

(6) BPNG’s revitalization of S&Ls appears to be an appropriate response to
the dearth of financial services available to lower income and rural people
in PNG. Further judicious expansion of S&Ls may be appropriate, including
expansion in rural areas as far as possible, as well as efforts to make all
S&Ls more inclusive.

However, in the absence of data tracking the performance of S&Ls against
performance criteria over the period of the revitalization campaign, it is difficult
to be too prescriptive here. BPNG should consider publishing data in the annual
report of the S&L movement to enable a more informed judgment of performance
for the subsector as a whole, as well as monitoring the extent to which the
movement is expanding membership to encompass lower income groups and
women.
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(7) BPNG should also consider allowing greater flexibility in interest rates for
S&Ls. Higher lending rates would permit higher margins and/or higher
deposit rates.

Higher margins would make the sustainability of S&Ls less problematic; higher
deposit rates would tend to increase the sense of proprietorship of the majority
of members who are infrequent or non-borrowers, with beneficial effects on
governance of S&Ls, which has been a problem in the past. Higher deposit rates
might also encourage an expansion of the membership of S&Ls to lower income
groups, making them more inclusive.

(8) The pyramid plan episode indicates that substantial public education in
financial matters is needed, and the central bank could contribute to such
educational processes.

While BPNG cannot be solely responsible for such a task of education, it could
take a leadership role. The governor of a modern central bank has a public
platform for messages of importance, and an aware and alert media can be a
powerful means of disseminating them.
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There are a large number of microfinance institutions (MFIs) in the Philippines, and some
rural banks also engage in microfinance. Low minimum capital requirements for rural banks have
meant that the formal financial system has had much greater microfinance outreach than in most
countries. However, the number of microfinance clients remains low compared with potential demand.
Bangko Sentral ng Pilipinas (the central bank) has phased out most "developmental" activities in
recent years, and has undertaken a number of "promotional" activities to support microfinance. 

The principal driver of financial reform specific to microfinance, the National Credit Council,
is located within the Ministry of Finance. Nonetheless, Bangko Sentral has been an active participant
in the processes of drafting and recommending reforms. It should continue to promote a market-
driven approach to microfinance by facilitating the engagement of banks in microfinance, supporting
capacity building for MFIs, and collaborating in the establishment of performance and reporting
standards. There is also a need for a regulatory framework governing deposit mobilization by MFIs. 

Summary

Gilberto M. Llanto



Currency Equivalent

Currency Unit – Peso/s (P)

US$1 = P38.24 (at mid-1999)

Abbreviations
ASEAN Association of South-East Asian Nations
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BWTP Banking with the Poor Network 

CARD Center for Agriculture and Rural Development

CBP Central Bank of the Philippines

CDA Cooperative Development Authority
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CPIP Credit Policy Improvement Program

DBP Development Bank of the Philippines

DCP directed credit program
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USAID United States Agency for International Development

Note
In this report, “$” refers to US dollars.
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1 Introduction and Background

1.1 Economy
Since the collapse of the Marcos regime in 1986, the Philippines has struggled to keep
its economy on a sustained growth path. It seems to be succeeding, as indicated by
the fact that it was the economy least affected by the 1997 Asian financial crisis. It
registered positive economic growth while its ASEAN neighbors faltered. The Philippines
pursued market reforms in the real and financial sectors, thereby increasing the
economy’s integration with world markets, providing an outward orientation, and
encouraging private sector participation in economic development.

In the period since 1986, the economy was opened up to foreign competition
through trade and tariff reforms. As well, foreign exchange deregulation and foreign
investment liberalization enabled the economy to gain access to foreign funds, easing
the savings constraint. Privatization, the build-operate-transfer arrangement, the
deregulation of selected industries (banking, transport, telecommunications, oil), and
the dismantling of monopolies heightened competition in domestic markets, allowing
greater market efficiency.

Though sustained economic growth seemed elusive in the past, the reforms
instituted after 1986 have increased the economy’s market orientation, resulting in
economic growth. The efficiency gains brought about by market reforms bore fruit in
terms of solid economic recovery from 1994 to the first half of 1997. Gross national
product (GNP) grew by 5.3 percent in real terms in 1994, peaking to 7.2 percent in
1996 and declining to 5.3 percent in 1997. The Asian financial crisis and the El Niño
weather phenomenon had a negative impact on the economy as GNP grew only by
0.1 percent in real terms in 1998.

1.2 Income Distribution and Welfare
In 1995 the Philippines successfully broke through the $1,000 per capita income level,
and per capita gross domestic product (GDP) grew steadily in the following two years
to $1,119 in 1997. However, the slowing down of economic growth and the peso
depreciation in 1998 brought per capita GDP back down to $867. 

Economic growth has contributed to the decline in poverty incidence.
Estimates of poverty incidence were 45.3 percent in 1998, 45.2 percent in 1991, and
40.2 percent in 1994 (Balisacan and Shigeaki 1999). However, while the overall
poverty level has declined, nearly half of the rural population has remained poor. In
terms of the United Nations Development Programme’s (UNDP) Human Development
Index, the Philippines ranked 77th among 174 countries in 1997, with a score of 0.740
(UNDP 1999).

1.3 Financial Development
The Philippines started liberalizing the financial system as early as 1980 by lifting
interest rate caps. This was followed by the introduction of universal banking (1980);
the rehabilitation of government banks and rural banks (1986–1987); the liberalization
of bank entry and branching (1990–1993); the restructuring of the central bank (1993);
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the privatization of the country’s largest bank, the Philippine National Bank; and the
entrance of foreign banks (1994). The series of reforms, coupled with the liberalization
of the foreign exchange market in the early 1990s, resulted in the fast growth of the
financial system. In real terms, the sector grew from 3 percent of GDP in 1986 to 
5 percent of GDP by 1998.

At the end of 1998, the resources of the financial system amounted to P3.4
trillion, equivalent to 129 percent of nominal GDP. The banking system lies at the
heart of the financial system, accounting for 81 percent of its entire assets. Within
banking, the 53 commercial banks in the country account for as much as 90 percent
of the sector’s assets at the end of 1998. On the other hand, the resources of the 117
thrift banks make up 7.7 percent of the banking system while the 826 rural banks
account for only 2 percent. The number of financial institution service points (head
offices plus branches) totaled 18,502 units in 1998, with banks numbering 7,646 units. 

Despite the financial system’s growth in recent years, it remains undeveloped
compared to the financial sectors of other Asian countries. At the end of 1997, the
country’s M2/GDP ratio was only 43.5 percent, one of the lowest among the developing
economies of East and Southeast Asia. 

Philippine banks are adequately capitalized relative to their risk assets.
Commercial banks had a capital adequacy ratio of 17.5 percent in 1998, well above
the 10 percent statutory requirement. This is a major reason why the Philippine
banking system has been better able to weather the 1997–1998 Asian crisis.

1.4 Challenges Ahead
The reforms instituted over the past decade and a half have resulted in real gains for
the Philippine economy in terms of growth in output, income, and employment.
Nonetheless, the country has yet to graduate from its boom-bust growth history. Also,
as the experience with the Asian financial crisis showed, the fast growth of the
banking sector in recent years does not necessarily mean that the financial system is
healthy and sound. Financial liberalization encouraged more banking activities and
the establishment of more banks, but the quality of banking institutions and their
supervision did not keep pace with the growth in number. In the Philippines, as in
other parts of Asia, prudential regulation and supervision have to be strengthened
and improved to make banks more resilient to domestic and international shocks.
The integration of financial and capital markets has shown that domestic banks are
not insulated from adverse developments in foreign markets. 

More importantly, the country has yet to reduce poverty significantly in the
rural sector and to ensure that income gains are more equally distributed. Despite the
falling share of agriculture in domestic value added, the sector continues to employ a
large part (39 percent) of the country’s labor force. There is a need to generate
alternative employment opportunities for the rural people by providing incentives for
growth and development. Micro-enterprises and agricultural activities which operate
outside Metro Manila will require greater access to resources to spur growth in the
countryside.

It is in this context that this study has been written. Poverty is pervasive and
despite the significant growth of the economy made possible by political and economic
reforms, the majority of the population has yet to experience the fruits of a liberalized
and deregulated economy. Greater participation in mainstream economic activity and
access to resources by the low income group are key strategies to alleviate poverty.
Access to microfinance services by small-scale borrowers — for example,
microentrepreneurs traditionally excluded by the commercial banking system in the
credit markets — offers a way to alleviate poverty in a substantial manner, especially
in the countryside.
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The study is organized into seven sections. After the Introduction, Section 2
discusses the development of microfinance in the Philippines. Section 3 analyzes the
role of the Philippine central bank, the Bangko Sentral ng Pilipinas (BSP), in
microfinance. Section 4 discusses central bank support for microfinance initiatives.
Section 5 explores the regulation and supervision of banks while Section 6 discusses
the regulation and supervision of nonbank microfinance institutions (MFIs). The last
section concludes and recommends several measures to further improve and develop
microfinance in the country.

2 Development of Microfinance
Most micro-enterprises do not have access to financial services offered by banks.
Micro-enterprises need timely, small-sized loans whose repayment terms coincide
with their cash flow. They also have demand for savings services that are not satisfied
in view of limited access to banking facilities and the lack of interest of traditional
banks in mobilizing small-sized deposits. Micro-enterprises do not have a track record
with conventional banks, nor the collateral traditionally demanded by them. These
factors contribute to high transaction costs and perceived risks in lending to micro-
enterprises. Because traditional banking cannot and did not serve the demand for
financial services by low income or small-scale borrowers in many areas, non-
traditional and non-conventional approaches emerged in the credit markets. MFIs as
well as a variety of micro-lending technologies have emerged.1

Philippine MFIs are categorized into the following: rural banks, credit-
granting nongovernment organizations (NGOs), and credit unions/cooperatives.
These institutions cater to the demand of small-scale borrowers for savings, business,
or personal financing. The market for MFIs includes market vendors, tricycle operators,
petty traders, microentrepreneurs, and other small-scale borrowers. 

2.1 Outreach of MFIs
As yet, there is no study on the outreach of all types of MFIs in the Philippines.
Various partial studies and surveys provide some information on the extent of outreach
of MFIs. Table 1 provides one such attempt to give a comprehensive picture of MFI
outreach in 1995 but it is at best a very rough estimate.2 The overall impression is
that the outreach was quite limited then, and even today it still seems relatively small. 

A more recent study revealed that the resources of the three types of MFIs
— that is, rural banks, credit unions/cooperatives, and credit NGOs — total some
P77.1 billion, which is only about 4 percent of the resources of the commercial
banking system in 1996 (Agabin 1998). However, the combined number of MFI
offices, at 7,855 outlets, is more than twice the number of commercial bank offices.
The distribution of bank offices is highly skewed toward the National Capital Region.
This makes banking services less accessible to those in less-developed regions. 
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1 Rural banks form part of the traditional regulated banks and hence cater to traditional
clients in the agricultural sector. However, they have started to venture into microfinance
after seeing the profit potential of the sector.

2 Chua and Llanto (1995). Rural banks are excluded from Table 1 because information is
lacking on their interest in, and involvement with, microfinance. Cooperative rural banks
are included because data are available for their involvement with Grameen-type microcredit.
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In terms of loan size, the average loan sizes of rural banks are much higher
than those provided by MFIs. As of September 1997, rural banks had a loan portfolio
of P36.2 billion, or an average of P43.9 million per rural bank office.3 Borrowers per
office, on the other hand, averaged 634, which means that the average loans outstanding
per borrower was around P69,200. 

A sample of 17 credit NGOs, on the other hand, was found to have average
loans outstanding per borrower of P5,687. These average loan amounts are signifi-
cantly lower than those of commercial banks, which service loan demands of at 
least P100,000,4 but generally cater to clients with funding needs in the millions of
pesos. It has been estimated that in 1996 there were 600 NGOs involved in micro-
finance, with combined total assets of some P4.5 billion. The loan portfolio is about 
P920 million which is 2.5 percent of that of the rural banks. 

With respect to Philippine banks, only government-owned banks, such as
the Land Bank of the Philippines (LBP), the Development Bank of the Philippines
(DBP), and the People’s Credit and Finance Corporation (PCFC), a government-
owned finance company, have ventured into microfinance on a wide scale.5 These
government institutions provide wholesale loans to MFIs for on-lending to small-scale
borrowers, thus developing a network of rural banks, cooperatives, and NGOs to
serve as conduits of wholesale funds. This practice allows them to go into micro-
lending without fully taking the risks involved. At the same time, they are not burdened
by the high costs of the servicing and monitoring of small-scale borrowers.6

An important point to consider is that of the three types of MFIs, only rural
banks are under the same supervisory body as commercial banks, that is, BSP. Credit
NGOs register with the Securities and Exchange Commission (SEC) as nonprofit, non-
stock corporate entities but are practically left unregulated. Credit cooperatives are
regulated by the Cooperative Development Authority (CDA). 

With respect to regulation, SEC and CDA are not as strict as BSP. Because of
the lack of technical capacity and its decision to pursue the promotion of credit

3 All data on MFIs in this section are from Agabin (1998).

4 Extended against deposit collateral. 

5 Llanto et al. (1996a) reported that the Bankers’ Association of the Philippines (BAP), Credit
Guaranty Corporation, and the Bank of the Philippine Islands Foundation have also
extended credit lines to NGOs. However, these are not banks but subsidiaries of banks.
The former is owned by a group of banks in the country. 

6 LBP and DBP generate additional funds to the extent that MFIs deposit their funds with
them.
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Table 1: Estimated Outreach of Microfinance Organizations, 1995

Institution Estimated Average Average Reach Total Reach
Number Loan (Pesos) (Number of (Number of

Individuals) Individuals)

Development NGOs 150 4,000 150 22,500
Grameen NGOs 40 2,000 500 20,000
Mature Credit NGOs 30 5,000 1,000 30,000
Beginning Credit NGOs 100 4,500 250 25,000
Cooperative Banks 42 21,700 2,000 84,000
Credit Cooperatives 1,500 10,000 300 450,000
People’s Organizations 500 3,500 50 25,000

Total 2,362 656,500

Source:  Chua and Llanto (1995). 



cooperatives’ development, CDA has neglected the regulation and supervision of
credit cooperatives. SEC, on the other hand, is saddled with larger problems, that is,
private stock companies, and has not paid attention to the activities of non-stock,
nonprofit entities like the credit NGOs (Llanto 1998b). 

Unlike rural banks, which are owned and governed by private owners whose
interests are represented in a governing board, credit NGOs are governed by volunteer
individuals who do not own the institution. Members of the board are selected by,
and often serve upon the invitation of, the founding members, usually being chosen
for their reputation and expertise. Unlike cooperatives, NGOs are not member-based
organizations. 

2.2 Sustainability of MFIs
The sustainability of MFIs did not receive any major attention until late 1998. At that
time, public attention was drawn to the sustainability issue as a result of a few studies
of a small sample of MFIs and the survey done by the Coalition for Microfinance
Standards, a major project of credit-granting NGOs, in its search for appropriate
performance standards for members of the coalition (Llanto 1994; Llanto et al. 1996b).
From a sample of 104 credit cooperatives, Llanto (1994) found the following:

(i) Credit cooperatives have demonstrated their potential for increasing membership,
mobilizing deposits, and providing financial services to small savers and borrowers
on a sustained basis. 

(ii) Loans constituted the biggest share of assets (78 percent); share capital and
deposits financed the loans and other services given to members.

(iii) Capital seemed adequate although there was a slight decline in capital adequacy
in the period 1990–1992, the period under study. While credit cooperatives
registered positive net earnings, there is some evidence that at least 53 credit
cooperatives in the sample have been spared deterioration of asset quality. 

(iv) Overall, the sample yielded a positive financial performance but this statement
has to be qualified by the fact that there was virtually no information on the
overall quality of the loan portfolio. For example, credit cooperatives did not
report delinquency rates or the structure and extent of delinquent loans, among
other critical information necessary for an accurate assessment of their financial
condition.

The Coalition for Microfinance Standards describes the present financial situation of
credit NGOs in the Philippines as follows:

(i) Capital substantially consists of donated funds. Most of the operations of
microcredit NGOs are financed by funds coming from donations from foreign
donors, philanthropic organizations, or foundations set up by corporations. 

(ii) Limited borrowing from commercial sources. Since microcredit NGOs are
non-stock, nonprofit organizations, without clear ownership, they are usually
faced with problems of governance and accountability. This poses a constraint

The Role of Central Banks in Microfinance in Asia and the Pacific254

Credit cooperatives
often report good
financial
performance but
verification is
difficult

MFIs in the Philippines
There are three classes of MFIs in the Philippines:
• rural banks — regulated by the central bank 
• credit NGOs — registered with the Securities and Exchange

Commission
• credit unions or cooperatives — regulated by the Cooperative

Development Authority.



each time they attempt to borrow from commercial sources. In many cases, the
members of the board are asked to be personally liable for the loan of the NGO
by signing a document expressing that they are jointly and severally liable for the
repayment of the loan. Some board members have expressed reluctance to
assume personal liability, thereby creating a major difficulty for the potential
commercial lender. Thus, most NGO borrowings have been sourced from donors
and are priced at below-market or concessional rates. 

(iii) Small amount of savings from members. Microcredit NGOs are not legally
allowed to mobilize deposits from the public. However, many microcredit NGOs
do have savings mobilization schemes with their members. Through “capital
build-up” schemes, some generate relatively large amounts of savings from their
member-borrowers. 

(iv) Innovative lending techniques are employed. The coalition’s survey of 
56 credit programs of NGOs reported the following loan features:

(a) the majority of the microcredit programs charge interest rates higher than 
24 percent per annum with one program going as high as 39 percent;

(b) at least 18 programs compute interest rates on a flat basis (which is effectively
double bank practice of computing interest rates on declining balance basis);

(c) some require hard collateral such as real estate mortgages but also accept
post-dated checks, group guarantees, co-makers, character, and assignment
of receivables, as alternatives; and

(d) a good number of programs adopt weekly and daily loan amortization.

Variations of the Grameen bank lending technique have been adopted by several
microcredit NGOs while other techniques such as village banking, solidarity, or group
loans have been used as well. The microfinance community in the Philippines has
access to a worldwide menu of innovative lending techniques through their interaction
with counterparts in other parts of the world, and with such groups as the World
Bank’s Consultative Group to Assist the Poorest (CGAP) and the Banking with the
Poor Network (BWTP) in the Asia-Pacific region.

The findings of the Coalition for Microfinance Standards confirm the
observations earlier made by Llanto et al. (1996b) whose review of MFIs showed that
the credit NGOs are not viable and sustainable. As well, most are not operationally
self-sufficient. While credit NGOs effectively target and reach poor clientele, they are
neither effective nor efficient credit intermediaries because of their weak institutional
capacity and financial position. These institutions seem capable of delivering financial
services to the poor only because of their access to grants and concessional loans.
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3 Role of the Central Bank 

3.1 Overview of Reforms in the Financial Sector
The Central Bank of the Philippines (CBP) was established in 1949 and, in its early
days,7 the monetary authorities pursued repressive financial sector policies. Thus,
the following were imposed on the financial markets: exchange controls; selective
credit policies (that is, directing funds to preferred sectors); use of the central bank’s
rediscount window for the allocation of subsidized credit to private banks; cap on
interest rates; and the direct involvement of government financial and nonfinancial
institutions in providing credit to target sectors. A major overhaul of the financial
system was implemented in the early 1970s following amendments made to the
General Banking Act and the Central Bank Act. However, weaknesses in the banking
sector remained due to CBP’s lax banking supervision and regulation, its continued
pursuit of developmental functions, and its failure to check the political accommodations
in lending at two government banks.8

An International Monetary Fund (IMF) – International Bank for Reconstruc-
tion and Development (IBRD) Financial Sector Survey was conducted in 1979, which
recommended, among other things, the deregulation of interest rates and the
introduction of universal banking to reduce fragmentation in the financial system.
These reforms and others, including the rehabilitation of government banks and the
rural banks, were carried out over the course of the 1980s. Banks were also required
to raise their minimum capital levels. The reforms led to a decrease in the number of
banks from 1,164 in 1980 to 940 by 1990. The number of commercial banks was
trimmed to 31, thrift banks to 103, and rural banks to 804.

3.2 Mandate and Role of Bangko Sentral in the
Financial Sector

The new Central Bank Act (RA 7653, 3 July 1993) created BSP, with the primary
objective of maintaining price stability. The Act stressed BSP’s independence, allowing
it to enjoy fiscal and administrative autonomy and operate independently of other
sectors of the Government.9 The Act also explicitly prohibited BSP from engaging in
development banking or financing, allowing it to concentrate on macroeconomic and
monetary management. As the country’s central monetary authority, BSP is also tasked
with the supervision and regulation of banks and quasi-banks and their subsidiaries
and affiliates. Capitalized at P50 billion, BSP is a stronger institution than the former
CBP.10

The powers and functions of BSP are exercised by the Monetary Board
which is composed of two government representatives (including the governor of
BSP) and five private sector representatives, each with a term of six years. The
governor sits as chairman of the Monetary Board. A deputy governor of BSP is in
charge of the bank supervision and regulatory departments, the Supervision and
Examination Sector (SES).
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7 CBP was replaced by BSP in 1993 through an Act of Congress.

8 These are the so-called behest government loans to Marcos cronies.

9 Fiscal autonomy gives BSP full flexibility to allocate and use its resources; administrative
autonomy frees BSP from interference by other government agencies.

10 The charter of the present BSP is now being reviewed. Among others, a bigger capitalization
would be proposed for it.



SES is composed of five departments distinguished by the type of financial
institution supervised. There are two departments in charge of commercial banks.
The other three departments are the Department of Thrift Banks and Non-bank
Financial Intermediaries, the Department of Rural Banks, and the Supervision Reports
and Studies Office. The latter takes charge of reviewing systems and procedures
related to supervision and proposing policy recommendations and amendments to
existing policies, rules, and regulations. At end-1999, SES had 979 staff. 

3.3 Effectiveness of BSP 
The rehabilitation of the central bank in 1993 was perhaps the most important such
program undertaken by the Government.11 The former central bank generated losses
in its operations. BSP, on the other hand, has been registering surpluses, the expected
state of affairs for an institution with monopoly power over monetary creation. BSP’s
financial health allows it to concentrate more on macroeconomic management and
pursue more credible policies.

With the newly found strength of the new BSP, another major wave of
reforms was instituted in the 1990s to liberalize the financial sector further. One of the
most significant reforms was the liberalization of the foreign exchange market. With
the virtual opening of the country’s capital accounts, the Government has likewise
freed up the country’s financial sector, enabling it to undergo a dramatic transformation. 

Thus, since 1993, some of the most important reforms have included creation
of a new and more independent central bank, BSP (1993); privatization of the
Philippine National Bank (1994); and liberalization of foreign bank entry (1994).

Moreover, BSP introduced measures to strengthen prudential regulations.
Hence, minimum capital levels were raised several times; the single borrower’s limit
was imposed; limits on loans to directors, bank officers, and related parties were set;
guidelines on asset valuation and loan loss provisioning were established; and banks’
reporting requirements were improved.

Financial reforms brought a market-oriented approach to the financial system.
An important component of the reforms was the decision to remove from the central
bank the function of providing development finance to the economy. Development
finance had previously taken the form of giving highly subsidized credits to banks so
that they might be able to finance government-directed programs in the agriculture
sector. Removing this function from the central bank was a critical step toward the
currently held view that it is only sustainable MFIs that can provide small-scale
borrowers continuing access to financial services. 

Further banking sector reforms will strengthen the financial system and
provide better financial services to the general population, and BSP has agreed on a
sector reform program with IMF and the World Bank. Measures include increases in
minimum capital requirements for various categories of bank, including the smallest
banks with potential for microfinance (discussed in more detail later). Other measures
include increased loan loss provisioning, transparency of bank accounting reports,
and strengthening of the central bank’s supervisory powers.

3.4 Stage of Development of the Financial System 
The financial reforms during the past decade and a half, together with reforms in the
macroeconomy, have strengthened the financial sector. The sector’s share in the
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economy’s gross value added expanded from 3.9 percent in 1980 to 5.1 percent by
1998. The ratio of M2 to GDP increased from 23 percent in 1980 to 28 percent in 1990
and further to 43 percent by 1998. Even so, this ratio is among the lowest in the
region. The ratio of deposits to bank assets, a measure of the banking system’s
reliance on deposits to finance its activities, rose from 48 percent in 1980 to 58 percent
in 1990, and further to 61 percent in 1998.

In summary, the financial sector has demonstrated robustness and growing
sophistication following the strengthening of the central bank and the series of
financial sector reforms. The sector has recovered from the crisis in the early 1980s,
and resumed the trend toward financial deepening. Nonetheless, as the Asian financial
crisis showed, prudential regulations in the financial system, as well as disclosure and
accounting and auditing standards, need to be improved to prevent imprudent lending
and mismanagement of banks which put the financial system at risk. 

4 Central Bank Support for Microfinance
Initiatives

4.1 Emerging Policy Environment for Microfinance
The policy environment for microfinance is largely anchored on the Government’s
objective to alleviate poverty within a framework of viable and sustainable financial
institutions (see National Credit Council 1997). The supply-led approach employed in
the past entailed large fiscal costs without solving the problem of lack of access to
credit by the poor. Directed credit programs (DCPs) have played a prominent role in
the supply-led approach. Notwithstanding the substantial funding parlayed by the
Government into DCPs, these failed to achieve the objective of providing low income,
small-scale borrowers access to formal credit.

Various studies have shown the inefficiencies and ineffectiveness of govern-
ment intervention in the credit market.12 Because of the failure of subsidized DCPs
to reach the target clientele and achieve operational viability, it is argued that the
Government should instead focus on providing the appropriate policy and regulatory
framework for the efficient functioning of markets, leaving the private sector to
provide financial services. A National Credit Council (NCC), located within the
Department of Finance, and with the participation of BSP, was established in 1993 as
an interagency body to determine and recommend appropriate policy and regulatory
initiatives to government (see McGuire et al. 1998). It is evident that the move for
reform in the Philippine financial system, with particular reference to microfinance,
has been primarily an interdepartmental initiative in which the central bank has
participated without taking the leading role.

Through NCC,13 the Government has shifted to a policy that encourages the
private sector to have a greater role in the (micro) financial market. Current policy
calls for the Government to provide a competitive and liberalized market environment
conducive to private sector participation in the financial markets generally. These
policies are clearly indicated in the National Strategy for Microfinance that was adopted
by the Government and the microfinance community in late 1996. 
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The National Strategy for Microfinance pursues the following policy principles: 

(i) Greater role of the private sector (MFIs) in the provision of financial services.

(ii) An enabling policy environment that will facilitate the increased participation of
the private sector in microfinance.

(iii) Market-oriented financial and credit policies, for example, market-oriented interest
rates on loans and deposits.

(iv) Non-participation of government line agencies in the implementation of credit
and guarantee programs.

In line with these principles, the Government continues to pursue financial reforms
to remove existing distortions in the financial market. Hence, it has embarked on the
rationalization of all DCPs, since these are believed to provide disincentives for
private sector participation in the delivery of credit services to the poor. Because of
the large credit subsidies underlying DCPs, they provide unfair competition to the
private sector. Moreover, they promote a “dole-out” mentality among borrowers
resulting in very low repayment rates for these credit programs.14 Borrowers tend to
view cheap government loans as income transfers and not as loans that should be
repaid. 

4.2 Rationalization of Directed Credit Programs
The rationalization program terminates the participation of government nonfinancial
agencies in the credit market and identifies government financial institutions as the
major vehicle for credit. Government nonfinancial agencies will instead focus on the
provision of infrastructure and support services to their former credit clients. Also,
under the rationalization program all credit programs that will be implemented by the
government financial institutions will use market-based interest rates. Likewise, savings
mobilization among financial institutions will be given emphasis. 

The rationalization of DCPs will be implemented under a law signed in
August 1999. This provides for the phase-out of all subsidized credit programs in the
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agriculture sector within a four-year period. In addition, Executive Order No. 138
mandates government nonfinancial agencies implementing directed (or subsidized)
credit programs to terminate those credit programs and transfer all funding to
government financial institutions. The latter will lend the funds to private financial
institutions that, in turn, will onlend or retail to borrowers. 

NCC has been mandated under Administrative Order No. 86 to rationalize
DCPs in all sectors and to formulate the necessary policy guidelines. An inventory of
86 DCPs in both the agriculture and non-agriculture sectors has been made. After
audit by the Commission on Audit, the remaining fund balances of those DCPs will
be transferred to the government financial institutions. Under the credit policy
guidelines stated in Executive Order No. 138, credit decisions will be made by the
government financial institutions based on market conditions and the creditworthiness
of private credit conduits. 

Executive Order No. 138 espouses the same policy principles stated in the
National Strategy on Microfinance. It likewise calls for the adoption of market-based
interest rates for government credit programs. At the minimum, this calls for the
recovery of financial and operational costs of wholesale/retail financial conduits in
interest rate setting. 

Executive Order No. 138 has also directed that government nonfinancial
agencies should no longer be involved in the implementation of credit programs. The
survey conducted by the Credit Policy Improvement Program (CPIP) of NCC has
reported that as of March 1997, there are 86 DCPs implemented by 21 executing
agencies. Government nonfinancial agencies implement 37 programs while govern-
ment financial institutions handle 31 programs. Government nonbank financial
institutions and government-owned and controlled corporations handle the rest of
the DCPs. 

Executive Order No. 138 has significant fiscal implications:

(i) There will be no future budgetary allocation for government line agencies for the
implementation of credit programs. 

(ii) More government resources will be available for infrastructure and capacity-
building services. 

(iii) Distortionary government credit subsidies in the financial market will be eliminated
(National Credit Council 1999). 

4.3 Capacity Building of MFIs
In line with these policy thrusts, the Congress of the Philippines in 1997 enacted into
law the Poverty Alleviation Act which, among other measures, promotes the adoption
of a market-based approach in addressing the demand for financial services of the
poor. It specifically mentions the promotion of a viable and sustainable financial
market and the adoption of market-based interest rates in the provision of credit
services to the poor as key elements of the policy and strategy for microfinance in the
country. 

The People’s Credit and Finance Corporation (PCFC) was identified as the
government financial institution that will be responsible for the delivery of financial
services to the poor, acting as a “second tier institution.” This is accomplished by
lending wholesale to accredited MFIs that, in turn, make the credit decisions at the
retail level. 

Congress also created the People’s Development and Trust Fund (PDTF) to
build the capacity of MFIs in providing microfinance services to the basic sectors of
the economy. Earlier research has shown the lack of capacity of MFIs in many aspects
of microfinance activities as a major weakness in the microfinance industry (Llanto
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1997). Only the interest earnings of PDTF will be utilized to finance the capacity
building of MFIs so that by keeping intact the principal amount provided, it may be
able to serve the microfinance sector’s capacity-building needs continuously.

4.4 Information Infrastructure for Effective Regulation
The credit cooperative and NGO sectors are starting to realize that a deregulated
environment does not necessarily preclude outside (for example, government)
regulation of a deposit-taking microfinance institution. What is important is that
government regulation does not constrain MFIs from responding to the needs of the
market. In this respect, NCC together with BSP is currently undertaking a review of
the regulatory environment for banks and nonbank MFIs with the aim of formulating
an appropriate regulatory framework for those institutions.

The review is aimed at establishing an appropriate regulatory and super-
visory framework suited to the needs and peculiarities of MFIs. The envisioned
framework is one which will enable MFIs to develop new and innovative product
lines and services to cater to the demands of poor households and micro-enterprises,
without necessarily putting at risk the financial condition of MFIs — that is, their
viability and sustainability. 

An initial step toward this objective is the current review of the chart of
accounts for deposit-taking cooperatives. NCC has found that different groups and
federations of credit cooperatives use different accounting systems. The situation is
compounded among multi-purpose cooperatives in which financial and nonfinancial
(that is, mercantile) activities are both considered as important services for members. 

A standard chart of accounts is currently being formulated which will be
used in establishing and implementing an appropriate regulatory framework for
deposit-taking cooperatives. Part of the regulatory framework is the development of
performance standards for credit cooperatives — that is, for cooperatives with major
deposit-taking functions. Likewise, the Coalition for Microfinance Standards, the
coalition of credit NGOs, has spearheaded the formulation of performance standards
for NGOs engaged in micro-lending. A standard chart of accounts for these institutions
is yet to be formulated. It is envisioned that these initiatives, coupled with the current
review of the regulatory framework for rural banks, will help in formulating an
appropriate regulatory framework for credit NGOs and credit unions, respectively. 

In addition, NCC, in cooperation with the federations of credit
unions/cooperatives and primary credit unions/cooperatives, has started to work
toward the preparation of a standard chart of accounts for credit unions/cooperatives
and well-defined accounting rules and performance standards which are the necessary
infrastructure for effective regulation. 

In summary, BSP’s direct support of microfinance comes in terms of its
active participation in the activities of NCC, all of which are aimed at having market-
oriented, private sector-led financial markets. BSP has also put its considerable
influence behind NCC’s effort to rationalize DCPs and to get nonfinancial government
agencies out of the business of lending. As a member of NCC (which is funded by the
Government and responsible for credit policy making), BSP supports the National
Strategy on Microfinance which seeks a market-oriented environment for MFIs. Thus,
BSP works with NCC on the creation of a favorable microeconomic environment for
microfinance through appropriate regulation and supervision of MFIs. It is also
responsible for the macroeconomic environment in which microfinance is conducted,
by virtue of its overriding concern for price stability. This is the primary concern of
most contemporary central banks and also one of the most important, if indirect,
forms of support for microfinance which a central bank can provide. 

261Philippines

A standard chart of
accounts is the
first step toward
an “information
infrastructure” for
MFIs

BSP’s role in
support of
microfinance has
both micro- and
macroeconomic
aspects



Funding support or development funding for microfinance is entirely out of
the question because BSP moved out of development finance a long time ago. As
discussed previously, the former central bank expanded its developmental functions
in the 1970s by overseeing the implementation of a number of selective credit programs
to target or favored industries and their funding through the rediscount window (Intal
and Llanto 1998). The liberal access to the CBP rediscount window by the rural banks
ultimately undermined the rural banking system because the banks became largely
conduits of cheap government funds, neglecting the mobilization of deposits and the
judicious management of loan portfolio (see also Neri and Llanto 1985). When arrears
mounted in the late 1970s and access to the rediscount window became restrictive,
many rural banks became insolvent. The lesson was well learned and it has steered
BSP away from development finance, especially subsidized credit programs. 

5 Regulation and Supervision of Banks 

5.1 Macroeconomic and Financial Environment
Over the past two decades, liberalization and deregulation of the financial markets
have improved the environment for banks. In particular, the lifting of interest rate
caps on loans over the 1980–1984 period allowed banks to discriminate among loans
of different risk types and to charge differential interest rates accordingly. As well, the
deregulation of bank branching in 1993 enabled banks to establish branches all over
the country, thereby reaching small savers and borrowers. Similarly, heightened
competition in the financial marketplace following the series of reforms has prodded
banks to seek out previously unserved market segments, increasing the public’s
access to banking services. Thus, more than ever, the current macroeconomic and
financial environments favor bank entry into the microfinance market.

Nevertheless, judging from small entrepreneurs’ continued clamor for bank
credit, it seems that banking services remain out of their reach and that banks,
especially commercial banks, remain averse to doing business with small-scale
borrowers. Microfinance is a strange product for them. The lack of appropriate
information on, and exposure to, microfinance, and differences between microfinance
and regular banking technology mitigate the desire to have microfinance as part of
the banks’ regular financial products. Among reasons posited is that existing central
bank policies and regulations make bank entry into microfinance difficult, if not
unprofitable. Jansson (1997) identified the following bank regulatory areas which
“may hide a differential policy bias against microfinance”: 

(i) macroeconomic controls (interest ceiling, reserve requirements); 

(ii) structural controls (entry requirements and limits on the activities of financial
institutions); and 

(iii) prudential controls (loan documentation, provisioning and capital adequacy
requirements).

The macroeconomic environment may be favorable for the development of microfinance
but, at the level of banks and firms, policies and the regulatory framework may not
be as favorable.

The existing regulatory environment differs for different types of MFIs. The
regulation of rural banks is much stricter than that of cooperatives or NGOs. Rural
banks have the advantage of being able to generate deposits from the public, giving
them access to potentially large amounts of low-priced funds for lending. It is this
edge, however, that subjects them to tight regulation and supervision by BSP. For
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instance, they are required to maintain a 10 percent capital adequacy ratio, provide
reserves against deposits, limit loan exposure to a single party as well as to any one
sector, and set aside funds for possible loan losses. They are subjected to examination
by BSP and the Philippine Deposit Insurance Corporation once every 12 months.

5.2 Minimum Capital Requirements
At the policy level, there is currently a BSP bias towards having larger scale operators
in the banking sector as may be seen in the higher minimum capitalization requirements
and various incentives given for mergers and consolidation. The attitude toward
having a few big banks creates an unfortunate bias against microfinance. Indeed, BSP
does not disguise its preference, reinforced by the Asian crisis, for a financial system
made up of a few big banks. The implicit bias for higher capital for banks arises from
the belief that banks with bigger capitalization have a stronger chance of surviving
financial crises that can rapidly materialize in highly integrated financial markets. A
1999 BSP circular (No. 181) has prescribed higher minimum capital requirements
according to the schedule shown in Table 2. 

The bias toward a financial system dominated by a few big banks has another
potentially negative effect. This could result in less competitive financial markets
because the few big banks might use their dominant position in the market to their
advantage and at a cost to clients. In addition, the higher capital required of banks
could result in a change in the cost structure of banks that may lead them to offer
bigger size loans. Thus, a rural bank that has been required to put in extra capital
might be tempted to “upscale” its operations by providing more big loans than before
and hence move beyond true microfinance. 

All things equal, it seems that a bank with a higher capitalization will be
better able to weather financial crises. However, it is really the quality of bank
management that matters in the final analysis because big banks do close from time
to time as shown by the country’s experience, while smaller banks continue to
operate.15 More often than not, mismanagement, insider abuse, or fraud committed
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Table 2: Minimum Capital Requirements, by Type of Bank

Type of Bank Currenta By 12/31/99 By 12/31/2000
(Pesos million) (Pesos million) (Pesos million)

Expanded Commercial Banks 4,500 4,950 5,400
Commercial Banks 2,000 2,400 2,800
Thrift Banks

Within Metro Manila 250 325 400
Outside Metro Manila 40 52 64

Rural Banks
Within Metro Manila 20 26 32
Cities of Cebu and Davao 10 13 16
1st/2nd/3rd class cities and

1st class municipalities 5 6.5 8
4th/5th/6th class cities and

2nd/3rd/4th class municipalities 3 3.9 4.8
5th/6th class municipalities 2 2.6 3.2

a  mid-1999
Source:  BSP Circular 181 (1999). 



by bank personnel, not the bank’s small capitalization, have been commonly cited
reasons for a bank’s demise.

5.3 Reserve Requirements
Reserve requirements for commercial banks have gradually been reduced from a high
of 24 percent in January 1993 to just 12 percent by 1999. This has greatly encouraged
bank intermediation with the loans-to-GDP ratio rising from 27 percent in 1990 to 
64 percent in 1998. 

Reserve requirements are even lower for the smaller thrift and rural banks.
For rural banks, the reserve requirement on peso savings and time deposits is only 
4 percent, while that on peso demand deposits is 9 percent (Appendix 1). This helps
cut rural banks’ intermediation costs but it is not enough to give them an overall cost
advantage over commercial banks. However, given that rural banks cater more to
microentrepreneurs than commercial banks, the lower reserve requirements for rural
banks can be said to encourage more micro-lending. Still, it is important to point out
that the differential reserve requirements imposed on different bank types create
inefficiencies in the financial system by giving one bank type undue advantage over
the other. 

5.4 Capital Adequacy 
BSP currently requires banks to maintain a 10 percent ratio of capital to risk assets.
Understandably, this is stricter than the 8 percent Basle capital adequacy standard
because Philippine banks are less diversified than United States or European banks.
Despite this and other differences between BSP and the Basle capital adequacy
computations, there is no discrimination against microfinance in the BSP practice.
Microfinance loans are given the highest risk weighting, but so are all other private
loans. Unlike Argentina, BSP does not discriminate against loans with high interest
rates or loans with little collateral, which are characteristics of microfinance loans.
Indeed, in this area, the BSP practice follows that of the Basle Accord. BSP’s risk
classification is thus neutral to microfinance.

As argued by McGuire et al. (1998) in a related study, most commentators
suggest a higher capital adequacy ratio for small banks and specialist microfinance
banks. The commonly cited figure is a capital adequacy ratio of 20 percent. The less
diversified portfolios and greater concentration of risk in microfinance banks and the
relatively high costs of microfinance operations are some of the reasons given for
suggesting a higher capital adequacy ratio for microfinance banks. Further, a micro-
finance bank that is hit by nonperforming loans experiences a faster decapitalization
than ordinary commercial banks. 

5.5 Loan Loss Provisioning
Some bias against microfinance loans may be attributed to the importance given
collateral in classifying loans. For instance, BSP used to have different provisioning
requirements for substandard collateralized loans (12.5 percent) and substandard
uncollateralized loans (25 percent). Starting mid-April 1999, however, BSP eliminated
this differential treatment between collateralized and uncollateralized loans, requiring
banks to put up 25 percent for loans classified generally as “substandard.” While
collateral remains a consideration, it seems it is no longer used as a principal parameter
to place a loan in classified status. Hence, it is difficult to accuse BSP’s loan classification
scheme of bias against microfinance loans. 
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While there seems to be nothing in BSP regulation that prohibits banks from
providing unsecured loans, including small clean loans, the biases against microfinance
of BSP examiners constrain it. The collateral and documentation expectations of bank
examiners are such that banks are discouraged from going into micro-lending.
Interviews with banks indicated that (i) examiners do not look favorably upon business
loans not supported by audited financial statements, and (ii) bank supervisors take a
dim view of unsecured lending.16 Hence, bank examiners may classify an unsecured
loan lacking a tax return as “loans especially mentioned” necessitating a 5 percent
provisioning. This practice clearly discriminates against microfinance loans.

BSP is unclear about its position regarding loans supported by informal
financial information, and  banks are therefore afraid that examiners would criticize
them if they make such loans. This results in an inhibiting atmosphere that prevents
the expansion of micro-lending. Bank examiners lack a clear understanding of micro-
enterprise loans, which discourages banks from developing and using non-conventional
lending techniques to reach small borrowers.17

The attitude of bank examiners can be traced to the use of traditional methods
of bank examination, where the BSP examiners put emphasis on compliance with
banking rules and regulations and focus almost entirely on credit risks. Fortunately,
BSP is now moving towards risk-based bank examination which is characterized by
a comprehensive review of all the risk types (not just credit but market, interest rate,
and foreign exchange as well as internal control risks) faced by banks and an evaluation
of banks’ risk management techniques. Ultimately, the aim of risk-based supervision
is to alert BSP examiners to various types of risk, encourage them to profile the risks,
evaluate potential problem areas, and take measures at an early stage to prevent or
minimize losses and other bank problems.

BSP’s emphasis on a strict implementation of loan provisioning requirements
without due consideration of the relative risks of various loan products could make it
prohibitive to lend to micro-enterprises. Traditional banking puts small-scale borrowers,
especially the poor, at the far end of the lending scale. Bias against micro-enterprise
loans could, then, be exacerbated by the loan classification actually implemented by
bank examiners. A more reasonable approach should take into account the ageing of
delinquent loans and the risk profile of the loan portfolio when loan provisioning is
required. This means that loan provisioning will not be a uniform percentage to be
applied across banks involved in microfinance. 

5.6 Prudential Limits 
Unsecured Loans
This is one area where BSP regulations create biases against microfinance loans. BSP
wants to make sure that commercial and thrift banks’ unsecured loans do not exceed
30 percent of their loan portfolio. While this rule does not apply to rural banks, BSP
uses moral suasion to keep rural banks’ unsecured loans within the same ceiling.
Clearly, given the nature of microfinance loans, this regulation would necessarily limit
banks’ micro-lending activities. On the other hand, credit NGOs tend to rely on such
collateral substitutes as co-makers, post-dated checks, and group guarantees. Real
estate mortgages are accepted only if available. In contrast, banks generally do not
treat these substitutes as effective forms of collateral, requiring borrowers to present
“hard” collateral such as real estate mortgages. The problem arises when a rural bank
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becomes heavily involved in unsecured microfinance loans. It will be inviting BSP
moral suasion to go slow on micro-lending. 

Secondly, as discussed earlier, BSP examiners tend to be critical of unsecured
loans, making banks uncomfortable about extending clean loans. Thus, although the
law does not prohibit unsecured loans, banks tend to shy away from unsecured
lending. Third, BSP requires that clean 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.”18

Prohibition Against Deposit Pick-up Services
A 1999 BSP Circular (No. 118) could adversely affect the rural banks’ deposit
mobilization performance since it appears to prevent house-to-house visits to pick up
deposits. Small savers have shown reluctance in going to the banks to make deposits
for a variety of reasons. For instance, bank offices or branches may be too far from
their residence or their place of micro-business and therefore the transaction cost of
making deposits appears to be high. Thus, some rural banks have devised a way to
generate small amounts of deposits by offering pick-up services to regular depositors. 

Bank Branching Regulations
Currently, BSP requires banks to put up additional capital for every branch established.
While the requirements for rural bank branches do not seem to be high, these can
prove difficult for rural banks wanting to venture into microfinance. Because of
security reasons, BSP imposes certain standards on the branches’ physical structures.
These could be obstacles for expansion of microfinance banks’ deposit-taking activities.
For these institutions, it would be more effective if they are allowed to set up, say,
mobile banking units that allow them to reach out to small clients at a minimal cost.
On the positive side, current banking regulation does not place limits on banking
hours, giving microfinance banks the opportunity to adopt flexible banking hours.

Bank branching, together with the opening of new banks, was suspended
indefinitely by BSP in 1999.19 The closure of some rural and thrift banks, as well as
the Asian financial crisis, motivated this decision. Before the suspension, rural banks,
after satisfying the requirement for additional capital, could branch out anywhere in
the country except in the greater Manila area. The suspension works to the disadvantage
of rural banks that seek to diversify their portfolios. Experience has shown that a unit
rural bank — that is, a rural bank confined to a specific geographical area and serving
one particular type of clientele (agricultural borrowers) — can be exposed to covariant
risks. 

Ceiling on Fixed Assets 
BSP limits banks’ investments in fixed assets to 50 percent of net worth. In this regard,
computer equipment should be excluded from the ceiling, especially for rural banks
with small capitalization. This would allow rural banks to gain efficiency by automating
banking operations and making loan tracking and monitoring easier. It is noted that
the success of microfinance operations relies to a great extent on the ability of the
microfinance banks to track and monitor loan quality and other performance indicators.
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5.7 Supervisory Procedures
In addition to the issuance of regulations, BSP also conducts on-site bank examinations
at least once every 12 months. It also requires banks to submit regular reports — that
is, daily, weekly, monthly, quarterly, or annually — as part of its off-site monitoring.
Except for bank deposits, the BSP bank examiners are authorized to look into all
books, documents, papers, or records of the banks as well as the books and records
of persons and entities in connection with the activities of the banks. Bank assessment
is based on the CAMEL rating system.20

In terms of bank supervision, recent research indicates that Philippine bank
regulation and supervision have assessed risk without the benefit of a formal framework
and terminology. The common practice is simply to check for compliance with
banking laws and regulation, assess internal controls, and appraise management. This
does not necessarily ensure that activities or decisions posing the greatest risk to the
bank’s continuing operations are being considered at all. Nor do examiners necessarily
evaluate the bank’s lending policies. Although they profile loans, they do not necessarily
consider loans that are in the beginning stage of delinquency (Fitzgerald et al. 1997).
As well, prudential regulations cover only credit risk and not the spectrum of risks in
the banking industry.21

Overall, there is some bias in the current regulatory environment against
banks choosing to go into microfinance. BSP regulations are not deliberate efforts to
discriminate against microfinance but, to the extent that they constrain micro-lending,
they could be seen as the result of a lack of understanding of microfinance and a
desire to protect the banking system through conservative regulations. Regulations
that inhibit banks from expanding or even venturing into microfinance should be
reviewed and modified accordingly. As demonstrated by successful MFIs all over the
world, micro-loans are not necessarily more risky than the typical loan covered by
traditional collateral such as a real estate mortgage.

The review of BSP regulatory and supervisory practices should consider the
specialized nature of microfinance. As has been argued, micro-lending is very different
from banks’ other loan products, requiring different management skills, documentation
procedures, management information systems, and levels of monitoring. Understanding
these differences would be the first step towards developing regulations that will not
restrict banks from engaging in microfinance activities. Ultimately, it would be an
advantage for the country to have financial regulations that would encourage banks
to go into microfinance without necessarily creating unmanageable risks on both the
part of the microfinance bank and the regulatory authority. 
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Regulatory Factors Which Discriminate Against Microfinance
Regulatory discrimination against microfinance is not deliberate, but 
shows limited understanding of the consequences for microfinance of:
• the preference for fewer, bigger, banks
• some attitudes and practices of bank examiners
• limits imposed on unsecured lending
• concern with credit, as opposed to other, risks
• nonfinancial regulation, of such matters as deposit pick-ups, physical

facilities and location of branches, and investment in fixed assets.



6 Regulation and Supervision of 
Nonbank MFIs

Among MFIs, only rural banks are regulated and supervised by BSP. Since these
institutions perform a fiduciary function by taking deposits from the public, they are
subject to strict prudential regulation. In contrast, regulation of nonbank MFIs is
relatively lax, if not effectively nonexistent. The two types of nonbank MFIs are (i)
credit unions/cooperatives and (ii) credit-granting NGOs. 

While BSP is strict with rural banks with the protection of depositors in
mind, CDA and SEC generally leave the cooperatives and credit NGOs alone. (Because
of the principle of subsidiarity enshrined in the Cooperative Code, CDA claims to
have taken an arms-length approach in regulating cooperatives.) With its mandate to
regulate credit cooperatives, CDA has generally paid more attention to the promotion
and development of cooperatives. It provides training and education assistance to
those who want to establish a cooperative, and also gives out highly subsidized loans
to cooperatives. 

6.1 Credit Unions and Deposit-taking Cooperatives
CDA limits its supervisory function mainly to registering cooperatives. Cooperatives
are not subjected to minimum capitalization requirements, and other prudential
restrictions and monitoring is confined to submission of annual reports and cooperative
visits by CDA’s field agents. Examination means checking with compliance with CDA
registry rules. It was recently found that the registry is not efficiently handled by CDA,
which creates doubt regarding its ability to do a good job in regulating cooperatives,
especially deposit-taking cooperatives. 22

According to Llanto (1999), CDA has neglected the regulation of cooperatives.
Another recent study has pointed out that officially, as of 1997, there are some 52,000
cooperatives registered with CDA, of which only 60 percent seem functional. Of the
60 percent reported to be functional, only 17 percent submit audited financial
statements (Arbuckle et al. 1998). 

There is currently a bill in Congress (House Bill No. 6406) that seeks to
restructure CDA to make it focus on the regulation of cooperatives. BSP is not involved
in the regulation of deposit-taking cooperatives and has no desire to play this role,
citing its mandate to regulate banks and CDA’s developmental and regulatory functions
over cooperatives. However, BSP supports the development of appropriate regulation
of deposit-taking cooperatives in view of prudential concerns over deposits held by
them. 

6.2 NGOs Providing Credit Services
On the other hand, credit NGOs, which are not considered financial intermediaries,
do not have a supervisory body overseeing their activities. SEC acts merely as their
corporate registry. This lack of legal status to act as real financial intermediaries is the
principal problem faced by credit NGOs (Llanto et al. 1996b). They cannot mobilize
deposits and are dependent on donor funding. As a result, they have limited outreach
and their operations are financially unsustainable. 

Credit NGOs realize the need for deposit mobilizations. Some have been
mobilizing savings from their member-borrowers and booking these as capital build-
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up, group funds, or mutual savings funds. BSP 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.23 BSP feels
that it already has a large enough task looking after 53 commercial banks, 117 thrift
banks, and 826 rural banks, as well as a host of quasi-banks, thousands of pawnshops,
and other nonbank financial intermediaries. Adding another nonbank intermediary
group is therefore not a welcome and feasible prospect.

Nonetheless, BSP agrees that there is need for appropriate supervision and
regulation of deposit-taking MFIs (that is, the rural banks and credit unions), to ensure
their solvency and financial soundness. In this regard, it is taking a supportive role in
developing standards of performance for MFIs. As a member of NCC, BSP is helping
in current efforts to develop a chart of accounts for credit cooperatives by providing
information on the chart of accounts for rural banks. BSP also shares its expertise with
credit NGOs in their efforts to develop standards of performance. Both BSP and NCC
are members of the Coalition for Microfinance Standards. 

Thus, unless these credit NGOs convert themselves into banks or non-stock
savings and loans associations, they will not formally come under BSP supervision.
Any bank that they may establish or organize will, of course, be subject to BSP
regulation and supervision. On the part of BSP, it neither encourages nor discourages
the conversion of credit NGOs into banks. While many credit NGOs feel the need to
convert into banks or organize banks to become more effective in microfinance, they
seem reluctant to do so because of fear of being subjected to BSP’s strict regulations.
The relatively huge capitalization requirement of banks is also a source of anxiety to
credit NGOs although it seems that the average equity now held by those NGOs
would be sufficient to meet the capitalization requirement of a small rural bank.

6.3 Entry Requirements
There is now increasing realization among nonbank MFIs that unless they are able to
increase their pool of funds via deposit mobilization, they will not achieve any
significant outreach and the sustainability of their operations will forever hinge on
donor funding. The pressure to increase deposits is more pronounced for credit
NGOs than for, say, credit cooperatives because the latter can raise deposits from
their members. Rural banks have the authority to mobilize deposits from the public.
On the other hand, credit NGOs are reliant on subsidized funding from either
government or donors for their loan funds as well as operational expenses. Thus,
some credit NGOs have expressed a desire to organize or establish a formal financial
institution (such as a rural bank) to enable them to mobilize deposits and have arms-
length commercial transactions in the financial markets. 

One such credit NGO, Center for Agriculture and Rural Development (CARD),
has already set up a rural bank. To encourage more credit NGOs to do the same, it is
important that BSP’s minimum capitalization requirement is not set at too high a level
as to bar MFIs from organizing regulated financial institutions. The current level of
required capital of rural banks seems manageable from the vantage point of credit
NGOs as indicated by the experience of CARD.
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BSP’s supervision over other nonbank financial intermediaries has been transferred to
SEC.



6.4 Minimum Capitalization
As mentioned previously, BSP announced a new schedule of minimum capitalization
that banks are required to meet by the year 2000. The requirements for commercial
banks are very high. For rural banks, however, especially those established outside
Metro Manila and the cities of Cebu and Davao, the capitalization requirements are
less demanding. This is important since MFIs are more likely to go into rural banking
than commercial banking. 

At end-1999, a nonbank MFI wishing to organize a rural bank located outside
the key cities needed to put up P6.5 million (around $170,000). The amount may
even go as low as P2.6 million ($68,000) for rural banks that choose to locate in very
poor areas (Appendix 1). 

A survey of 16 NGOs indicated that at the end of 1996 the average NGO
already had P7.2 million in equity (Agabin 1998) and hence will be able to meet the
new capitalization requirement for rural banks in lower level municipalities. Following
Jansson’s (1997) analysis, assuming that (i) the NGO-turned-rural bank maximizes the
10 percent capital adequacy ratio, and (ii) its loan portfolio comprises 70 percent of
its assets, a P6.5 million capital implies a loan portfolio of P45.5 million. At P5,000 per
borrower, a rural bank dedicated to microfinance needs only 9,100 clients to remain
fully leveraged. This number of clients does not seem too hard to achieve given that
in mid-1997, the average credit NGO, with no access to deposits, already had 3,502
borrowers with the largest of the sample NGOs having as many as 8,183 borrowers
(Agabin 1998). 

BSP’s present minimum capital requirement does not pose too large a hurdle
for credit NGOs wishing to organize microfinance rural banks. If CARD Rural Bank
may serve as a useful example, BSP seems supportive of the plan of credit NGOs to
organize or establish a regulated rural bank. The minimum capitalization requirement
for other types of banks (for example, a development bank devoted to microfinance)
might be a problem for credit NGOs and private investors who have limited capital
but want to establish this type of bank. This is because of the higher capitalization
requirement for establishing thrift banks.

Thus far, only one credit NGO has opted to go into banking.24 Because it is
mainly a microfinance rural bank, it has a relatively large pool of unsecured loans.
Because of its efficient management of its loan portfolio, BSP does not appear to have
made an exception or criticism of it when the BSP examination was conducted. BSP
has, however, encouraged it to limit its unsecured loans to the equivalent of its equity
and to require securities or collateral on loans funded out of deposits. 

This shows that BSP is currently resorting to moral suasion on the issue of
bank exposure to unsecured loans. However, there is always the possibility that BSP
might go beyond mere moral suasion to force microfinance banks to be less active in
providing unsecured loans. This could be done by putting a cap on unsecured loans
— that is, by limiting micro-lending to a certain percentage of the microfinance bank’s
loan portfolio. Adoption of such a policy would be detrimental to microfinance. 

An alternative, perhaps, is for BSP to recognize that a microfinance bank can
also use non-conventional collateral substitutes used by credit NGOs to ensure
financial discipline from small-scale borrowers. Collateral substitutes may be in forms
such as joint liability covenants and blocked savings, which several financial
intermediaries in the ASEAN region have used to reach small-scale borrowers
successfully (Llanto et al. 1996a). 
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7 Conclusions and Recommendations

7.1 Conclusions
Bangko Sentral ng Pilipinas (BSP) has a critical role in the development of the
microfinance sector. Maintaining a stable macroeconomic environment through a
regime of low inflation and low interest rates contributes to increasing confidence in
the financial system. At the microeconomic level, efficient prudential regulation and
supervision strengthens the financial system and enhances the capacity and viability
of regulated microfinance institutions (MFIs) — that is, rural banks. 

The well-known information asymmetry problem in financial markets informs
BSP’s responsibility as an oversight agency for the financial system. Because the
owners and/or managers of the lending institution have more and better information
on the performance of a banking institution than the investing or depositing public,
an oversight agency is needed to attest to the good performance of the institution
concerned. A large investor or depositor may be able to gain the necessary information,
but this option does not exist for the ordinary depositor. Bank customers, clients, and
fund suppliers therefore have to rely on an oversight agency that regulates and
supervises financial entities for the necessary information about the financial condition
and performance of banks.

7.2 Recommendations  
(1) The central bank should act as an advocate for sustainable microfinance. 

BSP should maintain its public support for the policies of the National Strategy
for Microfinance and, in particular, the need to provide an enabling environment
so that the private sector might participate in the provision of microfinance
services. 

(2) BSP should continue to promote market-driven interest rate and credit
policies.

BSP should continue to promote the market orientation of interest rate and credit
policies and should resist every effort of certain sectors — for example, legislators
— to put a cap or ceiling on interest rates for any class of lending, including
poverty alleviation lending.

(3) Government initiatives to terminate subsidized credit programs and
programs requiring direct government involvement in retail microfinance
are worthy of BSP’s support.

BSP should support the Government’s continued implementation of Executive
Order No. 138 that terminates subsidized credit programs and transfers the loan
funds to government financial institutions for wholesale lending to private MFIs.

(4) The central bank should continue to play an active role to facilitate the
engagement of banks in microfinance. 

This study has pointed out specific regulatory and supervisory practices which
can either encourage or inhibit the involvement of regulated banks in microfinance.
BSP should, therefore, review those regulations and practices with the objective
of establishing a regulatory framework that is appropriate for microfinance banks
or microfinance operations. At the same time, that framework should ensure the
protection of depositors. BSP should continue its active role in the National Credit
Council (NCC), lending its expertise to NCC efforts to improve the regulatory
environment for banks to facilitate their engagement with microfinance.
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(5) A central bank review of minimum capital requirements for rural banks
is needed.

BSP should review its policy regarding minimum capital requirements for rural
banks in tandem with the prescribed capital adequacy ratio to avoid any unnecessary
barrier to NGOs’ wishing to organize rural banks for microfinance.

(6) BSP should also review current policy on entry conditions for new banks.

BSP should review its current policy suspending the entry of new banks and the
establishment of new bank branches with specific reference to the disabilities
imposed on microfinance by current regulations.

(7) BSP should continue to work with relevant agencies on the development
of an appropriate regulatory framework for nonbank MFIs.

BSP should continue to work very closely with the Department of Finance’s NCC,
the Cooperative Development Authority (CDA),and the Microfinance Council of
the Philippines in developing an appropriate regulatory framework for nonbank
MFIs.25

Having an appropriate regulatory environment for nonbank MFIs is crucial. As
observed in a related study (Quinones et al. 1999), the absence of such a regulatory
framework in the case of credit unions and credit NGOs denies the concerned
institutions critical social capital. What has been observed is that the unregulated
lending institutions such as credit unions and credit NGOs reach the limits of
their financial intermediation capabilities much sooner than the regulated financial
entities. They fail to mobilize deposits, which makes their loans more costly than
those offered by regulated entities which have the advantage of tapping relatively
cheap deposits from the public. Thus, unregulated entities have to rely on their
limited equity, donor grants or, perhaps, relatively high-cost commercial loans to
sustain their operations.

Credit unions and credit NGOs, most particularly, need the “stamp of approval”
of strong financial condition and good performance that appropriate regulation
and supervision can provide. The absence of an appropriate regulatory framework
tends to arrest the growth and development of credit unions and credit NGOs
because there is no “stamp or badge of approval” that can signal the commercial
market for investments and the depositor market for deposits in these institutions. 

Currently, Philippine banking laws and regulations  allow only banks to mobilize
deposits. The banks perform a fiduciary function and are, therefore, regulated
and supervised by BSP. Rural banks and cooperative banks have staying power
in the financial market because of their authority to mobilize deposits. They can
also broaden and deepen the financial services they offer without fear that their
operation will be criticized or labeled “illegal,” because they have the license to
do so. Credit unions to a very limited extent can innovate and stay competitive in
the market, and are allowed to mobilize members’ deposits only. Credit NGOs,
on the other hand, do not have the authority to mobilize deposits. Neither do
they have a license to do business, strictly speaking, since the authorities and the
public view them as nonprofit, non-stock organizations providing some form of
public service by providing social or microcredit. 

(8) BSP needs to collaborate on the formulation of appropriate reporting,
and performance standards for nonbank MFIs.

BSP should work with other stakeholders in developing performance and reporting
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standards for nonbank MFIs. In due course this could make the development of
a ratings system for MFIs feasible. 

(9) The central bank should provide support for capacity building of nonbank
MFIs.

BSP should support the capacity building of nonbank MFIs by providing technical
assistance through the Microfinance Council of the Philippines.

(10)BSP needs to educate its own staff on the special nature of microfinance.

BSP should educate its bank examiners on the special nature of microfinance
loans, with the objective of sensitizing them to issues of “differential policy bias”
against microfinance.

(11)Finally, the central bank must continue to focus on ensuring monetary
stability.

BSP must continue to ensure price stability which provides the underlying
conditions for microfinance development.
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Appendix 1: Capital, Reserve, and 
Other Requirements

Particulars

Ownership

Institutional 
set-up

Capitalization
requirement
(end-1998)a

Financial
products and
services

Market served

Enabling law

Regulatory 
body

Commercial Banks

Individual and/or family group:
20% ceiling

Corporate: 30% ceiling
Foreign: 30% ceiling (may be 

raised subject to approval of 
the Philippine President)

Stock corporation

EKBs: P4.5 billion
KBs: P2 billion 

Deposits: savings, time, demand 
Credit (loans, discounts, bills, 

lines of credit etc.)
Common trust funds
Foreign currency deposit units 

(subject to BSP approval)
Investment banking services 

(EKBs only)
Derivative products (subject to 

BSP approval)

Wide class of people from 
different industries; bias for 
the high-income 

RA 337, General Banking Act
RA 7721, An Act Liberalizing the

Entry and Scope of Operations
of Foreign Banks in the
Philippines

BSP Circular 51 (for foreign banks)

B A N G K O  S E N T R A L   N G

Thrift Banks
(Savings and Mortgage,

Stock Savings and 
Loan Association, Development)

Exempted from ownership 
ceilings until 16 March 2005

At least 40% owned by citizens 
of the Philippines

Stock corporation

Metro Manila: P250 million
Outside Metro Manila: 

P40 million

Deposits: savings, time, demand,
foreign currencies

Credit (loans, domestic L/Cs, etc.)
Common trust funds
Correspondent services
Collecting agent 
Mortgage and chattel mortgage

issuance and trading

Entrepreneurs requiring medium-
and long-term loans

RA 7906, Thrift Banks Act, 1995

P I L I P I N A S

Rural Banks/
Cooperative Rural Banks

Exempted from ownership ceiling 
for 10 years from 2 April 1992

Stock corporation

1st/2nd/3rd class cities and 1st class
municipalities: P5 million

4th/5th/6th class cities and
2nd/3rd/4th class municipalities: 
P3 million

5th/6th class municipalities: 
P2 million

Cities of Manila, Kalookan, Quezon,
Pasay, Mandaluyong, Makati and
municipalities of Malabon,
Navotas, San Juan, Paranaque:
P20 million

Cities of Cebu and Davao: 
P10 million

Deposits: savings, time, demand 
Credit
Correspondent services
Collecting agent 
Depository of government funds
Act as trustee over estates

People of rural communities; farmers,
merchants, and their cooperatives

RA 7353, Rural Banks Act, 1992

EKB = expanded commercial bank, DOSRI = directors, owners, shareholders, and related interest, FX = foreign exchange, 
KB = commercial bank, L/C = letter of credit, NCR = National Capital Region, TB = thrift bank. See also Abbreviations.  
a  BSP has imposed a continuing capital build-up program for banks over the next two years. 
Sources:  Manual of Regulations for Banks; Thrift Banks Act, 1995; Rural Banks Act, 1992.
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Particulars

Legal and
regulatory
environment

Commercial Banks

Capital-to-risk asset ratio: 10%
Long FX position not to exceed 

5% of unimpaired capital; 
short FX position not to 
exceed 20% of capital

Single borrowers’ limit of 25% of
unimpaired capital

DOSRI ceilings
• Individual: not to exceed

outstanding deposits and paid-
in capital in lending bank;
unsecured loans not to exceed
30% of total credit extended

• Aggregate: not to exceed the
lower of (a) 15% of loan
portfolio or (b) 100% of
adjusted net worth

Loan-to-deposit ratio: 75% 

Reserve requirement:
• Peso deposits: 10% statutory, 

4% liquidity
• Common trust funds
• Government deposits: 50%

liquidity floor

FX deposits: 100% cover
Investment in fixed assets: not to

exceed 50% of net worth
Ceilings on equity investments:
• Max amount: 50% of net 

worth for EKBs, 25% for KBs
• In a single enterprise: 15% of

net worth of investing bank
• In allied undertakings
• KBs: up to 49%
• TBs and rural banks: 100%
• Others: 100%
• In non-allied undertakings 

(for EKBs only): up to 35%
• Branching (subject to Mone-

tary Board approval) capital
requirements: NCR, Cebu and
Davao – P20 million; other –
P10 million

Thrift Banks
(Savings and Mortgage,

Stock Savings and 
Loan Association, Development)

Capital-to-risk asset ratio: 10%
Single borrowers’ limit = KBs

DOSRI ceilings
• Individual: not to exceed

outstanding deposits and paid-
in capital in lending bank;
unsecured loans not to exceed 
30% of total credit extended

• Aggregate: not to exceed the 
lower of (a) 15% of loan port-
folio or (b) 100% of adjusted net 
worth; unsecured loans not to
exceed 30% of the lower of (a)
allowable aggregate ceiling or 
(b) outstanding loans

Loan-to-deposit ratio = KBs

Reserve requirement:
• Peso deposits: 11% statutory, 

3% liquidity
• Common trust funds
• Government deposits: 

50% liquidity floor
FX deposits: 100% cover
Investment in fixed assets = KB

Ceilings on equity investments:
• Max amount: 25% of net worth 
• In allied undertakings: 15% of 

net worth 
Branching (subject to Monetary Board

approval) capital requirements:
NCR, Cebu and Davao – P10
million; other cities and 1st class
municipalities – P5 million;
2nd/3rd/4th class municipalities –
P3 million; other municipalities –
none

Taxation: except for corporate income
taxes and local taxes/fees/charges,
exempted from paying all other
taxes, fees and charges for a period
of five years from the date of
operation of the bank

Rural Banks/
Cooperative Rural Banks

Capital-to-risk asset ratio: 10%
Single borrowers’ limit = KBs
DOSRI ceilings = TBs
Loan-to-deposit ratio = KBs

Reserve requirement:
• Peso deposits: 5%
• Govt deposits: 50% liquidity

floor
Investment in fixed assets = KB
Ceilings on equity investments:
• Maximum amount: 25% of net

worth 
• In a single enterprise: 15% of

net worth of investing bank
• In allied undertakings
Branching (subject to Monetary

Board approval) capital
requirements: Greater Manila
Area – P5 million; Cebu and
Davao – P2.5 million;
1st/2nd/3rd class cities and 1st
class municipalities – P1.25
million; 4th/5th/6th class cities
and 2nd/3rd/4th class
municipalities – P0.5 million;
other municipalities – none

Taxation: Exempted from all
taxes, fees and charges for a
period of five years from start
of operations

EKB = expanded commercial bank, DOSRI = directors, owners, shareholders and related interest, FX = foreign exchange, 
KB = commercial bank, L/C = letter of credit, NCR = national capital region, TB = thrift bank. See also Abbreviations.  
a  BSP has imposed a continuing capital build-up program for banks over the next two years. 
Sources:  Manual of Regulations for Banks; Thrift Banks Act, 1995, Rural Banks Act, 1992.
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In Sri Lanka the cooperative sector is active in microfinance, and there are also a number of
specialist microfinance institutions (MFIs). The Central Bank of Sri Lanka (CBSL) has traditionally
pursued an active "developmental" role in the microfinance sector, although this has been changing.
It should further reduce its developmental activities by diluting its ownership of regional development
banks and taking a less hands-on role in project implementation. Conversely, it would be appropriate
for CBSL to expand its "promotional" role through training, research, information dissemination, and
pilot projects. 

There is also a case for bringing the larger cooperative rural banks within the regulatory
ambit of the central bank and encouraging their latent capacities for lending. And given the
uncertainty concerning deposit taking, the central bank should explicitly authorize MFIs to mobilize
member savings, subject to appropriate standards of operation.

Summary

John D. Conroy



Currency Equivalent

Currency Unit – Sri Lanka rupee/s (SLRe/SLRs)

US$1 = SLRs70 (at mid-1999)

Abbreviations
CBSL Central Bank of Sri Lanka

CRB cooperative rural bank

GNP gross national product

GPU Gami Pubuduwa Upadeshaka

HNB Hatton National Bank

MFI microfinance institution

NGO nongovernment organization

OECF Overseas Economic Cooperation Fund

RDB regional development bank

RRDB regional rural development bank

SBS Samurdhi Bank Society 

SEEDS Sarvodaya Economic Enterprises Development Services

SFLC Small Farmers and Landless Credit project 

TCCS thrift and credit cooperative society

UNDP United Nations Development Programme 

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

The Role of Central Banks in Microfinance in Asia and the Pacific280

Sri Lanka



Contents

1 Introduction and Background 282

1.1 Key Economic and Demographic Data 282

1.2 Financial Sector 282

2 Development of Microfinance 283

2.1 Regulated Financial Institutions in Microfinance 284

2.2 Cooperatives in Microfinance 286

2.3 NGOs in Microfinance  289

3 Role of the Central Bank 291

3.1 An Active Mandate for Development 291

3.2 Disengaging from Development 293

4 Central Bank Support for Microfinance Initiatives 294

4.1 Perceptions of the Central Bank about Microfinance 294

4.2 Developmental Activities for Microfinance 294

4.3 Promotional Activities for Microfinance 295

5 Regulation and Supervision of Banks 296

5.1 Regulation and Supervision of Commercial Banks 297
in Relation to Microfinance 

5.2 Other Banking Institutions 297

6 Regulation and Supervision of Nonbank MFIs 298

6.1 Cooperative Rural Banks 298

6.2 Thrift and Cooperative Credit Societies 299

6.3 Nongovernment Organizations 300

7 Conclusions and Recommendations 301

7.1 Conclusions 301

7.2 Recommendations  302

References 305

Appendix  307

281Sri Lanka

Sri Lanka



1 Introduction and Background

1.1 Key Economic and Demographic Data
Sri Lanka had a population of some 18.6 million people in 1997. Its population growth
rate from 1980 to 1997 averaged 1.4 percent annually, and over this period the crude
birth rate declined from 2.8 to 1.9 percent per annum. Sri Lanka has proceeded further
along the path of demographic transition than any other country in South Asia and in
1998 had the highest gross national product (GNP) per capita in the Indian subcontinent
at $810 (World Bank 2000). In 1990, Sri Lanka’s Gini index1 for the distribution of
income was 30.1, with the lowest 20 percent receiving 8.9 percent of income and the
top 20 percent receiving 39.3 percent (World Bank 1999). 

In 1997 Sri Lanka had the relatively high score (in relation to income per
head) of 0.721 on the Human Development Index. With real gross domestic product
per capita of $2,490, on a purchasing power parity basis, Sri Lanka’s mean life
expectancy was 73 years, adult literacy stood at 90 percent, and the combined gross
educational enrolment ratio (at primary, secondary, and tertiary levels) was 66 percent.
These are quite good social indicators for a nation at Sri Lanka’s level of economic
development. Sri Lanka is at the “medium” level of human development, according
to the United Nations Development Programme (UNDP), ranking 90th out of 174
countries for which data are provided. This again is higher than any other country in
South Asia (UNDP 1999).

Of 91 countries for which UNDP publishes poverty data, Sri Lanka ranks
33rd, with some 22 percent of its population below the nationally defined poverty
line. However, by South Asian standards, Sri Lanka’s poverty levels are not extreme;
only 4 percent of the population were below the World Bank’s key indicator level of
$1 per capita per day on a purchasing power parity basis, compared with more than
50 percent in India (UNDP 1999). To some extent this latter figure reflects income
redistribution achieved by the Government of Sri Lanka by means of transfer payments
made to lower income groups. According to official Sri Lankan data, the proportion
of households in consumption poverty fell from around 27 percent in 1985/86 to
some 24 percent in 1990/91 (Ratnayake 1998). 

1.2 Financial Sector
Five categories of institutions regulated by the Central Bank of Sri Lanka (CBSL) make
up the formal financial system:

(i) banking institutions, which comprise the central bank itself, a number of commer-
cial banks, and certain specialized banking institutions, including savings and
development banks and regional development banks;

(ii) deposit institutions, including the National Savings Bank; 

(iii) long-term lending institutions, comprising a number of specialized development
finance institutions;

Sri Lanka scores
well on the Human
Development Index,
with higher income
levels and less
absolute poverty
than elsewhere in
South Asia

1 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. 
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(iv) contractual savings institutions, including insurance companies and provident
funds; and

(v) other specialized financial institutions, including leasing companies, merchant
banks, venture capital companies, and finance companies.

Among those listed already, only the banking institutions have practical relevance for
microfinance. In 1998 there were 26 commercial banks, of which two were state
institutions, six were privately owned, and 18 were branches of foreign banks. Some
1,221 commercial bank branches provided retail banking services throughout the
country, and all but 44 of these were operated by domestic banks. Two small, new
“savings and development” banks had recently also been established by private
interests. A group of 17 regional rural development banks (RRDBs) was in the course
of consolidation into eight regional development banks (RDBs), a process which
continues. These institutions had a total of 176 branches. The two state-owned
commercial banks dominated the banking system and accounted for about two thirds
of banking system assets and liabilities. Among deposit institutions, there were 100
savings bank branches throughout the country in 1998. 

In addition, there was a widespread network of financial institutions within
the cooperatives sector, which were not regulated or supervised by the central bank.
These included the cooperative rural banks (CRBs) and the thrift and credit cooperative
societies (TCCSs). Some 1,260 cooperative rural banks and around 8,400 thrift and
credit cooperative societies complemented the regulated banking system. Given its
relatively small population and compact size, therefore, Sri Lanka is comparatively
well served by financial institutions.

2 Development of Microfinance
The commencement of formal microfinance might be dated as early as 1906, with the
formation of the first Sanasa society, the beginnings of a movement which was
formalized subsequently in 1911, with the passing of the Cooperative Societies
Ordinance. However, if we take microfinance to include the full gamut of informal
credit providers (including family, moneylenders, merchants, and produce buyers),
very much the major proportion of small loans has been obtained from such informal
sources. Even as recently as 1986/87 a central bank survey revealed that some three
quarters of credit transactions in Sri Lanka originated in this informal sector (Senanayake
1999). More recently, a wider range of institutional sources of microcredit has
developed. Microfinance has been given a central role in government poverty reduction
programs since 1989, and in 1992 a presidential commission on finance and banking
supported the development of a “pluralistic” approach to rural financing. Such an
approach:

Sri Lanka is
comparatively well
served by formal
financial
institutions

Formal Financial Institutions Relevant to Microfinance
• Commercial banks 
• Savings and development banks 
• Regional development banks (RDBs)
• Savings banks 
• Cooperative rural banks (CRBs)
• Thrift and credit cooperative societies (TCCSs)
• Sanasa, the federation of the TCCSs 



… provides scope for the involvement of a wide array of financial institutions,
cooperatives, NGOs [nongovernment organizations] and a range of governmental
and informal agencies, each employing different techniques and strategies based on
their different credit cultures, together with market-based interest rates and adequate
support services … (Presidential Commission on Finance and Banking 1992, 122). 

Certainly, the collection of microfinance institutions (MFIs) operating in Sri
Lanka is quite pluralistic, embracing a range of models and methods. But, beyond
that, much remains to be done before market-based interest rates are generally
adopted. 

Attanayake (1997) has adopted a threefold classification of the financial
institutions which actually or potentially provide microfinance services in the rural
sector. These three are: 

(i) regulated financial institutions — comprising the commercial banks, both state
and private, the two new savings and development banks, and the RDBs; 

(ii) cooperatives; and

(iii) “other formal nongovernmental institutions.” 

Microfinance is defined by the Asian Development Bank (ADB) 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”
(ADB 2000, 1). It is appropriate to examine the provision of microfinance services in
Sri Lanka using those categories.

2.1 Regulated Financial Institutions in Microfinance

Commercial banks
Both the commercial banks and the RDBs (or, more properly, their predecessors, the
RRDBs) have been used as conduits for government poverty alleviation programs
involving elements of credit. Thus, the Janasaviya program, which operated from
1989 to 1994, included microcredit disbursed through the state commercial banks and
RRDBs, among other conduits. The Janasaviya Trust Fund (from 1991) and its successor,
the National Development Trust Fund (to end-1997), relied heavily on rural branch
banking networks for disbursements. Another major government program, Samurdhi
(from 1995), relies on credit managed by the two state banks, while the Small Farmers
and Landless Credit (SFLC) project (from 1990) employed RRDBs as conduits. Samurdhi
and the SFLC project are discussed in sections 2.3 and 4.2 respectively.

Apart from such “policy” lending, commercial banks have not engaged in
microfinance to any significant extent, with one important exception. This is Hatton
National Bank (HNB), the leading private commercial bank in Sri Lanka. In addition
to serving as a conduit for government microcredit schemes, HNB has created an
innovative microfinance program called Gami Pubuduwa Upadeshaka (GPU). This
has been the subject of a study by the World Bank (Gallardo, Randhawa and Sacay
1997). Commencing in 1989, GPU targeted small and micro-savers and borrowers 
in rural and semi-urban areas. To the end of 1998, a total of SLRs876 million 
($12.5 million) had been advanced for 27,500 small and micro activities. Outstandings
at the end of 1998 were SLRs277 million for 10,900 small projects. This is an average
balance outstanding of around $360 which, in the absence of concrete information
about mean loan size, suggests loans average perhaps double that amount. The
collection ratio is stated to be 97.2 percent. HNB’s collection performance is very
much better than that of other commercial banks lending in rural areas.

HNB has been very active in mobilizing rural savings, realizing the potential
for growth within this sector that accounts for less than 5 percent of the total savings
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of the formal banking sector. While the calculation of rural savings presents some
difficulties, available data suggest that, between 1994 and 1997, national and rural
savings grew in step, by around 56 or 57 percent in constant price terms. Over the
same short period, HNB’s rural branches recorded a nominal increase in savings of
greater than 200 percent. Similarly, deposit mobilization within the GPU “micro”
program increased over the same period by 183 percent, at an annual compound rate
of 23.2 percent (Wijesundera 1999). 

HNB has adopted an innovative approach to rural banking, taking services
into the rural areas. Most banking transactions are carried out in the village rather
than at bank branches. While most loans are processed on an individual basis, many
smaller loans are arranged through nongovernment organizations (NGOs) which
provide social intermediation services, working with groups of the poor to link them
with HNB. Much of HNB’s “micro” lending veers toward the “small” rather than the
“micro” end of the scale, given that the average loan size may be close to $700–800,
in a country where per capita GNP is around $800 (World Bank 1999). 

However, it is clear that HNB has developed a capacity to serve some genuine
microcredit clients. In particular, it has shown the capacity to provide convenient
savings services which are used by the poor. From the viewpoint of HNB, this is a
profitable strategy of resource mobilization; its deposit/loan ratio at the end of 1998
appears to have been around 2.55 (see table in Section 2.2) while the average deposit
balance was approximately SLRs10,500 or $150. However, HNB’s ability to expand its
rural microfinance operations is constrained by the relatively small size of its branch
network and consequent lack of rural infrastructure.

Savings and Development Banks
A recent development has been the issue of banking licenses to two small specialized
banks, Sanasa Development Bank and Pramuka Savings and Development Bank.
Sanasa Development Bank was established in 1997 on the foundation of the Sanasa
movement of TCCSs, and is developing a micro-lending portfolio as part of its business
plan. It will also be involved in overseas-funded poverty lending activities implemented
by CBSL. Sanasa Development Bank is discussed in Section 2.2, together with the
activities of the Sanasa cooperative movement. Pramuka Bank is in a rather different
category, since it is urban based and lacks Sanasa’s rural network. Established more
recently, it appears to be primarily engaged in savings mobilization from urban and
corporate sources.

HNB is successful
in mobilizing
small- and micro-
savings

Getting Out of the Office: Hatton National Bank
HNB is Sri Lanka’s leading private bank. It has an innovative 
microfinance program with tailored approaches and profitable results.
• Staff are appointed specifically to the program.
• These staff go into the villages, and most transactions occur on the 

spot.
• Most loans are arranged with individuals, and NGOs act as 

intermediaries for groups.
• Loan collections are much higher than those of other commercial 

banks in rural areas.
• Savings mobilization is profitable for HNB, with convenient savings 

services offered to small and micro-savers.



Regional Development Banks
Legislation in 1997 provided for the creation of RDBs by amalgamating the previously
operating RRDBs; eight RDBs were to be formed from the seventeen RRDBs. One
reason for doing this was to conform with provincial boundaries, in line with political
decentralization, but other motives were to professionalize RDB management, achieve
economies of scale, and to reduce CBSL influence over RDB’s operations. The central
bank had held all shares in RRDBs, and their chairmen were usually political appointees,
with the Monetary Board nominating board members for approval by the minister of
finance. 

Each of the new RDBs will have authorized capital of SLRs500 million 
($7.1 million). CBSL is to hold only 72 percent of their initial subscribed capital of
SLRs150 million ($2.1 million). The issuing of further capital over time could permit
the progressive dilution of this stake. Other state financial institutions and the national
Employees Provident Fund hold the balance. RDBs will take over the balance sheets
of their predecessors and, to assist with recapitalization, CBSL will also contribute
loan capital in cases where superseded institutions had negative net worth. General
managers are being appointed from the state banking sector, and CBSL has only two
members on each bank’s board (out of six), with the rest representing other share-
holding institutions and the province (OECF 1999). Six of the proposed RDBs had
been established by the end of 1999 and the restructuring of the 17 predecessor
institutions was complete (CBSL 2000). 

As mentioned, RRDBs had been heavily involved in government poverty
alleviation lending. Reflecting this (see table), their advances typically exceeded total
savings deposits, in marked contrast with Hatton Bank whose savings mobilization
from small and micro-savers has exceeded its loans to this segment. While the new
RDBs will have mandates directed primarily at rural development, they also have the
task of “… promoting and developing … projects of Samurdhi beneficiaries …” within
the province (Parliament of Sri Lanka 1997). Samurdhi is a major government income
support program which is directed to the poor. RDBs have taken over responsibility
for lending to beneficiaries of the SFLC project, both directly to groups of the poor
and indirectly to NGOs and cooperatives which onlend to the poor. 

Whereas the financial performance of the predecessor RRDBs had been very
mixed, the intention is to equip the new institutions with professional management
and appropriate management information systems, and to require adequate debt
provisioning. With more independence from CBSL, there is scope for greater diversity
of corporate strategies and management styles (already apparent to the writer from
discussions with senior management of several newly formed RDBs). The legislation
poses no barrier to their eventual privatization, nor to the use of this form of bank as
the vehicle for private start-ups (including possibly by commercial banks seeking a
lower cost model for rural banking). RDBs accept savings and term deposits (offering
rates from 10 to 12.5 percent per annum at the time of the visit). They are under no
reserve deposit obligations to CBSL at present, but neither do they have access to
low-cost demand deposits.

2.2 Cooperatives in Microfinance
Turning to Attanayake’s second category, the cooperatives, there are two sets of
institutions actually or potentially involved in providing financial services to the poor.
These are the CRBs and the TCCSs. Both sets of institutions are regulated by the
Department of Cooperatives, not CBSL.
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Cooperative rural banks
There were 1,418 CRBs, small institutions affiliated to multi-purpose cooperative
societies, at the end of 1999 (CBSL 2000). They are effective mobilizers of savings,
with more than 5.3 million individual savings accounts (in a population of some 
19 million). They held more deposits in total than RRDBs. They also held substantially
more deposits (see table) than any of the selected rural financial institutions to be
discussed later. On the other hand they are less significant as lending institutions,
typically having a loan/deposit ratio of less than 40 percent. CRBs have historically
been an important source of liquidity for People’s Bank, the state institution which
was their handling bank until 1992. More recently, they have operated under the
umbrella of a network of 14 district cooperative rural banking unions as apex bodies. 

Attanayake (1997, 24) notes that some 75 percent of CRB loans have been
given for purposes such as “pawning, housing and consumption” and gives a somewhat
negative judgment of the lending performance of CRBs which, if correct, seems
unfortunate in view of their extensive rural outreach: 

[They] … have not played an important role in providing credit facilities for their
rural membership to undertake income-generating activities … [and] as in the case of
commercial banks have not been innovative in rural lending. They do not have
adequately trained staff to handle development credit. They also lack an effective
credit supervision and follow-up system to ensure the proper use of credit by the
borrowers and to undertake recovery at field level.

On the other hand, the pawning activities of CRBs are conducted efficiently
and with very low transaction costs. Some CRB managements are thought to be
interested in commercial or specialized bank status for their institutions, and a few are
thought to have the necessary financial strength, although most are very small. A few
CRBs are already subject, in principle, to supervision by CBSL, by virtue of their
membership in a deposit insurance scheme, and the central bank is studying the
possibility of bringing all CRBs within this scheme. This might increase the central
bank’s influence over CRBs, which at present inhabit a regulatory “grey area,” so far
as financial sector development is concerned.

Another difficulty affecting the capacity of CRBs to adopt a sustainable
lending approach lies in the politicization of the multi-purpose cooperatives to which
they are attached. However, despite all the disadvantages, the fact of their potential
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Deposits and Advances: Selected Rural Sector Institutions (1998 and 1999) (SLRs Million)

Hatton
National

Bank

All Micro-

Rural financing

Total Savings 8,869 707 7,827 966 12,914 3,506 458 425 46

Savings — — 1,881 169 9,545 1,543 — 329 17

Special Savings — — 111 10 — 762 194 96 13

Fixed Deposits — — 5,835 627 3,369 443 — — 1

Shares — — 1 160 — 756 263 — 16

Total Advances Made 277 9,149 325 3,496 1,868 827 504 228

a  1999 data; remainder are for 1998. 
— = data not available or not calculated. 
Sources:  CBSL (1999, 2000), Wijesundera (1999).

Regional Sanasa Cooperative Thrift  Samurdhi SEEDSa Janashakthia

Rural Development Rural and Credit Bank
Development Banka Banka Cooperative Societies

Banks (Sanasa)

Cooperative rural
banks mobilize
savings well but
are less effective
in lending

With their large
client base, CRBs
should be more
effective in rural
financial
intermediation



in terms of outreach and infrastructure remains, and it would be useful if this potential
could be tapped for the needs of rural credit, including microcredit. Against this, there
is the view that CRBs could become even more vulnerable to political influence if
they were to become more significant lending institutions. This line of argument
suggests that only if CRBs were removed from the politicized environment of the
multi-purpose cooperatives (and perhaps from the jurisdiction of the Department of
Cooperatives as well) could they assume the responsibility for rural financial
intermediation which their large customer base and widespread network equips them
to fulfill. Whatever the validity or otherwise of this view, it is clear that their potential
for lending could only be realised after intensive effort to build their institutional
capacity and human resources for that purpose.

Thrift and credit societies
The thrift and credit cooperative societies in Sri Lanka are organized into a federation
(FTCCS), otherwise known as the Sanasa movement. At end of 1997 there were some
8,400 primary TCCSs with a total membership of 786,000, of whom 32 percent were
aged from 18 to 35 and 54 percent were women (Kiriwandeniya 1998). Within a
national population of fewer than 19 million people, Sanasa clearly reaches a significant
proportion of households, although the movement’s coverage and strength vary
between regions. 

The Sanasa movement has been the subject of a detailed study (Hulme et al.
[1994] cited in Attanayake 1997). The primary societies mobilize savings and provide
loans for income-generating activities and consumption. Since 1978 the movement
has made a conscious effort to incorporate a larger proportion of poor people into its
membership, although the leadership at the primary society level still mainly comprises
the village elite and the salariat (Attanayake 1997). Nonetheless, the aggregate
membership includes a larger proportion of the poor than society at large, according
to Hulme et al. Sanasa serves as a conduit for a number of government and internationally
funded microcredit schemes, in addition to its own core activities. Even so, reflecting
the demand for savings services among its constituency, Sanasa had a savings/credit
ratio of 1.88 at end-1998 (table). 

Sanasa has created a number of subsidiaries to increase the range of services
available to members, including an insurance company established in 1992, and
Sanasa Development Bank (founded in 1997) which it intends to develop as a full
commercial bank in due course. Incorporated with an initial subscribed capital of
SLRs100 million ($1.43 million), the Sanasa Development Bank has a majority of
shareholders from TCCSs of the Sanasa movement. While it is establishing branches,
its main outreach will be via approved Sanasa primary societies, operating as “agency
banks” for Sanasa Development Bank, while retaining their society status. However,
as already mentioned, these primary societies are answerable to the Department of
Cooperatives, not to CBSL, which may raise certain difficulties for the central bank’s
Bank Supervision Department.

The new Sanasa Development Bank has as explicit goals: (i) strengthening
the Sanasa movement to become a sustainable rural credit institution; and (ii) raising
the income levels of the poor through sustainable approaches (Kiriwandeniya 1998,
8).Described by its founder as “inherently a bank for microfinance which is also
acting as the apex financial institution for the entire Sanasa movement,” the Sanasa
Development Bank has launched several group lending schemes, for both poor
members of Sanasa and nonmembers. It has also entered into “joint ventures” with
NGOs and community-based organizations to finance their poverty lending, and
plans to extend this activity (Sanasa Development Bank n.d.). 

However, comments already noted about the social composition of the
clientele of TCCSs should be remembered when assessing the claim that Sanasa
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Development Bank is “inherently” a microfinance bank. Clearly, it is an effective
financial institution serving rural communities, including some of the poor, with the
potential to increase its outreach to the disadvantaged. Moreover, as a bank it is
geared to lending, by contrast with TCCSs, which are primarily mechanisms for
savings mobilization. Sanasa Bank states that it already has approval to expand its
operations to full commercial bank status, and that it intends to do so as capital
raising and market conditions permit. Compared with, say, HNB, Sanasa is well
favored by reason of its extensive rural infrastructure. Whether it could achieve the
same level of professionalism in banking operations is another issue.

2.3 NGOs in Microfinance 
The third category of institutions engaged in microfinance consists primarily, but not
exclusively, of NGOs. There is a proliferation of NGOs in Sri Lanka, mostly small,
local, and with religious or social welfare objectives. Some hundreds claim, or aspire
to, national coverage. In addition, there are community-based organizations of a less
independent nature which have been created by government agencies as vehicles for
official programs.

There are a number of substantial and well-performing NGOs providing
microfinance services in Sri Lanka, both on their own account and as agents for
government and externally financed programs. These include Sarvodaya Economic
Enterprises Development Services (SEEDS) and Janashakthi. In addition, given the
volume of resources available since 1989 under official poverty alleviation schemes,
such as Janasaviya, the National Development Trust Fund, and the SFLC project, it is
hardly surprising that a number of “supply-driven” NGOs have emerged to serve as
conduits. 

In some cases, official programs have also engendered community-based
organizations of a quasi-independent nature which provide microfinance services at
field level. Samurdhi is one such organization which is not strictly an NGO, though
sharing some NGO characteristics.

Among more spontaneous NGOs emerging from communities, Sarvodaya is
a well-established movement working for rural development through people’s
participation. Since 1986, it has had a separate economic development arm, SEEDS.
In 1998, SEEDS incorporated as a company limited by guarantee, with the objective
of creating a specialized development bank under CBSL regulation by 2003. This is to
be developed on the foundation of an existing network of “village banks,” of which
some 250 were operating in mid-1999, with a further 2,200 “societies” (potential
village banks) altogether serving some 294,000 people. Accumulated savings stood at
SLRs323 million ($4.6 million), an increase of SLRs31 million for the quarter ended 
30 June 1999, while loan disbursements were SLRs97 million ($1.4 million) for the
quarter. The repayment rate (amounts paid on current loans as a proportion of loans
currently due) was 93 percent for the quarter, while portfolio at risk (defined as the
proportion of current portfolio more than 12 months overdue) was 14.5 percent
(SEEDS 1999). These data relate to lending funded by SEEDS internal resources. It is
also responsible for substantial additional lending with externally sourced funds.

The societies and “village banks” are registered as membership institutions
under the Societies Ordinance, 1891. SEEDS has a “credit plus” model of microfinance,
with separate divisions for banking and training operations. This orientation shows in
the loan portfolio for the June quarter of 1999; borrowers for the quarter numbered
5,839 (of whom 60 percent were women) from a society membership of some 294,000.
It seems that the bulk of the membership was participating for access to savings
services and other benefits, rather than credit. The mean loan size is around SLRs16,300
($230) which, in relation to GNP per capita of $800, suggests that the majority of loans
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fall into the microcredit range for Sri Lanka. Slightly more than 40 percent of loans by
SEEDS finance trading, with another 27 percent supporting other economic activities.

If an MFI, such as SEEDS in the present instance, is seen to be primarily a
provider of savings services, this should not necessarily attract criticism. An observer
has commented that in Sri Lanka:

Some of the better-established small savings programmes … may … not be accessible
to individual small savers. This is because they prefer to exclude themselves from the
credit and microenterprise components of an on-going programme because of the
risks involved … In such cases, the catchment of savers could be widened by making
it possible for such poor … to save regularly through an easily accessible savings
programme (Gunatilaka 1997, 32). 

This appears to be what SEEDS has done.

The Samurdhi(prosperity) movement is a wholly government-funded initiative,
providing welfare transfers and attempting a more comprehensive coverage of the
disadvantaged than is common in countries at Sri Lanka’s level of income and
development. It commenced in 1994 and also aims to address problems of unemploy-
ment among youth (defined as persons between 18 and 35). Politicization of the
program resulted in extension of income support to many people not strictly entitled
to it. By August 1998, some 1.97 million families (fully 51 percent of the population)
were eligible for payments (Department of Poor Relief n.d.). This contrasts with
estimates, already cited, that the proportion of the population in poverty, using the
official national yardstick, was only about 24 percent at the start of the 1990s. CBSL
has described the coverage of income support as indicating “a major lapse” in the
program’s “monitoring and screening process” (cited in OECF 1999).

Aside from income support and other transfers, Samurdhi has also operated
a microfinance scheme since 1996. It claims to have drawn upon the experience of
successful MFIs in Sri Lanka employing group methods, such as Janashakthi, Sarvo-
daya, and the Sanasa movement, to create Samurdhi bank societies (SBSs). Member-
ship of SBSs is by shareholding, but the societies will also deal with nonmembers.
Members join self-help groups set up to promote savings and disburse credit, with
recipients of income support being encouraged to save a portion of their benefit.
Samurdhi management claims the program reaches deep into the poverty strata,
deeper even than Janashakthi, which is often mentioned as an NGO that has successfully
targeted the very poor.

By the end of 1997, some 260 SBSs mobilized more than 400,000 members
with savings of SLRs49.2 million ($0.7 million) (CBSL 1998a). By April 1998, the
number of SBSs had risen to 475, holding savings of SLRs78.2 million ($1.1 million).
Deposits of nonmembers amounted to some 4.2 percent of total deposits, while
individual savings totalled 52 percent, and deposits held in the name of groups
totalled some 17 percent. Member deposits yielded annual interest at 9 percent, and
dividends were also paid on shares (Department of Poor Relief n.d.). The rapid
growth of these informal institutions (albeit they are under the aegis of a government
department) alarmed CBSL, which saw “an issue that may arise with the placement of
such savings with unregulated and unsupervised informal societies ….” The central
bank concluded that “it is of utmost importance to take precautionary measures by
linking these SBSs to a state bank …” for purposes of deposit and safekeeping (CBSL
1998a, 172). However, Samurdhi is set up under its own Act, which authorizes it to
conduct savings and credit operations without reference to the central bank.

The major objective of SBS microfinance lending is stated as reducing the
“income vulnerability” of the poor. Data for 1998 (Dept. of Poor Relief n.d.) relate to
lending financed by the internal resources (that is, deposits and share capital) of SBSs.
These indicate that some 70 percent of loans are for self-employment and another 
25 percent for cultivation. The loans bear an interest rate of 3 percent per month on
the reducing balance over loan terms of from three months to two years. “Distress” or
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consumption loans carry a rate of 1.5 percent per month. Loans are restricted to
members, and to a multiple of share capital held by the borrower, as well as to a
fraction of savings held in the name of the group to which the borrower belongs. The
loan portfolio of an SBS is restricted to 80 percent of the combined value of deposits
held, plus share capital issued. Loan approvals are made on the basis of group
guarantee and character of the borrower. SBSs contribute 1 percent of the amount of
each loan to an insurance fund, covering loan default for reasons beyond the control
of the borrower. 

Data on repayment rates are not available in standard form; rates are said to
be “more than 100 percent in most areas” because of early repayment (which is quite
common because of diminishing balance interest calculations). Because the loan
funds are derived from the membership and loan sizes are quite small, this portion of
Samurdhi’s operations does not suffer from political interference. Samurdhi also
administers a number of other lending schemes which are funded by the Government
and channelled via the state commercial banks. These are directed to microenterprise
development and employment creation, and tend to be more politicized. The
channelling institutions are subsidized to hold the final lending rate down to 
10 percent per annum, loan sizes are larger, and repayment performance is in general
inferior to that of Samurdhi’s microfinance program. Other institutions targeting this
lower end market without benefit of government subsidy (such as the Sanasa primary
societies) feel their lending is undercut and their sustainability threatened by Samurdhi’s
lower interest rates.

Whatever the accuracy of Samurdhi’s repayment information, SBSs are not
highly geared, in terms of lending members’ funds. At September 1998, the assets of
the Samurdhi banks totalled SLRs368 million ($5.3 million), of which outstanding
loans were only 26 percent (SLRs94 million, or $1.3 million) with some 63 percent
invested in interest-bearing instruments (Samurdhi 1999). In total, by the end of 1998,
Samurdhi had made some 68,500 microfinance loans from members’ funds, valued at
SLRs238 million ($3.4 million) at a mean loan size of SLRs3,470 ($50) (CBSL 1999).
SBSs are also used as vehicles for a variety of other government-financed lending,
channelled via the two state commercial banks. Loans under these schemes totalled
SLRs589 million by the end of 1998, making a total of SLRs827 million ($11.8 million)
granted by the Samurdhi Banks (see table). Total savings and capital mobilized by all
Samurdhi operations totalled SLRs458 million or around $6.5 million at the end of
1998.

3 Role of the Central Bank

3.1 An Active Mandate for Development
When the British colony of Ceylon became independent in 1948, an early priority was
to draft a Monetary Law Act. The central bank commenced operations in 1950. Besides
the normal objectives of price stability and maintenance of the exchange rate, CBSL
was also charged with responsibility for “the promotion and maintenance of a high
level of production, employment and real income in Ceylon: and the encouragement
of the full development of the productive resources of Ceylon” (Karunatilake 1986,
230–31).

Thus, the central bank was given a mandate for an active developmental
role from its inception. By design CBSL was to be only technically an autonomous
institution; the powers and duties of the central bank were vested in a Monetary
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Board consisting of the governor (nowadays appointed by the President of Sri Lanka),
the secretary of the Department of Finance, and a third person, now also a presidential
appointee. An observer has pointed out that this arrangement helped “to strike the
right balance between the Bank’s independence and the harmonious relationship
with the government.” However, as the same observer noted: “The ability of the
Central Bank to maintain monetary stability has been inhibited in certain periods by
the excessive recourse to expansionary financing by the government” (Karunatilake
1986, 239–41). Amendments to the Monetary Law Act, proposed at the time of writing
this report, will reinforce the primacy of the central bank’s price stability objective,
and are designed to increase its independence.

Historically, CBSL has paid particular attention to promoting the development
of the banking and financial system by such measures as the establishment of People’s
Bank (the second government commercial bank with particular responsibility for the
agricultural sector) and by setting up the National Savings Bank. CBSL recommended
legislation to make the Bank of Ceylon (the other state commercial bank) a more
proactive financier of commerce and industry and established the network of RRDBs
in which CBSL itself held the initial share capital. CBSL also set up the Rural Banking
and Staff Training College in 1963 (now the Centre for Banking Studies). This continues
to offer training courses for staff of CBSL, but also caters for the training needs of
other banking institutions. 

The central bank opened regional offices to monitor agricultural development
and to assure attention to the financing needs of agriculture and regional industry.
This regional infrastructure subsequently facilitated CBSL’s direct involvement as
implementing agency for a variety of rural credit, small enterprise, and microfinance
schemes funded by government and donor agencies, such as the SFLC project. These
schemes have been managed by CBSL’s Rural Credit Department.

The central bank also assumed an active role in financing development. The
Finance Act, 1963 empowered CBSL to provide medium- and long-term financing for
productive activities. It was required to finance commercial bank lending for specified
activities. CBSL had power to vary reserve ratios over a wide range, and by other
means to impose both aggregate and selective credit controls on the financial system.
It had the power to fix maximum deposit and lending rates for commercial banks and
otherwise to influence market interest rates.

Through these activities and others mandated by the original Monetary Law
Act, CBSL has played a very direct “developmental” role, as defined by Chandavarkar.2

The instruments of financial sector repression were in use, including virtually automatic
financing of government deficits by the central bank and the maintenance of substantial
unremunerated reserve requirements for commercial banks. To these measures may
be added the control of interest rates and the direction of credit. On the other hand,
CBSL has also played a “promotional” role in relation to enlarging the financial sector
and diversifying the range of institutions operating in it.
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3.2 Disengaging from Development
CBSL still maintains relatively high statutory reserve requirements for the commercial
banks (12 percent of deposits as at July 1999) and the Government appears to retain
veto power over the Monetary Board. However, CBSL has progressively relinquished
direct controls on credit and interest rates in recent years and its refinancing activities
have been gradually phased out. All sectoral credit ceilings have been removed and
commercial banks are now free to set interest rates on deposits and loans. While
CBSL still continues to implement some government-funded and donor-funded credit
projects, including some that offer subsidized credit, the developmental activities of
its Rural Credit Department have been somewhat curtailed. This reduction goes some
(but not all) of the way towards satisfying the 1992 recommendation of a Presidential
Commission on Finance and Banking, that “the central bank should confine itself to
its traditional supervisory roles and phase out its heavy commitments to development
banking” (cited in OECF 1999). 

Nominal freeing of interest rates does not necessarily mean that banking
rates are actually market determined, since the market dominance of the two state
commercial banks (which experience substantial proportions of nonperforming loans
and high transaction costs) is thought to result in relatively large spreads between
loan and deposit rates. Similarly, the market leadership of the National Savings Bank
is thought to put a floor under deposit rates more generally throughout the system. If
so, the overall structure of rates may be higher than would be determined in a more
competitive market.

For the commercial banking system as a whole, and especially for the state
banks, the ratio of nonperforming loans is thought to be relatively high. While to
some extent this may reflect the recent more rigorous application of loan classification
guidelines (discussed in Section 5), the major reason lies in lending and loan forgiveness
policies related to the national election cycle. Political influence on the lending
policies of institutions, including those in the private sector, has been a pervasive
feature of the Sri Lankan financial system. 

Proposed amendments to the Monetary Law Act will emphasize the primacy
of price stability among the objectives of the central bank. This should increase the
central bank’s independence and further reduce any interventionist tendencies.
Amendments to the Banking Act are also being drafted to strengthen the regulatory
and supervisory framework for the commercial and specialized banks. However,
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facilities.
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• support for pilot projects using innovative approaches to provision of financial

services
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• collection and publication of data
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pervasive government influence over the financial system, as evidenced by the
continuing market dominance of government commercial banks and the National
Savings Bank, indicate that much remains to be done to “promote”3 financial sector
liberalization. CBSL has limited capacity to effect this without a political decision to
make greater “space” for private financial institutions.

4 Central Bank Support for Microfinance
Initiatives

4.1 Perceptions of the Central Bank about Microfinance
CBSL sees “the formation of people-based microfinance organizations” as an element
in a conscious policy of “encouraging the establishment of a widespread rural banking
network at the grassroots levels” (CBSL 1998a, 176). Its most recent annual report
gives prominence to microfinance initiatives including the SFLC project and the SBSs.
Few, if any, other central bank annual reports published in the region deal with
microfinance in any detail. CBSL, by contrast, attempts to map out the full extent of
institutional microfinance activity, including activities such as those of the Sanasa
movement and CRBs not under its supervisory jurisdiction.

Microfinance falls within the purview of CBSL’s Rural Credit Department
which, aside from the Research Department, is the primary locus of expertise in
microfinance within CBSL. It is not clear that similar levels of interest and understanding
occur elsewhere in the central bank; discussions with other officers tended to reveal
some confusion about the distinction between small enterprise financing and
microfinance. However, there appears to be informed support at the highest level of
CBSL for the further development of microfinancing institutions in the context of a
diversified rural financial infrastructure.

4.2 Developmental Activities for Microfinance
As mentioned, the central bank has had the “executing agency” role in externally
financed microfinance projects such as SFLC. The Rural Credit Department of CBSL
describes the earlier phase of SFLC (1988–1997) as “an experimental poverty alleviation
project brought into operation by the direct intervention of CBSL as the catalytic
agent” (CBSL 1998b, 18). In addition to a central project office at headquarters in
Colombo, the central bank also set up project offices at district level to administer the
SFLC project, using a network of field officers who performed social intermediation
functions. These involved linking borrowers (who had been organized into groups)
with the local branches of RRDBs. Field officers also worked to lower the transaction
costs of both lending institutions and borrowers by assisting with the delivery of
credit, collection of savings, and recovery of loan instalments. This was a highly
interventionist role for a central bank in support of the development of microfinance.

CBSL continues an active developmental role. Of direct relevance to
microfinance, it maintains 72 percent shareholding in, and nominates some board
members to, the new RDBs although this represents a dilution of its ownership and
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control, compared with the predecessors, RRDBs. In the broader field of small
agricultural and small enterprise development lending, CBSL still administers interest
rate subsidies on a number of schemes, including the New Comprehensive Rural
Credit Scheme and the Surathura Scheme for Self-Employment Promotion. (CBSL says
in its own defense that these remaining subsidies are a direct charge against the
government budget, rather than being funded by CBSL itself, as in earlier years. There
is still support within the central bank for it to conduct refinancing, so long as the
finance is sourced externally, from government or donors). Overall, some reduction
in the direct “hands-on” involvement of CBSL has occurred in recent years. Further
reductions are anticipated (as with RDBs, in which progressive dilution of the central
bank’s shareholding and influence would follow upon their successful operation). 

The SFLC project has been renewed with Japanese government funding and
the central bank is again the implementing agency. The new RDBs and other local
intermediaries, including NGOs and possibly also primary societies of Sanasa, are
likely to play a somewhat more independent role, with less intensive involvement of
CBSL staff at the field level. Lending institutions will be allowed to determine their
own on-lending rates to final borrowers, based on their own assessments of costs and
risks. 

In the interim period between the earlier SFLC project (to 1997) and the new
phase, CBSL has encouraged community-based organizations formed under the
project to continue their savings and credit operations. It has provided guidance and
training for this purpose. These MFIs, known as SFLC societies, lend from revolving
funds left over from the project, at an annual interest rate of 20 percent to the final
borrower. The societies are formed at district level, and there are plans for them to
federate at the national level. They are registered as limited liability bodies with the
registrar of companies under the Societies Ordinance, and members contribute share
capital as well as savings. 

Some thought was given in the central bank to creating a licensed banking
institution as an apex for the societies, but this idea was not taken up. There is a
feeling, however, that these MFIs need more effective regulation and that the Societies
Ordinance is not an appropriate framework for this purpose. The societies have their
own boards and audit committees. But in an effort to improve standards, and after
approval by the Monetary Board, CBSL “contracted out” the task of drafting a model
constitution for the societies. The contract also called for more appropriate accounting
and auditing standards to be prepared. This, and subsequent training to introduce the
new concepts, was done by SEEDS. The central bank regards this as an initiative in
governance as much as in technical issues of microfinance, seeing good governance
and financial transparency as the best protection for societies against political
interference. The appointment of an independent Sri Lankan MFI to conduct the work
is a considerable departure for CBSL. 

4.3 Promotional Activities for Microfinance
The preceding account of recent activities of the central bank in support of SFLC
societies shows a shift in emphasis by CBSL away from direct developmental
involvement with MFIs to a more promotional stance. However, it is clear that CBSL
is still heavily engaged. We turn now to some clearer cases of promotional activity.

CBSL maintains the Centre for Banking Studies which conducts training
programs for CBSL staff and those of other financial institutions. This institution has
the capacity to play a valuable role in support of microfinance, given the obvious
needs for human resource development and capacity building in MFIs, and in other
financial institutions where the levels of knowledge and sensitivity to microfinance
issues need to be improved.
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The central bank’s Research Department, as evidenced by recent annual
reports (for example, CBSL 1999) and other publications (for example, Attanayake
1997), takes an active interest in microfinance. Its network of regional offices gives it
the capacity for further data collection and surveys, which could be employed to
identify and document microfinance best practice and to assist in formulating central
bank policies for microfinance. There is also scope for the more rigorous evaluation
of past experience in the field. The central bank has lent its prestige to a number of
efforts to disseminate information about microfinance. These have included col-
laboration with UNDP and the Banking with the Poor Network to host national
workshops for banks and NGOs, and participation in attempts to create a national
umbrella organization for MFIs. However, UNDP’s resident mission in Colombo
appears currently more active in coordinating policy discussion of microfinance. 

CBSL’s recent efforts to restructure and professionalize RRDBs have already
been described. These can be seen on the one hand as beginning its withdrawal from
developmental activity with these institutions, and on the other as a positive effort to
promote their sustainability through legislation and professional guidance. The central
bank’s role in other externally funded microfinance initiatives has typically gone well
beyond the “pilot project” or promotional level of activity (although in the case of the
SFLC project, a similar process of withdrawal is discernible). Given that there are now
autonomous and competent microfinance actors in both NGO and private banking
sectors of Sri Lanka, there seems ample scope for CBSL to trial initiatives with a lighter
touch in future. In place of the hands-on approach, it could aim instead to liberate
the energies of other actors by removing impediments and by clarifying “rules of the
game.” It could attempt to generate externalities which would lower transaction costs
and improve information flows for both MFIs and their clients.

The preceding paragraphs, discussing a range of promotional functions
which CBSL is either performing or is otherwise equipped to perform, have all focused
to some extent on information flows. Discussions with well-informed observers of
microfinance in Sri Lanka during the writer’s visit turned frequently to lack of infor-
mation as a constraint on the development of a sustainable and wide-reaching
microfinance industry. Practitioners are said to lack knowledge of international best
practice and commercial bankers are judged unaware of the potential of microfinance.4

5 Regulation and Supervision of Banks
Sri Lanka’s central bank, CBSL, is responsible for regulating and supervising commercial
banks, specialized banks, and finance companies. The relevant legislation includes
the Monetary Law Act and the Banking Act, both amended most recently in 1995.
These amendments strengthened the central bank’s regulatory powers and brought
the specialized banks (including the two new savings and development banks) and
RDBs under its supervision. CBSL does not have responsibility for regulating and
supervising CRBs, which report to the Department of Cooperatives. A few CRBs
which are also members of CBSL’s deposit insurance scheme are liable in principle to
inspection by the central bank. As already mentioned, speculation that membership
of the scheme might become compulsory for CRBs in future opens up the possibility
of the whole system’s coming within its supervisory scope. This is of potential
significance for microfinance, given the substantial outreach of these institutions in
rural areas and among the poor.
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5.1 Regulation and Supervision of Commercial Banks in
Relation to Microfinance

Minimum capital requirements for banks differ according to the class of institution.
The smallest category of regulated institution, the savings and development bank,
requires a minimum initial paid-up capital of SLRs100 million ($1.43 million) while
the new RDBs have been launched with initial subscribed capital of SLRs150 million
($2.14 million) out of authorized capital of SLRs500 million. Neither of these institutions
may accept demand deposits or offer checking facilities, but neither are they subject
to reserve deposit requirements. A commercial bank offering the full range of banking
facilities requires minimum initial capital of SLRs500 million ($7.1 million). By
comparison with some other countries of the region, for example, the Philippines and
Indonesia, the minimum capital hurdle for setting up a small banking institution
which could be more favorably disposed to microfinancing (SLRs100 million) is
relatively high in Sri Lanka (McGuire et al. 1998).

The influence on interest rates of the dominant state banking institutions has
been discussed. The central bank also influences interest rates through a variety of
open market operations, in pursuit of its monetary policy objectives. Subject to these
qualifications, however, individual financial institutions are free to set deposit and
lending rates, including those for microfinance, free of direct controls from CBSL. It is
worth noting that the Banking Act imposes no collateral requirements on lending
(except in the case of related-party transactions).

Considerable effort has gone into strengthening the regulatory norms and
supervisory clout of CBSL. International standard directives are now in place for the
commercial banks, covering matters such as loan classification, reporting require-
ments, and auditing standards, although provisioning requirements are somewhat
less stringent than international norms. A weighted capital adequacy ratio of 10
percent is now required. Legislation is planned to strengthen the capacity of CBSL to
sanction institutions that fail to observe regulatory directives. 

5.2 Other Banking Institutions
Regulatory and supervisory provisions for the savings and development banks are
under continuing development by CBSL, with a view to creating a regime broadly
similar to that governing the commercial banks. However, the needs of the latter
group have been given priority to date. Arrangements proposed by Sanasa Development
Bank would see primary societies of the Sanasa cooperative movement approved as
agencies performing a limited range of functions for the development bank (as a
lower cost alternative to a branch network). 

The arrangements proposed by Sanasa Development Bank, which also have
the potential to support microfinancing activities, would require recognition in
regulatory and supervisory provisions by CBSL. However, the primary societies are
not regulated by the central bank, but are (as with CRBs) answerable to the Department
of Cooperatives. This appears to be another case where the need to promote and
regulate rural financial activity brings the central bank into the territory of another
agency. It raises the issue of whether such split responsibility is appropriate to the
needs of rural financial development in present-day Sri Lanka.

RDBs are regarded as a category of “licensed specialized bank” under general
banking legislation, which puts them in a similar position to the savings and develop-
ment banks. They also have their own statute, the Regional Development Banks Act,
1997. They are subject to a reporting regime for off-site monitoring, and to norms for
capital adequacy, liquidity, single borrower limits, and debt provisioning, among
others, as well as being liable to on-site inspection and spot visits. Thus, their regulatory
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and supervisory environment is broadly similar to that of the commercial banks. An
important difference between RDBs and commercial banks (and between RDBs and
the savings and development banks for that matter) lies in the mandate of RDBs.
RDBs have a mandate under the legislation which is explicitly directed to the
development of the region within which each is located. They are also charged with
promoting and developing the projects of Samurdhi beneficiaries in the regions. This
can be interpreted as a mandate for lending to the poor, since Samurdhi is the national
poverty alleviation program. However, as previously mentioned, it is not particularly
well targeted, with benefits spread to more than 50 percent of the population.

CBSL has a bank supervision force of some 75 officers, available for on-site
and off-site supervision. On-site inspections occur only biennially, but a system of
computerized off-site supervision has been installed for the commercial banks and
this will be extended to the licensed specialized banks (including the savings and
development banks and RDBs) in time. Much remains to be done to assure the
effectiveness of the central bank’s activities in monitoring banking performance, and
it appears CBSL is fully stretched in the effort to meet its present responsibilities. This
would be a relevant consideration if any proposal is made that CBSL should accept
additional regulatory and supervisory responsibilities, such as for MFIs (including
NGOs and cooperatives).

6 Regulation and Supervision of 
Nonbank MFIs

As mentioned already, certain major institutional groups with actual involvement in
microfinance, or the potential for it, are regulated and supervised by the Department
of Cooperatives. These are the TCCSs and the CRBs. They are significant rural financial
institutions in Sri Lanka (see table in Section 2.2), and the new focus on microfinancial
services as a means of poverty alleviation increases their significance. It is important
that their regulatory and supervisory regimes should permit them to realize their
potential as microfinance service providers. 

6.1 Cooperative Rural Banks
CRBs are associated with the multi-purpose cooperatives, widely regarded as being
politicized institutions. Also, as previously mentioned, CRBs were long used by
People’s Bank as a means of mobilizing low-cost liquidity for its own lending. They
were not encouraged to become lending institutions in their own right and the
Department of Cooperatives is probably not the best agency to nurture this capacity
in them in future. Now that CRBs are more independent, some of the larger institutions
are eyeing one or another of the forms of banking license available. At the same time,
CBSL is considering whether to require them to take out deposit insurance, which
would coincidentally impose certain central bank regulatory obligations upon them. 

As a result of these developments, some increasing convergence between
CRBs and the regulated banks seems possible, even likely. Given their extensive
outreach, this would be a positive development for rural financial services in general
as well as for microfinance. However, there seem to be some preconditions for their
playing a more useful role: first, that the necessary supervisory resources are made
available to CBSL; and second, that the required institutional development can be
achieved within CRBs to enable them to become effective lending institutions.
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6.2 Thrift and Cooperative Credit Societies
In the case of TCCSs, the opportunity for them to become linked with the broader
financial system arises with the proposal by Sanasa Development Bank to employ
primary cooperative societies as agents. Sanasa Development Bank aims to become
an apex institution for the whole Sanasa cooperative movement. For it to offer
leveraged bank credit through the primary societies would be a positive development
in rural finance. And given the mission of Sanasa Development Bank to expand
microfinance, this could in turn be beneficial for the poor, especially since the
commercial banks have had limited outreach in this sector (other than through
government-subsidized lending schemes). 

The central bank would have to reconcile the agency arrangements proposed
by Sanasa Development Bank with its own regulatory requirements, although final
responsibility for the primary societies still lies with the Department of Cooperatives,
under the terms of the Cooperative Society Act, 1972. Joint responsibility would be a
less than ideal arrangement, unless the two authorities were in accord on regulatory
requirements and supervisory responsibilities. If a reasonable accord could not be
reached, it might be best for the Government to consider giving CBSL full regulatory
responsibility for the banking activities of the Sanasa cooperative movement, in the
interests of financial sector development. As in the case of CRBs, the staffing and
other resources of the central bank would have to be augmented for this purpose.
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6.3 Nongovernment Organizations
NGOs are a major class of organization operating MFIs. In Sri Lanka, NGOs may gain
legal personality via a number of paths, described in McGuire et al. (1998). Some
major organizations such as Sarvodaya are incorporated under their own legislation;
others such as SEEDS register as nonprofit companies under the Companies Act,
1982. Most, particularly the smallest, take the simplest course by registering under the
Societies Ordinance. Others, including some MFIs, operate without registration. In
practice, the mode of registration or even the lack of it has not, for the most part,
been an important consideration for MFI operations, although smaller NGOs without
legal personality are unable to enter into contracts with financial institutions. 

NGOs are not subject to restrictions on lending in Sri Lanka, nor are any
collateral requirements imposed. Neither are they subject to direction on interest rates
(other than in cases where they act as financial intermediaries for one or another of
the official microfinance schemes). But with respect to savings, things are more
complex. The legal situation regarding deposit taking by NGOs is described by
McGuire et al. (1998). In plain fact, NGOs may not legally accept deposits since the
Banking Act of 1998 and the Finance Companies Act of the same year restrict deposit
taking to banks and finance companies. The prohibition applies to deposits from
members of an MFI as well as to those from nonmembers, and to savings collected
as a compulsory condition for receiving a microfinance loan.5 Any such savings must
be deposited in a regulated financial institution and may not be used by the MFI for
re-lending. An exception to this formal legal position is Samurdhi, which under its
own legislation (the Samurdhi Authority Act) is empowered to collect savings through
its Samurdhi bank societies and self-help groups. CBSL expressed concern in its 1997
annual report about this activity and the volume of funds involved. Apparently, the
central bank has no authority in the matter, and the 1998 annual report made no
further comment.

Aside from the prohibition on deposit taking in the financial sector legislation
mentioned already, there is another possibility. According to the Legal Department of
CBSL, a nonprofit organization in Sri Lanka may take deposits from members so long
as the organization is established under legislation. In principle, such an organization
could apply to the Monetary Board for permission to do so (though no application
has ever been made) and satisfy some process of due diligence to secure permission.
As another alternative, thought has been given to amending finance companies
legislation to permit NGOs to accept deposits, but this has not been pursued further.

Whatever the legal situation concerning deposit taking by MFIs, the actual
position is quite different. As McGuire et al. note (1998, 274):

In practice, the prohibition on mobilising savings has generally not been applied
strictly. Indeed, major government programs such as the National Development Trust
Fund (NDTF) and the Small Farmers and Landless Credit (SFLC) project have required
NGOs borrowing from them to establish savings programs, and have encouraged
them to use these savings in their credit programs.

Despite these instances, there has been at least one well-known case, some
years ago, of politically inspired sanctions against a major NGO held to be mobilizing
savings without authorization. Thus, the possibility does exist that legal impediments
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may be employed to restrict NGO involvement in microfinance. The uncertainty
engendered by this situation contributes to a strong sentiment among Sri Lankan
NGOs for a better defined and more transparent regulatory framework for their MFI
operations.

A senior CBSL supervisor of nonbank financial institutions felt it would be a
long time, given present priorities and resources, before MFIs would come to the
attention of central bank regulators, if they were simply to confine themselves to
collecting member deposits, and remained relatively small operators. There is currently
too much for CBSL to do in the regulated financial sector. The volume of savings
involved is an important consideration, however, which may explain the cautionary
reference to Samurdhi in the 1997 annual report.

7 Conclusions and Recommendations

7.1 Conclusions
Sri Lanka is comparatively well served by financial institutions, including those in the
banking system and the cooperatives sector. Banking institutions relevant to micro-
finance include the commercial banks, and smaller banks such as the regional
development banks (RDBs) and the new savings and development banks. In the
cooperative sector there is a system of cooperative rural banks (CRBs), as well as the
Federation of Thrift and Credit Cooperative Societies (FTCCS, the Sanasa movement),
all with an actual or potential involvement with microfinance. Finally, microfinance
services are provided by a range of nongovernment organizations (NGOs), so that
quite a wide array of institutions is involved in microfinance in the country. Sri Lanka
is well positioned to develop a “pluralistic” approach to microfinance.

At least one private commercial bank has demonstrated the potential for
profitable engagement in microfinance, especially in savings mobilization. RDBs are
emerging as the result of reorganization of the former regional rural development
banks (RRDBs), and the intention of the Central Bank of Sri Lanka (CBSL) is that they
should be better managed, with stronger balance sheets, more independent boards,
and the eventual prospect of privatization. They have a mandate to serve lower
income people in the regions and the potential to develop microfinance portfolios.
The two savings and development banks are a comparatively new institutional form
and, like RDBs, have a comparatively low initial capital requirement. One of these,
Sanasa Development Bank, has been set up by the Sanasa cooperative movement,
and has microfinance as an explicit objective in its business plan. If permitted to do
so, it will use the primary cooperative societies of Sanasa as an agency network,
which could give it extensive and low-cost outreach and considerable potential for
savings mobilization to finance its loan portfolio.

The cooperative rural banks (CRBs) have impressive outreach, with some 
4 million savings accounts. Their performance as lending institutions has been
relatively unimpressive, however, and they fall short of their potential to meet the
credit needs of their client base, many of whom are poor. To improve this performance
would require radical changes in the culture, skills, and management of these
institutions which, like the Sanasa primary cooperative societies, are under the
regulation and supervision of the Department of Cooperatives. It is desirable to
rethink the respective regulatory roles of CBSL and the Department of Cooperatives
in order to achieve an expansion of the engagement of CRBs in microcredit, and to
leverage Sanasa Development Bank credit effectively through the Sanasa primary
cooperative societies.
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NGOs play a major role in microfinance in Sri Lanka. Many, including
Sarvodaya Economic Enterprises Development Services (SEEDS) and Janashakthi,
have been involved in government-financed or donor-financed schemes of microcredit
for poverty alleviation, such as the Small Farmers and Landless Credit (SFLC) project.
In addition, there are community-based organizations of a less independent nature,
such as Samurdhi, which have been created by government agencies as vehicles for
their programs. Despite savings mobilization by NGOs being strictly illegal, they
commonly accept deposits from their members (and have in fact been encouraged by
government agencies to do so, in the context of official poverty alleviation programs).
Some go further to accept the deposits of nonmembers. SEEDS has set up “village
banks” registered under the Societies Ordinance, and Samurdhi bank societies are set
up under the legislation for the Samurdhi movement.

CBSL has, historically, not exercised great independence from government
and has pursued an active “developmental” role in the economy and financial system
(including the microfinance subsector). While this has been changing, with the
removal of directed credit requirements and the freeing of interest rates, CBSL still
continues to implement a number of government-financed and donor-financed credit
programs, some of them subsidized. The central bank’s capacity to assume further
regulatory and supervisory responsibilities (including for microfinance) is limited,
since it is fully stretched in that department.

CBSL has a positive view of microfinance, seeing it as a necessary element
in a widespread rural banking network. It has potential to exercise a “promotional”
role through its training facility, the Centre for Banking Studies, and its research and
rural credit departments are active in documenting microfinance. There is scope for
their further involvement in research and information dissemination, and for the
central bank to exercise a lighter touch in future, trialing microfinance innovations on
a pilot basis instead of the current “hands-on” involvement. While the central bank’s
involvement with RDBs is still substantial, its intention to disengage gradually is
welcome. 

NGOs operating as MFIs are not restricted in lending activities, no collateral
requirements are imposed upon them, and their interest rates are not controlled.
However, with respect to savings they operate in a grey area. While collection of
savings, even from members, is strictly illegal, in practice the prohibition is not
enforced. But the possibility of legal sanction remains, and sanctions were imposed
in one case for political reasons some years ago. There is a strong sentiment among
Sri Lankan NGOs that a better defined and more transparent regulatory framework for
microfinance is essential. They feel that uncertainties concerning deposit taking must
be resolved. This is necessary to enable NGOs to provide savings services to the poor
on a continuing and sustainable basis, and to augment their loanable funds. Against
that, the informal view within CBSL is that so long as NGOs confine themselves to
collecting member savings and do not become substantial operators, the central bank
has more pressing problems to attend to. Certainly, any additional workload, in the
form of an obligation to supervise MFIs, would be difficult for CBSL to handle with
present resources. 

7.2 Recommendations 
(1) CBSL should actively promote further liberalization of the financial sector.

This would contribute to the development of sustainable microfinance
and facilitate private initiatives.

Further progress in liberalizing the financial sector would contribute to the growth
of sustainable microfinance services in Sri Lanka. Apart from the removal of
remaining interest rate subsidies, CBSL also needs to make greater “space” for
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private financial institutions, and to reduce pervasive government influence over
the financial system and the resultant distortions in the structure of interest rates.

(2) CBSL should further reduce its developmental activities in support of
microfinance, including taking a less hands-on role in project imple-
mentation. 

The Presidential Commission on Finance and Banking recommended in 1992 that
the central bank should “phase out its heavy commitments to development
banking” (Section 3). While substantial progress towards this goal has been made
in the interim, CBSL still maintains active “developmental” commitments in a
number of areas. For example, the central bank will continue to be the implementing
agency in the new phase of the SFLC project, even if more responsibility is to be
given to RDBs and other MFIs. The old pattern of CBSL field staff having “hands-
on” responsibility for implementation of such projects has to give way to
management by a headquarters project unit with increasing delegation of
responsibility to locally based financial institutions and MFIs. 

(3) CBSL should expand its promotional role in support of microfinance, to
encourage the growth of a wide array of sustainable microfinancing
institutions.

There is considerable scope for CBSL to expand its “promotional” role in support
of microfinance. Another recommendation of the 1992 Presidential Commission
on Finance and Banking was that Sri Lanka needed a “wide array” of formal and
informal financial institutions, each occupying a particular niche, in a “pluralistic”
approach to rural financing. This suggestion remains valid as a guide to appropriate
promotional objectives for CBSL. 

(4) CBSL should act progressively to dilute its ownership and control of the
reorganized RDBs, and it should facilitate their privatization at an
appropriate time.

So far as developmental activities are concerned, the central bank maintains a
substantial stake in the equity of the reorganized RDBs, as well as placing
representatives on their boards. Progressive dilution of CBSL’s ownership and
control of these small banks, together with their eventual privatization and the
encouragement of private investment in new RDBs, will contribute to their more
effective operation as niche institutions in the rural financial system.

(5) CBSL should phase out interest rate subsidies in lending programs as soon
as possible.

The central bank’s continuing administration of interest rate subsidies in lending
programs for small enterprise and microenterprise, such as the New Comprehensive
Rural Credit Scheme and the Surathura Scheme, is inconsistent with efforts to
encourage sustainability in microfinance lending operations. These subsidies
should be phased out as soon as is practicable.

(6) The Centre for Banking Studies and CBSL should contribute to the
dissemination by the central bank of best practice principles of
microfinance, through training and research.

With respect to financial sector “promotion,” the Centre for Banking Studies
should develop the capacity to provide training focusing on the needs of a wider
range of MFIs, both within the formal banking sector and beyond it. This training
should be given in the context of a broader campaign by CBSL to encourage the
dissemination of information about best practice principles of microfinance to
practitioners, bankers, and policymakers throughout Sri Lanka. CBSL can con-
tribute by collecting and publishing data about microfinance in Sri Lanka, and by
evaluating and publicizing the experience of successful MFIs. 
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(7) CBSL should support the trialing of innovations in microfinance on a
pilot basis and cooperate with other agencies in research and development,
as well as contributing to coordination and communication in the
microfinance subsector.

The central bank should develop a lighter touch, in place of its present heavy
engagement in implementation, by creatively supporting small pilot projects
trialing microfinance innovations. CBSL could also contract external agencies for
applied research and development in microfinance (as, for example, in the case
where it commissioned SEEDS to work on a draft constitution and set of operational
standards for SFLC societies). There is also a need for coordination and
communication within the microfinance subsector, a subject discussed elsewhere
in these recommendations. 

(8) CBSL should bring the larger cooperative rural banks within its regulatory
fold, and resources for capacity building should be provided to enable
these institutions to achieve their potential for lending, including
microcredit.

CRBs have the capacity, by reason of their extensive outreach, local focus, and
small scale, to contribute much more to the supply of microcredit services. A few
CRBs with deposit insurance are already subject to CBSL supervision (in principle
at least). Requiring the rest of the CRBs, or at least the larger ones, to take out
such insurance would bring these financial institutions within the regulatory
ambit of CBSL. A number of the stronger CRBs are known to be interested in
banking licenses; this is a circumstance favorable to bringing them into the
regulatory fold. Additional resources for capacity building would be required by
CRBs, to equip them to become effective lending institutions within the appropriate
“niche” of the rural financial market. CBSL and the Centre for Banking Studies
would need additional supervisory and training resources to meet the challenge
of achieving convergence between CRBs and the regulated banking institutions. 

(9) Without assuming responsibility for the primary thrift and credit societies,
CBSL should exercise some beneficial influence on their regulatory and
supervisory environment, insofar as they come to act as banking agencies.
This would require an accord with the Department of Cooperatives and
also additional resources to enable the central bank to perform this role.

The previous recommendation envisages the transfer of regulatory and supervisory
responsibility for at least some institutions from the Department of Cooperatives
to CBSL. Another group of institutions, the primary TCCSs, is also regulated by
the Department of Cooperatives. Sanasa Development Bank, licensed by CBSL,
has been formed to act as an apex institution for the primary societies and
proposes to use them as agencies for its banking operations in rural areas. This
requires approval by CBSL, and therefore brings the primary societies to the
central bank’s attention. This is not an argument for the central bank’s taking
responsibility for their regulation and supervision. It does suggest, however, the
need for an accord between the cooperatives ministry and CBSL. The two agencies
would need to agree standards and methods of operation of primary societies,
insofar as they exercise bank agency functions. In this context, the central bank
could exercise beneficial influence over the regulatory and supervisory environment
for the primary societies, thus contributing to the success of Sanasa’s goal of
leveraging bank credit through the primary societies. As in the case of CRBs,
additional staffing and other resources would be required by CBSL and the Centre
for Banking Studies.
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(10)While CBSL should not be responsible for devising a regulatory framework
for MFI operations, the central bank should work with stakeholders
initially to create a framework for standard setting. Further, CBSL should
explicitly authorize mobilization of member savings by MFIs, subject to
appropriate standards of operation.

Aside from regulated financial institutions, NGOs operating as MFIs in Sri Lanka
see the need for a better defined and more transparent regulatory framework. It
is not proposed that the central bank should accept responsibility for devising
such a framework. Instead, CBSL should participate actively in exchanges of
views between MFIs and other stakeholders, such as those being coordinated by
the United Nations Development Programme (UNDP) in Sri Lanka. CBSL should
lend its prestige to efforts on the part of MFIs to move initially towards standard
setting in regard to microfinance. CBSL could defuse apprehension among MFIs
about the illegality of savings mobilization. It could do this by specifically ruling
out any sanction against membership-based MFIs collecting member savings, so
long as these MFIs adhere to minimum accounting and reporting standards. It
would be the task of the MFI community to develop appropriate standards in
consultation with the central bank and other stakeholders. 

(11) CBSL should achieve greater adherence to best practice standards in
microfinance project implementation by donor agencies, through dialogue
and negotiation with them.

CBSL can play a valuable role in dialogue with external donors concerning the
modalities of assistance, by virtue of its overview of microfinance and understanding
of the relationship between it and broader financial sector issues. The central
bank should attempt to achieve greater adherence to best practice standards of
implementation among donors, without necessarily discouraging a healthy diversity
of approaches.
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With a population of around 177,000, Vanuatu has by far the smallest population of any
country in the study. The financial system is relatively simple, and there is only one microfinance
program of any significance. The Reserve Bank of Vanuatu (RBV) is likewise a small institution with
limited resources. It does not see its functions as extending to microfinance, and has appropriately
avoided "developmental" activities. Nevertheless, there is a case that RBV should undertake some
additional modest activities to provide leadership and technical support to microfinance. It would
also be appropriate for RBV to assume broad policy responsibility for credit unions, although prudential
supervision of primary credit unions would not be feasible.

Summary



Currency Equivalent

Currency Unit  – Vatu (Vt)

US$1 = Vt127.52 (at mid-1999)

Abbreviations
ADB Asian Development Bank 

DBV Development Bank of Vanuatu 

FSC Financial Services Commission 

GDP gross domestic product 

GNP gross national product 

IFAD International Fund for Agricultural Development 

MFI microfinance institution

NBV National Bank of Vanuatu 

NGO nongovernment organization 

PICs Pacific island countries

RBV Reserve Bank of Vanuatu 

UNDP United Nations Development Programme 

UN-ESCAP United Nations Economic and Social Commission 
for Asia and the Pacific

VANWODS Vanuatu Women’s Development Scheme 

VCUL Vanuatu Credit Union League 

VIMELBA Vanuatu Indigenous Melanesian Business Association

Note
In this report, “$” refers to US dollars.
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1 Introduction and Background

1.1 Key Demographic and Economic Data
Vanuatu is an archipelago of 83 islands in the South-West Pacific. With a population
of 177,000 in 1997, it has by far the smallest population of any country included in
the study. The population is spread thinly over the islands, with a density of only 
14 people per square kilometer. Around 19 percent of the population live in the
capital, Vila, with the remainder living in the rural areas.

Gross national product (GNP) per capita was estimated at $1,340 in 1997,
placing Vanuatu in the lower middle income category of island nations in the Pacific.
Between 1987 and 1996 real gross domestic product (GDP) increased at an average
annual rate of 3.7 percent, faster than the population growth rate of 2.7 percent.
Nearly 75 percent of the economically active population works in agriculture, forestry,
and fishing, largely in subsistence activity. In terms of GDP, however, the economy is
dominated by services. In 1997, services contributed around 63 percent of GDP,
compared with 25 percent for agriculture and 12 percent for industry.

Vanuatu is classified as having medium human development in the United
Nations Development Programme (UNDP) Human Development Index. Life expectancy
at birth was 65 years in 1997, while the infant mortality rate was 37 per 1,000 live
births. The adult literacy rate was estimated at 64 percent in 1995. There is no official
poverty line, and no data are available on the number of people living in poverty.

In 1997 the Government established a comprehensive reform program, with
assistance from the Asian Development Bank (ADB). The reforms include economic
reforms and public sector reforms. In broad terms, they are designed to streamline
the public sector and promote private sector-led growth, including small business and
the rural sector. It is estimated that real GDP increased by only 0.2 percent in 1998,
reflecting strong growth in agriculture offset by reduced tourist numbers and the
restructuring of the public sector. Real GDP is expected to contract by 2 percent in
1999.

1.2 Financial Sector
There are four commercial banks operating onshore in Vanuatu. Three are branches
or subsidiaries of foreign banks — ANZ Banking Group and Westpac Banking
Corporation of Australia, and Banque d’Hawaii of the United States. The fourth is the
government-owned National Bank of Vanuatu (NBV). The commercial banks provide
the normal range of deposit products, and provide commercial and personal loans
mainly to clients in the urban areas.1 The only other regulated financial institution is
AGC Finance, a finance company owned by Westpac Banking Corporation. These
institutions are subject to regulation and supervision by the central bank, the Reserve
Bank of Vanuatu (RBV).

There is one major microfinance program, the Vanuatu Women’s Development
Scheme (VANWODS), around 15 active credit unions affiliated with the Vanuatu
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Credit Union League (VCUL), and two savings and loan cooperative societies. There
are also some community credit schemes, savings clubs, and private moneylenders
operating in the informal sector of the economy.

2 Development of Microfinance

2.1 Outreach and Sustainability
In this study, microfinance is defined 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” (ADB 2000, 1). The
private commercial banks have little outreach among low income households. ANZ
Bank, Westpac Bank and Banque d’Hawaii each have two branches, one in each of
the urban centers, Vila and Luganville. The commercial banks tend to make very few
if any loans under Vt100,000 ($780), and most are for amounts much larger than this.
For instance, one bank reported that it had very few loans under Vt500,000 ($3,920).
The banks generally require all loans to be fully secured. The banks do have greater
outreach in their savings facilities, although again these only reach households in the
urban areas and one bank reported that it required a minimum savings balance of
Vt25,000 ($200).

The state-owned NBV was established in 1989 with a transfer of assets from
the Vanuatu Cooperative Savings Bank. Its objective is to provide commercial banking
services to the indigenous ni-Vanuatu people. Prior to restructuring, NBV was generally
plagued by poor portfolio quality, and by 1996 the bank was technically insolvent,
with an estimated negative net worth of Vt100 million ($784,000). However, the
Government has restructured NBV with assistance from ADB, and since February
1999 the bank has managed to earn a profit for the first time in its history. It has much
greater outreach in the rural areas than the other commercial banks, with 19 branches
and around 60,000 savings accounts. This represents one account for every three
people (or an average of more than one account per household). While no data are
available on multiple account holdings, it suggests that NBV has extensive outreach
to all sections of the community in terms of its savings products. 

However, the lending activities of NBV do not reach the microfinance sector.
It has 1,200 loan accounts with a minimum loan size of Vt100,000 ($780) or Vt50,000
($390) for school loans, and loans are generally required to be fully secured. NBV
commented that it was prepared to consider engaging in microfinance in the future if
there were a separate line of credit from government or a donor agency, but it would
be necessary for government or other agencies to provide the associated nonfinancial
services and possibly loan supervision.

Vanuatu no longer has a development bank. The Development Bank of
Vanuatu (DBV) was established in 1983 as the successor to the Development Bank of
New Hebrides. It did not provide savings facilities, and with high minimum loan sizes
and a requirement that loans be secured or guaranteed by a third party, it did not
reach the microfinance sector in its lending activities. Despite these requirements
portfolio quality was poor. ADB supported DBV from 1992 to 1997 with loans of
around $5 million to fund its lending activities, as well as providing technical assistance.
These loans were the sole source of external funding and underpinned the bank’s
lending operations. Lending was suspended in late 1996, and in 1997 the Government
decided to dissolve DBV. In 1998 DBV sold its good loans portfolio to NBV and bad
loans were transferred to the newly created Asset Management Unit.

While the private
banks have little
outreach among
low income
households, the
state commercial
bank (NBV) does
better, especially
with savings

Government banks
have a history of
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The only significant microfinance program in Vanuatu is VANWODS, a
replication of the Grameen Bank that is financed by UNDP and implemented through
the Department of Women’s Affairs. The program has expanded rapidly since
commencing in 1997, with 246 members and loans outstanding of Vt2,377,000 ($18,640)
by April 1999 (and 343 members by June 1999). Initial loans are for a maximum of
Vt15,000 ($120) and have a term of 24 weeks. The loan amount increases to a
maximum of Vt30,000 ($240) for the second cycle and Vt45,000 ($350) for the third
cycle, with these loans having a term of 50 weeks. The interest rate is 16 percent per
annum flat. 

VANWODS offers both compulsory and voluntary savings. Voluntary savings
have proved very popular with a balance of Vt804,000 ($6,300) by April 1999,
compared with compulsory savings of Vt773,000 ($6,060). Savings are deposited in a
commercial bank. The on-time monthly repayment rate is 100 percent, and by April
1999 the program had achieved operational self-sufficiency of around 39 percent
(although this excludes certain costs met directly by UNDP and the Government). 

VANWODS plans to reach self-sufficiency by 2005, with a base of around
3,000 members. The plan is to saturate the area around Vila before moving to other
parts of the country. The program is currently operated through the Department of
Women’s Affairs, but it is intended to establish it as a nongovernment organization
(NGO). It focuses on women with lower and low incomes, but does not purport to
target the very poor. While current and projected outreach is low by absolute standards,
it needs to be considered in the context of the small population and relatively limited
demand for microfinance (discussed in Section 2.2).

Data from VCUL indicate that in 1995 there were around 15 active credit
unions affiliated with VCUL, with a combined membership of around 2,900.  However,
it is understood that there are currently only around five or six active credit unions.
In addition, there are around 45 inactive credit unions. Most of both the active and
inactive credit unions are in the rural areas. However, it is difficult to assess their
effectiveness in providing savings and loan services to low income households, as
financial and performance statistics are not available from VCUL. There are also two
savings and loans cooperative societies.

Busai and Karie (1996) noted that there are a number of community credit
schemes, savings clubs, and other schemes run by NGOs operating in the informal
sector of the economy. They found that these schemes exist on a very limited scale
and tend to collapse very quickly. They noted that there are only a small number of
private moneylenders, who charge interest rates of around 10 percent per month and
often do not operate for very long.

ADB has commenced a technical assistance study to review rural financial
services in Vanuatu and to consider the scope for developing a project. Options
include strengthening NBV or VCUL to provide microfinance services, or supporting
VANWODS or similar microfinance programs operated by NGOs.
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• around 15 active credit unions
• two savings and loan cooperative societies
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• savings clubs
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2.2 Demand for Microfinance
There has been some discussion as to the nature of demand for microfinance in
Vanuatu and the other Pacific island countries (PICs). Liew (1997) has noted that the
demand for microfinance in the PICs may differ from other developing countries. As
noted in Section I, nearly 75 percent of the economically active population in Vanuatu
works in agriculture, forestry, and fishing, largely in subsistence activity. As in other
PICs, many rural areas and outer islands have low populations and population
densities, are quite remote, and provide limited scope for income-generating activity.
This suggests that lack of access to financial services, particularly credit, may not be
the major barrier to improving living standards in the rural areas. Liew argues that:

In rural communities and especially among the disadvantaged, the demand for cash
is primarily to meet emergencies, for schooling, to meet traditional and religious
obligations and for other basic necessities. The demand for cash is rarely for starting
a microenterprise or income earning activity (p.3).

The rapid growth experienced by VANWODS suggests that demand for
microfinance programs emphasizing credit for income-generating activities may be
greatest in and around Vila and possibly some of the larger centers in other parts of
the country. In rural areas and on the outer islands, there may be more demand for
lower cost models emphasizing savings mobilization and small loans for provident
purposes (although, as already noted, it appears that NBV already has extensive
outreach in terms of savings products).

It should also be noted that there appears to be an unmet demand for finance
from ni-Vanuatu operating small and medium enterprises. While this group is not low
income and requires loans significantly larger than those provided by microfinance
programs and credit unions, it nevertheless finds it very difficult to obtain finance
from the commercial banks. This group’s lack of access to credit explains the current
proposal to establish a credit guarantee scheme for small and medium entrepreneurs
and the advent of programs such as the Vanuatu Indigenous Melanesian Business
Association (VIMELBA). These initiatives are discussed elsewhere in this study.

Reflecting the above, it should be acknowledged that the potential demand
for microfinance is relatively limited. The population of 177,000 equates to perhaps
35,000 households. While a significant proportion of these could be described as low
income, it is likely that only a minority have a potential demand for microcredit for
income-generating activities. While a larger proportion is likely to have a demand for
savings facilities, in many cases these households are already being served by NBV.

Demand for Microfinance in PICs
The conditions for microfinance in Pacific island countries are 
influenced by the fact that:
• a large percentage of the economically active population works in 

agriculture, forestry, and fishing — subsistence activities with a 
significant non-monetized component

• many rural areas and outer islands have low populations and 
population densities, and are remote

• there is limited cash-income-generating activity.

Subsistence
farmers need cash
for a variety of
reasons, but rarely
for starting a
microenterprise



2.3 Policy and Regulation
The commercial banks and the finance company are subject to regulation and
supervision by RBV. Until 1999 the operations of the three private commercial banks
were covered by the Banking Act, while those of the National Bank of Vanuatu were
covered by a separate Act. However, the Financial Institutions Act, 1999 now
consolidates regulation and supervision of all four commercial banks under one piece
of legislation. It covers only the onshore commercial banks.

Vanuatu also has an active offshore financial center, with around 65 offshore
banks. These are regulated by the Financial Services Commission (FSC), and are not
permitted to engage in any local business. Along with the onshore banks they have
been covered by the Banking Act. However, it is intended to establish separate
legislation in 2000 to deal with them.

VCUL is registered as a charitable association with FSC, but until now primary
credit unions have not been required to be registered. The Credit Unions Act, 1999
establishes the Financial Services Commissioner as the registrar of credit unions, and
primary credit unions are required to be registered. It entitles credit unions to accept
deposits from members, and to grant loans to members for productive and provident
purposes. The Act also provides formal recognition for VCUL, and sets out its purpose,
functions, and powers. The purpose of the League is “to promote and protect the
interests of the credit unions and their members.”

Savings and loans cooperative societies are registered with the Department
of Cooperatives and Business Development Services under the Cooperative Societies
Act. They are permitted to receive deposits from and make loans to members, and
also to engage in such transactions with persons who are not members “to such
extent and under such conditions as may be prescribed.”

NGOs are registered with FSC under the Charitable Associations (Incorpora-
tion) Act, and are permitted to engage in activities for charitable purposes.  As defined
in the Act:

[C]haritable purposes includes objects of a religious, educational, cultural, scientific
or sporting nature or for general social welfare, and any other object the main
purpose of which is not financial profit which the Minister declares to be charitable
for the purposes of this Act.

In the past, NGOs were, strictly speaking, not permitted to engage in
microfinance. Some charitable associations operated small loans schemes, and FSC
tended not to intervene so long as savings and loans were covered by the objectives
of the association. However, on 22 October 1999 an order was gazetted “to declare
non-profit microfinance schemes targeting poor and disadvantaged people to be a
charitable purpose.” The order permits nonprofit microfinance schemes to:

(i) Extend small loans at fair and reasonable rates of interest and fees to cover costs
of operations.

(ii) Receive savings or deposits from clients and deposit these in a bank or invest the
funds by on-lending to clients.

(iii) Utilize any surplus over expenditure solely to cover operational costs (including
salaries) and to build up lending capital.
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Characteristics of the Financial System in Vanuatu
• Only the government-owned commercial bank achieves 

significant outreach.
• Commercial bank credit delivery to indigenous entrepreneurs has been 

weak.
• There has been little lending to agriculture and other primary 

industries.
• Liquidity is increasing, as deposits have not been recycled for lending 

within the domestic economy.
• A spread of more than eight percentage points between deposit and 

lending rates reflects high unit costs, perceived credit risk, and 
possibly a lack of competition in the sector.

3 Role of the Central Bank

3.1 Development of the Financial System
As noted previously, the financial system in Vanuatu is relatively simple. The formal
financial system consists of four commercial banks providing standard retail banking
services, and one finance company. The informal system consists primarily of one
microfinance program and a number of credit unions and savings and loans cooperative
societies. The economy is not highly monetized, reflecting the largely subsistence
nature of production, with an M2/GDP ratio of 25.4 percent in 1998. 

The banking system in Vanuatu has reasonable outreach given the small
population base and the small size of the domestic economy. As already noted, this
reflects the activities of NBV, with the private commercial banks having very limited
outreach.  ADB (1997, 1998) have noted a number of shortcomings with the banking
system. First, commercial bank credit delivery to ni-Vanuatu has been weak. Related
to this, there has been little lending to agriculture and other primary industries. In the
past, the private commercial banks viewed agriculture as the domain of NBV and the
former DBV, but these state-owned banks have also been inactive in lending to this
sector. ADB (1997) has suggested that a credit guarantee scheme similar to that in
Solomon Islands be considered, so long as borrowers meet all the normal standards
of commercial lending apart from bankable security, and commercial banks continue
to share part of the risk.

Second, the banking system has become increasingly liquid, as deposits
have not been recycled to lending within the domestic economy. Third, while the
spread between deposit and lending rates has narrowed slightly in recent years, it
remains above eight percentage points. This is said to reflect high unit costs and a
perception of high lending risk, but may also reflect the limited competition in
domestic financial services in Vanuatu.

3.2 The Central Bank in the Financial System
RBV was established in 1980. Its principal objectives are set out in Section 3 of the
Reserve Bank of Vanuatu Act. They are:

(i) To regulate the issue, supply, availability, and international exchange of money.

(ii) To supervise and regulate banking business and the extension of credit.

(iii) To advise the Government on banking and monetary matters.

(iv) To promote monetary stability.



(v) To promote a sound financial structure.

(vi) To foster financial conditions conducive to the orderly and balanced economic
development of Vanuatu.

Hence, the objectives relate primarily to monetary stability and prudential regulation
and supervision of the banking system. The last objective provides some scope for
RBV to take a broader approach to economic development, but it focuses on financial
conditions conducive to economic development, rather than development of the
financial system in itself. As discussed in Section 4, RBV has avoided financially
repressive measures designed to affect the sectoral allocation of financial resources.
It has also generally not focused on measures designed to develop the financial
system itself.

3.3 Independence and Effectiveness 
of the Central Bank

The Reserve Bank of Vanuatu Act does not appear to guarantee the independence of
RBV. Most commentators reported that RBV operates relatively independently of
government. However, it was suggested that this partly reflects the policy of the
current minister of finance, and that the bank has not always operated as independ-
ently under previous ministers. One commentator also suggested that the lack of
action by RBV with respect to VIMELBA, an unlicensed institution which has started
offering savings and loans facilities, may reflect a lack of political independence.
However, RBV commented that it was constrained in taking action by the fact that at
that stage, the Financial Institutions Act had not passed into law. It is understood that
the Prime Minister’s Office has now stated, in cooperation with RBV, that VIMELBA
does not have a banking license and that those using the services of VIMELBA do so
at their own risk.

RBV has a total of 55 staff, including both policy and administrative staff.
Some commercial bankers considered that RBV has only limited effectiveness in its
operations, and that it relies heavily on short-term external advisors. Others felt that
RBV has been improving its capacity for prudential regulation and supervision. All
agreed, however, that RBV is stretched in carrying out its existing functions, and that
it could not readily undertake significant new functions within its existing institutional
capacity and resources.

On the other hand, some other commentators noted that RBV is the strongest
economic policy agency in the country. It tends to attract the most capable economics
graduates, and has greater capacity for policy advice and analysis with respect to the
financial system (and the economy, more broadly) than any other government agency.
These commentators suggested that RBV could play a more active role with respect
to economic policy advice generally, and that it could take greater policy responsibility
for the development of financial systems able to reach low income households.

4 Central Bank Support for Microfinance
Initiatives

4.1 Perceptions of the Central Bank about Microfinance
RBV perceives its core functions as relating to monetary stability, maintaining the
clearing system, prudential regulation of the banking system, and foreign exchange
management. It does not see its functions as extending to issues relating to microfinance
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and the provision of financial services to low income households. It commented that
the open economy and small size of RBV means that it has to focus strongly on these
core functions, particularly monetary management. It feels that initiatives in support
of microfinance should come from the Government and donor agencies, not from
RBV.

4.2 Developmental Activities
RBV has generally avoided “developmental” activities since its establishment. The
only exception appears to be that it managed NBV for a few months after that
institution was established in 1989. It has never imposed any priority-sector lending
requirements, and while in the early 1980s it attempted to apply moral suasion with
respect to the sectoral allocation of lending, it no longer does so. Nor has it undertaken
other developmental activities such as extending loans or lines of credit to commercial
banks or other institutions to support particular activities; providing credit guarantees
or insurance; or offering preferential rediscount rates or facilities. This position is
appropriate. Such activities can impact adversely on the balance sheet of the central
bank and compromise its other objectives, and are not advisable other than in
exceptional circumstances.

The Government is currently developing a proposal for a credit guarantee
scheme designed to increase commercial bank lending to small and medium ni-
Vanuatu enterprises. It is expected that the scheme will be supported by the Government
of the People’s Republic of China. Project proposals would be developed with
assistance from the ni-Vanuatu Business Development Centre, and would be submitted
to the commercial banks for funding. The banks would apply their normal lending
criteria, except that projects would not be precluded simply by lack of collateral. The
agency operating the credit guarantee scheme would then guarantee 80 percent of
the total principal, with the amount to be guaranteed understood to be in the range
Vt100,000 ($780) to Vt2 million ($15,680). While the details of the scheme are still
being developed, RBV has been very reluctant to participate in either the management
or funding of the scheme.

It is appropriate that RBV not be directly involved in any such scheme, to
ensure that there is no adverse effect on the balance sheet of RBV and that the full
cost of the scheme is reflected transparently in the Government’s accounts. It should
also be noted that this scheme would be well beyond the realms of microfinance,
focusing on small and medium entrepreneurs rather than low income households.

4.3 Technical Support for Microfinance
Technical support for microfinance by central banks can include leadership and
coordination, pilot projects to support innovative approaches to microfinance, research,
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Technical or ”promotional“ support for microfinance by central banks 
can include:
• leadership and coordination
• pilot projects to support innovation
• research
• data collection
• advocacy
• training.
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data collection, advocacy, and training. Such activities do not involve the commitment
of significant financial resources by the central bank.

One such activity that is undertaken by RBV is that it is represented on the
board of trustees of VANWODS. However, this board was only established in 1999,
and has not been very active to date. RBV has also conducted some research into
informal financial systems. In 1996, Michael Busai of RBV and a co-author prepared
a paper on informal financial systems in Vanuatu for a conference organized by the
ESCAP Pacific Operations Centre (Busai and Karie 1996). RBV also undertakes some
broad monitoring of developments with respect to credit unions, cooperatives, and
similar financial arrangements.

Nevertheless, RBV stressed 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 non-regulated financial system to ensure that such activities do
not contravene the banking legislation. It did not rule out providing training for
microfinance practitioners, but questioned whether it had a comparative advantage in
this area. It considered that donor agencies were likely to have greater specific
expertise with respect to microfinance operations.

However, one prominent commentator (a former central bank governor
from the region) took a very different view. He argued that central banks in PICs,
including Vanuatu, have a duty to actively support financial systems, including ones
for low income households. He considered that this would enhance monetary stability
by increasing the volume of savings, as well as meeting broader economic and social
objectives. He argued that technical support by central banks could include the
following activities:

(i) Leadership and coordination, including assisting in developing a national strategy
for microfinance and coordinating donor activities. He commented that central
banks tended to be the pre-eminent public institutions in PICs, including Vanuatu,
and to attract the leading economists in the country. Hence, he felt that they were
better able to play this role than ministries of finance and similar agencies.

(ii) Monitoring developments with respect to microfinance programs, credit unions,
and informal finance, and providing advice where necessary, for instance, through
membership of boards of directors. He also felt there was a strong case for the
central bank to be the agency responsible for supervising credit unions, as is the
case with the Central Bank of Solomon Islands.

(iii) Facilitating training for microfinance practitioners, commercial bankers, and other
people involved in microfinance. 

He felt that these tasks would not impose a significant resource burden on the central
bank, and that a small unit of around 2–4 staff would be sufficient to undertake these
activities.

On balance, it would appear appropriate for RBV to play a greater role in
providing technical support for microfinance than it does at present. RBV should
continue to be represented on the board of trustees of VANWODS and should offer
technical support where necessary. It would also be appropriate for RBV to monitor
developments in the microfinance and informal financial sectors more broadly,
including credit unions, and to take a more proactive role in providing leadership and
technical support to strengthen these systems. Any such activities would need to be
coordinated with assistance provided by donor agencies, and would need to be based
on a sound knowledge and understanding of the microfinance sector.

4.4 Technical Support in Other Pacific Island Countries
Given the limited technical support for microfinance that has been provided by RBV,
it is instructive to consider some promotional activities that have been undertaken in
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other PICs. It may be appropriate for RBV to consider undertaking similar activities.
In Solomon Islands, a Financial Systems Development Unit was set up within the
Central Bank of Solomon Islands under the International Fund for Agricultural
Development (IFAD) Rural Financial Services Project, which operated from 1991 to
1998. The unit was established to undertake a number of roles:

(i) To lead and coordinate the development of financial services in rural areas.

(ii) To take responsibility for the administration of the IFAD loan.

(iii) To undertake monitoring and evaluation of the project, which was designed to
strengthen the credit union movement.

Nevertheless, the 1997 and 1998 supervision reports noted that the unit had not been
sufficiently active in reviewing the project, and that there was insufficient communi-
cation between the unit and the Solomon Islands Credit Union League.

In Fiji, a National Conference on Microfinance Development was held in
October 1998. The Reserve Bank of Fiji played an active role in organising the
conference, along with the Ministry of Finance, Ministry of National Planning, and
UNDP. There were around 150 participants, with sessions on outreach to the poor
and disadvantaged, viability and sustainability, the policy environment, and resource
mobilization, as well as presentations by donors. The conference produced an action
plan, designed to promote greater awareness of microfinance and set future strategies
for microfinance programs and activities in Fiji. The conference contributed to a much
greater understanding of microfinance within government, commercial banks, donor
agencies, NGOs, and the Reserve Bank itself.

5 Regulation and Supervision of Banks

5.1 Licensing and Minimum Capital Requirements
Until 1999 the licensing of new banks was the responsibility of the Minister of Finance,
on advice from both FSC and RBV. However, the Financial Institutions Act transfers
responsibility to RBV. Applications are to be submitted to RBV, which will determine
whether the application meets the criteria established in the Act, and issue a license
if it does.

Sections 13 and 14 of the Act set out the criteria for the issue of licenses. The
minimum capital requirement for the establishment of a bank is Vt200 million ($1.568
million) or such higher amount as RBV determines in writing. This amount applies to
both subsidiaries and branches. There is also provision to establish a credit institution
with paid-up capital of Vt100 million ($784,000) or such higher amount as determined
by RBV. 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.

RBV must be satisfied that it is to the economic advantage of Vanuatu to
issue a license. There are also some additional requirements in the case of foreign
banks relating to their international reputation and the regulatory and supervisory
requirements of their home countries.

The current licensing arrangements seem appropriate. Vanuatu is reasonably
well served in terms of retail commercial banking services, and it is important to
continue to ensure that only those foreign banks with solid international reputations
are permitted to operate.
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The lack of access to credit of small and medium ni-Vanuatu entrepreneurs
is a significant issue. Experience in some Asian countries such as Indonesia and the
Philippines suggests that it is sometimes possible to serve such clients through small
local banks. However, there do not appear to be any private local interests with the
financial or institutional strength to establish such a bank in Vanuatu. Moreover, the
experience of NBV and DBV suggests that it is difficult to reach this group profitably
through traditional commercial banking methods. Relaxing the requirements for
licensing banks, such as by reducing minimum capital requirements, is therefore
unlikely to provide greater access to credit to ni-Vanuatu entrepreneurs and could
reduce the stability of the banking system. The current proposal for a credit guarantee
scheme may be a more effective way of reaching small and medium ni-Vanuatu
entrepreneurs.

Nevertheless, it is possible that VANWODS may wish to establish a small
licensed bank with limited banking functions in the future, to enable it to mobilize
savings more readily and to use them in its lending program. VANWODS would not
be able to establish a licensed bank until it had an independent governance structure
and was fully financially self-sufficient, and this is unlikely to be the case for a number
of years at least. Nevertheless, at some stage in the future it may be appropriate for
RBV to consider the possibility of providing VANWODS with a limited banking license,
enabling it to undertake limited banking activities but with a lower minimum capital
requirement.

5.2 Interest Rates
RBV has the power to regulate interest rates under Section 34 of the Reserve Bank of
Vanuatu Act. However, in practice RBV does not regulate the interest rates or other
fees charged by the commercial banks or the other regulated financial institution.

5.3 Prudential Regulation and Supervision
Of the three foreign commercial banks, ANZ and Banque d’Hawaii are established as
subsidiaries, whereas Westpac is established as a branch. The new regime for prudential
regulation and supervision applies equally to branches and subsidiaries.

Until 1999, the three private commercial banks were subject to the Banking
Act, while NBV was subject to its own Act. These Acts did not provide a clear
framework for prudential regulation and supervision, and RBV tended to rely on
moral suasion. However, the Financial Institutions Act provides a clear legal framework
for RBV to regulate and supervise the commercial banks. Section 21 deals with
prudential supervision, and requires RBV to have regard to capital adequacy, asset
concentration, liquidity, asset quality, internal control and accounting systems, and
other matters.

To date RBV has produced policy guidelines on credit risk management,
loan classification and provisioning, liquidity, and capital adequacy:

(i) The credit risk management guideline covers standard credit risk management
issues such as approval authorities, portfolio concentration limits, evaluation of
credit proposals, credit documentation, credit collection processes, portfolio
characteristics, credit rating systems, credit review, internal credit inspection/
audit, conflict of interest and confidentiality, and the roles of the board of directors
and of management.

(ii) Banks are required to maintain a loan loss provision not less than 20 percent of
the outstanding balance on substandard loans, 50 percent of the outstanding
balance on doubtful loans, and 100 percent of the outstanding balance on loss
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loans. As per the Basle Accord, the definitions of substandard, doubtful, and loss
are based largely on time in arrears, but secured loans are treated more favorably
than unsecured loans.

(iii) Banks are subject to a liquid assets requirement of 15 percent of total liabilities
that are invested in Vatu assets in Vanuatu. Assets may be held in the form of
notes and coins, balances with RBV (other than statutory reserve deposits as
discussed later), Reserve Bank and Treasury notes, and other central government
securities.

(iv) The capital adequacy guideline is based on the Basle Accord, with banks required
to maintain a minimum ratio of capital to risk-weighted assets of 8 percent, of
which at least 4 percent should be tier-one capital.

(v) In addition to these guidelines, the banks are also required to hold a statutory
reserve deposit of 10 percent. The statutory reserve deposit  applies to all demand,
time, and savings deposits denominated in Vatu and 50 percent of demand
deposits denominated in foreign currency. It is a monetary policy instrument, not
a prudential requirement.

RBV does not have any requirements regarding loan security (that is, licensed banks
can make unsecured loans if they wish), although unsecured loans are weighted
more heavily in the loan provisioning requirements. On the other hand, the policy
guideline on credit risk management includes detailed requirements in terms of loan
documentation. These requirements would be inappropriate in the case of banks
engaging in microfinance activities.

The Banking Supervision Unit consists of five staff. Some commercial bankers
considered that RBV has limited capacity for effective prudential regulation and
supervision, and that it relies heavily on temporary external advisors. One noted that
RBV sometimes changes its policies without first consulting the commercial banks,
although this was disputed by RBV. It was also suggested that on at least one occasion
in the past RBV did not take action when commercial banks were in breach of its
prudential guidelines, although RBV noted that until now prudential regulation and
supervision has been undertaken on the basis of moral suasion.

However, RBV felt that while it has insufficient resources, it is improving its
capacity for regulation and supervision. This view was supported by two of the
commercial bankers interviewed. It has received some technical assistance from the
Australian Prudential Regulation Authority, and is moving to a system of risk-based
supervision. It should also be noted that prudential regulation and supervision is most
critical in the case of NBV, as the other three commercial banks are subject to rigorous
regulation and supervision in their home countries.

6 Regulation and Supervision of 
Nonbank MFIs

6.1 Interest Rate Regulation
Under Section 34(6) of the Reserve Bank of Vanuatu Act, RBV may 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, and RBV
officials considered it unlikely that any such regulations would be applied to
microfinance programs in the future.
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The Credit Unions Act does not specify the interest rates that credit unions
can charge. VCUL has specified that the interest rate on loans is 1 percent per month,
but this is expected to be reviewed. In the case of cooperative societies, the Cooperative
Societies Act and the regulations made pursuant to the Act do not prescribe interest
rates on loans. However, lending terms and conditions are required to be provided
for in the by-laws of each society, and are subject to approval by the registrar.
Moreover, societies are not permitted to pay a dividend if the rate of interest charged
on loans to members exceeds 12 percent per annum.

6.2 Regulation of Savings Mobilization
Section 7 of the Financial Institutions Act provides that no banking business shall be
carried on in Vanuatu except by a licensed financial institution. Banking business is
defined to cover a number of activities, including:

(i) Accepting deposits of money from members of the public that are withdrawable,
or payable upon demand, after a fixed period or after notice, and using such
deposits for loans or investments.

(ii) Advertising for or soliciting deposits of money and using such deposits for making
loans or investments. 

Hence, in general, mobilizing savings is only banking business when it involves
accepting deposits from members of the public. RBV considered that membership-
based organizations that accept savings from members only are not undertaking
banking business, and therefore are not in breach of the Act. However, it considered
that where such organizations advertise for new members to join and place their
savings with them, they could fall within the definition of banking business. This is
the case with VIMELBA, which has started offering savings facilities and loans to
members and has been advertising its services extensively.

Some other institutions that are not regulated by RBV are permitted to
mobilize savings. Section 28 of the Credit Unions Act provides that a member may
deposit money with a credit union in a share account, a savings account, or both.
Section 31 of the Cooperative Societies Act provides that a registered society may
accept deposits from members, and may also accept deposits “… from persons who
are not members only to such extent and under such conditions as may be prescribed.”

As noted previously, an order was gazetted in October 1999 to enable NGOs
to engage in microfinance.  The order permits NGOs to mobilize savings or deposits
from clients, so long as they are deposited in a bank or on-lent to clients. 

6.3 Standards for Credit Unions
The Financial Institutions Act provides for prudential regulation and supervision of
some categories of microfinance institutions (MFIs) in certain circumstances. In partic-
ular, Section 5(3) provides that the Minister may, by order in writing and on the
advice of RBV, apply the provisions of the Act to a credit union or cooperative society
which has deposits or loans of at least Vt10 million ($78,420). However, it is understood
that at present the largest credit union only has assets of around Vt6 million ($47,050).

RBV recommended that the Credit Unions Act be drafted, and at one stage
it was suggested that it should assume responsibility for the supervision of credit
unions under the Act, as is the case in Solomon Islands. However, it is understood
that the governor was reluctant to take on this responsibility, and that it was passed
to FSC instead.
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The Credit Unions Act does not provide detailed prudential guidelines for
credit unions. The major provisions of this nature are as follows:

(i) The total amount of loans made by a credit union may not exceed 75 percent of
the value of share capital.

(ii) Each credit union must establish a reserve fund to meet costs associated with bad
loans, dissolution of the credit union, and withdrawal of members. In the case of
credit unions with assets of less than Vt10 million ($78,420), the Act envisages
that the reserve fund equal 15 percent of the value of assets.

(iii) The accounts of each credit union must be audited within three months of the
end of the financial year. If the credit union has assets of less than Vt10 million 
($78,420), the audit can be undertaken by VCUL. Otherwise, it must be undertaken
by an independent auditor approved by the registrar.

The Act also specifies that the functions of VCUL include supervising the day-to-day
activities of credit unions, assisting credit unions in the proper conduct of their
business, and exercising general supervision and guidance in relation to credit unions.
However, the Act does not establish reporting requirements for individual credit
unions or VCUL, and does not establish a division of responsibilities between FSC and
VCUL. The financial services commissioner noted that arrangements for the prudential
supervision of credit unions have not yet been developed. He intends to meet with
VCUL to develop an appropriate framework.

It should be noted that VCUL currently requires individual credit unions to
provide monthly returns on their operations. However, it has proved extremely
difficult to enforce this requirement, and most credit unions do not provide regular
reports. Moreover, it is difficult to verify the reports, and they are generally incomplete
in some important details. For instance, no data on loan quality (such as arrears
ageing reports) are available. This makes it impossible to assess the financial
performance of individual credit unions or of the credit union movement as a whole.
It remains to be seen how the new Act will affect this situation.

It does, however, appear unfortunate that responsibility for administering
the Credit Unions Act is vested in FSC rather than RBV. RBV is the major agency
responsible for monitoring financial institutions, and has greater expertise in this area
than FSC. RBV would appear better placed to develop appropriate financial manage-
ment and reporting systems for credit unions, and to provide or coordinate training
for credit unions and VCUL staff in implementing these systems.

It should be stressed that this would not involve formal prudential regulation
and supervision of primary credit unions. Given the remote location of many credit
unions, it would be impossible to do this in a cost-effective manner. Hence, RBV
would not be in a position to and should not be expected to vouch for the soundness
of the primary credit unions. Nevertheless, RBV would appear to be the institution
that is best placed to supervise the activities of VCUL, and to provide general
institutional and policy support to the credit union movement.

6.4 Standards for Other MFIs
At present, the only significant microfinance program in Vanuatu is VANWODS.
VANWODS is not subject to prudential regulation or supervision. However, VANWODS
produces a regular monthly operations update providing monthly and cumulative
data on outreach, portfolio quality, staffing, expenditures, operating efficiency ratios,
and members’ businesses. These data are provided to the Department of Women’s
Affairs which operates the project, and to UNDP which is the funding agency. UNDP
has a microfinance technical advisor who monitors the project closely. It should also
be noted that members’ savings are deposited in a bank account and are not reinvested
in the project.
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It is likely that any other microfinance programs set up in the future will also
be established with support from, and subject to monitoring by, a donor agency. At
this stage, there is insufficient experience to establish general performance and
reporting standards for microfinance programs operating in Vanuatu, let alone formal
prudential regulation and supervision.

Nevertheless, in the future it may be necessary to consider these issues,
especially if VANWODS is established as an NGO and develops to the stage where it
no longer requires ongoing support from UNDP. In this event, it would be appropriate
for RBV to work with UNDP and other stakeholders to develop performance and
reporting standards for VANWODS and any other microfinance programs in operation
at that time, and to establish appropriate monitoring arrangements. RBV is well placed
to monitor these issues through its membership of the board of trustees of VANWODS.

7 Conclusions and Recommendations

7.1 Conclusions
This study has examined the current and possible future roles of the Reserve Bank of
Vanuatu (RBV) with respect to microfinance. RBV does not see its functions as
extending to issues relating to microfinance and the provision of financial services to
low income households. It has avoided “developmental” activities, such as priority
sector lending requirements and the provision of loans or lines of credit to support
microfinance activities. It is appropriate that it continue not to undertake such activities.

In terms of technical support, RBV is represented on the board of trustees of
the Vanuatu Women’s Development Scheme (VANWODS), the only significant micro-
finance program in the country. It has also conducted some research into informal
financial systems and undertakes some broad monitoring of developments with
respect to credit unions, cooperatives, and similar financial arrangements. As the
premier economic and financial policy agency in the country, there is a case that RBV
should undertake some additional activities to provide leadership and technical
support to microfinance. Nevertheless, such activities would be modest and would
not require any significant increase in resources.

The commercial banks and the finance company that are licensed by RBV
do not engage in microfinance, and lend very little to small and medium ni-Vanuatu
entrepreneurs. However, relaxing the licensing requirements would be unlikely to
provide greater access to credit to ni-Vanuatu entrepreneurs and could reduce the
stability of the banking system. It is possible that VANWODS may wish to establish a
small licensed bank with limited banking functions in the future, but this is unlikely
to be the case for a number of years at least. It appears that RBV is improving its
capacity for prudential regulation and supervision of the commercial banks.

Under the Financial Institutions Act, banking business includes accepting
deposits from members of the public, and advertising for or soliciting deposits.
Membership-based organizations that accept savings from members fall outside the
jurisdiction of RBV, but are governed by other laws relating to credit unions, cooperative
societies, and charitable associations. The Act provides scope for RBV to supervise
credit unions or cooperative societies with deposits or loans of at least Vt10 million
($78,420), but there are currently no credit unions or cooperative societies that meet
these conditions.
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At one stage it was suggested that RBV should assume responsibility for the
supervision of credit unions under the Credit Unions Act, but this responsibility was
vested in the Financial Services Commission (FSC) instead. This is unfortunate. RBV
is the major agency responsible for monitoring financial institutions. While prudential
supervision of primary credit unions would not be feasible, RBV would appear to be
the best placed institution to supervise the activities of the Vanuatu Credit Union
League (VCUL) and to provide general institutional and policy support to the credit
union movement.

There is currently insufficient experience to establish general performance
and reporting standards for microfinance programs operating in Vanuatu, let alone
formal prudential regulation and supervision. However, it may be appropriate for
RBV to work with other stakeholders to develop performance and reporting standards
for VANWODS and any other microfinance programs in operation in the future, if and
when VANWODS is no longer a project of the United Nations Development Programme
(UNDP) and the microfinance sector is more developed.

7.2 Recommendations
(1) The central bank should not conduct developmental activities in support

of microfinance.

RBV should not undertake “developmental” activities to support microfinance
such as imposing priority sector lending requirements, or extending loans or lines
of credit to support microfinance.

(2) RBV should avoid direct involvement in credit guarantee schemes for
microfinance.

RBV should not be directly involved in the proposed credit guarantee scheme
designed to increase commercial bank lending to small and medium ni-Vanuatu
entrepreneurs.

(3) A proactive or “promotional” role in support of microfinance is appropriate
for RBV.

RBV should continue to be represented on the board of trustees of VANWODS
and offer technical support where necessary.

More generally, RBV should continue to monitor developments in microfinance,
the credit union movement, and informal financial systems, and take a more
proactive role in providing leadership and technical support to strengthen these
systems. For instance, possible activities could include establishing a small unit to
coordinate microfinance policy issues, and organising a national conference on
microfinance.

(4) At an appropriate time RBV should consider granting a limited banking
license to VANWODS.

While VANWODS is not in a position to provide banking services at this stage, it
may be appropriate at some stage in the future for RBV to consider providing it
with a limited banking license, with a lower minimum capital requirement.

(5) The central bank should not regulate interest rates.

RBV should not regulate the interest rates charged by commercial banks, credit
institutions, microfinance programs, credit unions, or savings and loans cooperatives.

(6) RBV should allow only licensed financial institutions to accept deposits.

RBV should enforce the requirement that only licensed financial institutions can
accept deposits from the general public or advertise for deposits.
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(7) It is appropriate for RBV to take a closer interest in the credit unions.

The Government should consider establishing the governor of RBV as the registrar
of credit unions. This would not require RBV to undertake prudential supervision
of primary credit unions, but would enable it to supervise the activities of VCUL
and to provide general institutional and policy support to the credit union
movement.

(8) Any prudential supervision or standard setting for MFIs is premature at
present.

It would not be appropriate at this stage for RBV to establish prudential supervision
or even performance and reporting standards for microfinance institutions (MFIs)
other than credit unions. 
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Microfinance in Viet Nam is dominated by subsidized programs, either those channelled
through government-owned banks, or those implemented via mass organizations. These subsidized
programs hamper the viability of genuine microfinance institutions (MFIs) and reflect a social
welfare, rather than a financial sector, approach to microfinance. Only a small number of programs,
primarily those implemented by international NGOs and donor agencies, apply best practice and
emphasize sustainability. Some new institutions, formed in the 1990s after the collapse of the credit
cooperatives, also show potential. 

While it is important that the State Bank of Viet Nam review interest rate restrictions to
enable microfinance programs to charge market-related rates, this is dependent on broader processes
of financial sector reform and is bound up with the problems of introducing market principles into the
economy. Importantly, the introduction of positive real deposit rates would encourage savings
mobilization. 

Providing effective regulation and supervision of deposit-taking institutions is an urgent
priority. There is also a role for the central bank to promote microfinance by supporting research,
collaborating in the development of performance and reporting standards, and supporting institu-
tional strengthening of MFIs.

Summary

Gilberto Llanto



Currency Equivalent

Currency Unit – Dong (D) 

US$1 = D13,995 (at mid-1999)

Abbreviations
ADB Asian Development Bank

CARE Cooperative for Assistance and Relief Everywhere, Inc.
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CIDA Canadian International Development Agency

FA Farmers’ Association

GDP gross domestic product

GRET Groupe de Recherche et d’Echanges Technologiques

HEPR Hunger Eradication and Poverty Reduction
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NGO nongovernment organization

PCF People’s Credit Fund

RSHB rural shareholding bank

SBV State Bank of Viet Nam

UNDP United Nations Development Programme

UNICEF United Nations Children’s Fund

VBARD Viet Nam Bank for Agriculture and Rural Development

VBP Viet Nam Bank for the Poor

VFU Viet Nam Farmers’ Union

VWU Viet Nam Women’s Union

VYU Viet Nam Youth Union

Note
In this report, “$” refers to US dollars.
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1 Introduction and Background
Because a country’s financial policies and regulation of microfinance influence to a
large degree the growth and development of microfinance, it will be extremely
important for that country to have policies and regulation that promote, rather than
suppress, the growth and development of microfinance institutions (MFIs) and
programs. In transitional economies, the broader issues of creating a modern financial
system are likely to preoccupy policymakers, including the process of establishing a
central bank which operates according to internationally accepted norms and
principles and with an appropriate degree of independence. In a transitional economy
undergoing finan-cial sector reforms it would not be surprising if microfinance, as a
separate category requiring attention, were to be overlooked. 

This paper analyzes the role of the State Bank of Viet Nam (SBV), the
country’s central bank, in the growth and development of microfinance and in the
broader context of reform. It discusses how central bank policies and regulation can
impede or promote the development of microfinance in Viet Nam.

1.1 Recent Economic Performance and the Poverty
Situation

Viet Nam has made remarkable progress in moving from a centrally planned economic
system toward a “functioning market economy,” although much remains to be done
before it could properly merit that description. Its Doi Moi economic renovation
program launched in 1986 commenced the transition to a market economy. In 1995,
the World Bank reported that Viet Nam “carried out ambitious economic reforms,
including decollectivizing agriculture, liberalizing prices and promoting the domestic
and foreign private sectors” (World Bank 1995, i). As a result of economic reforms,
Viet Nam has enjoyed a high economic growth rate, with average annual growth of
gross domestic product (GDP) estimated at 8.6 percent in 1990–1997 (UNDP 1999).
In 1998 the GDP growth rate was 4 percent (ADB 1999). Inflation decreased from a
high 70 percent in 1990 to 6 percent in 1997, but increased to about 9.2 percent in
1998.1

Despite major progress in economic reforms, Viet Nam faces current chal-
lenges that need to be addressed urgently. It has suffered a decline of competitive-
ness within the region, the banking system is weak, and state enterprises still absorb
a very high proportion of domestic savings. Foreign direct investments have slowed
down. Viet Nam has provided widespread access to basic social services, but this
system has shown signs of deterioration, and the quality of social services has
declined.2 Box 1 contains a summary description of reform measures, the outcomes,
and some emerging challenges to the Vietnamese economy.

While trying to
create a modern
financial system in
a transitional
economy it would
be easy to overlook
microfinance

1 Dao et al. (1999, 34) observed that ”the worsening of the economy is a reflection of the
reduction of foreign capital flow and domestic investment in 1998. Total investment is
expected to fall by $2 billion.”

2 Memorandum of the President of the International Bank for Reconstruction and
Development to the Executive Directors on a Country Assistance Strategy of the World
Bank Group for the Socialist Republic of Viet Nam, August 1998 (World Bank 1988). 
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Thus, notwithstanding its impressive economic growth calculated by the
United Nations Development Programme (UNDP), Viet Nam, with an estimated
population of 76.7 million, remains one of the poorest countries in the world. With a
Human Development Index score of 0.664, Viet Nam ranks 110th out of 174 countries
(UNDP 1999). Average annual per capita income is estimated at about $300. Eighty
percent of the population lives in rural areas and has an estimated annual per capita
income of $60–100. According to the Vietnamese Living Standards Survey, the overall
incidence of poverty is extremely high, and about 51 percent of the population lives
below the international standard poverty line (Dao 1999). While the Doi Moi reform
policy has brought unprecedented economic growth, the gains have not been
equitably shared.3 The current concerns are how to maintain the growth trajectory
and how to distribute the fruits of economic growth more equitably. 

The serious poverty situation motivated the Vietnamese government to
launch a poverty alleviation strategy, Hunger Eradication and Poverty Reduction
(HEPR), in 1997. Each government department and institution has to have a focus on
poverty and social issues as part of its normal operations, and the Government has
created a number of national programs to alleviate poverty across the country.4

The government
launched an anti-
poverty strategy in
1997

Box 1: Reform Process at a Glance: Past Progress and Some Emerging Concerns
Major reforms undertaken

Viet Nam undertook a series of major reforms beginning in the late 1980s:
• decollectivization of agriculture and new land laws with security of land tenure 
• price reforms, including removal of virtually all administered prices, movement 

towards interest rate liberalization, and exchange rate unification
• liberalization of foreign trade and investment
• progress towards establishing a legal framework to encourage growth led by the 

private sector
• initial opening up of the financial sector to domestic and foreign private banks.

Outcomes
These reforms halted the economic decline of the 1980s, and made Viet Nam one of the
fastest growing economies in the world. Highlights of successes during the 1990s include:

• per capita income growth in excess of 5 percent per year
• inflation decreased from near-hyperinflationary levels to single digit
• a threefold increase in investment in real terms
• dramatic growth in foreign investment
• a fivefold increase in domestic savings
• a doubling in agricultural production
• a major export boom with exports growing at 25 percent per year
• widespread, visible improvements in the lives of Viet Nam’s population.

Emerging concerns 
More recently, however, Viet Nam has faced the twin challenges of the East Asian crisis
and a loss in the momentum of growth as the impact of the first generation of reforms
fades. As a result, some troubling signs have emerged, including:

• macroeconomic stability is under threat 
• momentum of growth is slowing
• quality of growth may be deteriorating 
• social and environmental sustainability of the growth path has been eroding.

Source: World Bank (1998)

3 Dao (1999). The 1998 inflation rate was taken from State Bank of Viet Nam (1998).

4 Pairaudeau (1999) describes the operation of these in Duyen Hai District in Tra Vinh
Province. 



2 Development of Microfinance 

2.1 Microfinance and Poverty Alleviation
The acute poverty situation in Viet Nam has focused the attention of the Government
on the financial services needs of the poor as a potentially powerful instrument in
poverty alleviation. Thus, the Government has used state-owned banks to provide
subsidized loans to poor households, and has regulated interest rates through the
central bank, the State Bank of Viet Nam (SBV) to achieve poverty alleviation
objectives. The international donor community, as represented in Viet Nam, has also
expressed the belief that microfinance is an important tool for poverty alleviation.
Typical is the view that “access to small loans provides the working poor with the
means to make use of opportunities to improve their incomes, while access to savings
facilities allows poor families to build up household equity and a valuable cushion
against seasonal production shortages and unforeseen crises.”5 International NGOs
and the donor community have been instrumental in the introduction of many
innovative savings and credit schemes.

2.2 Scope and Outreach of Regulated Financial
Institutions 

The microfinance sector is served by regulated financial institutions, unregulated
semi-formal institutions, and informal lenders. Aside from the central bank, SBV, the
formal financial sector is composed of the following institutions:

(i) five state-owned commercial banks: namely, the Viet Nam Bank for Foreign
Trade, Viet Nam Bank of Investment and Development, Viet Nam Industrial and
Commercial Bank, Viet Nam Bank for Agriculture and Rural Development
(VBARD), and Viet Nam Bank for the Poor (VBP);

(ii) 977 people’s credit funds;

(iii) 69 credit cooperatives;

(iv) 50 shareholding banks, of which 31 are urban based and 19 are rural;

(v) four finance companies; 

(vi) 68 foreign banks, of which 29 have opened branches in Viet Nam;

(vii) four joint-venture banks.

The Vietnamese microfinance market is estimated to be about 65 percent of the rural
population or 12 million rural households. Of these, 10 percent are considered very
low income households, and 55 percent (6.6 million) are low income households.
Table 1 shows the outreach of various regulated MFIs.

2.3 Diversity of Models
As anywhere else in the developing world, Viet Nam has a wide diversity of
microfinance models and structures. These range from the large microcredit programs
funded and operated by government entities, such as VBARD and VBP, to the savings
and credit projects run by international nongovernment organizations (NGOs) and
local mass organizations. 
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Of the banks, only government-owned banks, that is, VBARD and VBP, are
providers of microfinance services. VBARD uses its extensive branch network, that
reaches down to the commune level, to provide poor households with subsidized
loans, as well as offering deposit services. On the other hand VBP, without a network
of its own, uses the branches of VBARD at the commune level to lend to targeted
poor households. 

Some international NGOs, external donors, mass organizations, and other
semi-formal institutions also play a critical role in microfinance. They provide funding,
technical expertise on microfinance, and management support to various savings and
credit projects. Local mass organizations have also tried to implement their own
savings and credit schemes in addition to providing support to VBARD and VBP in
screening these banks’ target clientele.6

In this section we discuss the major institutions concerned with microfinance
and the innovations they have introduced. Institutions discussed include the two
government banks, VBARD and VBP, and the people’s credit funds. The latter are a
relatively new institutional form built with foreign assistance on the foundations of an
earlier national credit cooperative system. In addition, we consider the rural
shareholding banks (RSHBs), another innovation arising from the defunct credit
cooperative movement. We also consider a variety of semi-formal schemes which are
designed to implement the financial aspects of mass government poverty programs.
Some attention is given to the microfinance programs of mass organizations
(conducted as part of one or another of the government’s poverty programs) as well
as to the innovations of international NGOs and donors. Finally, there is some
discussion of informal finance, which continues to flourish in Viet Nam.

Viet Nam Bank for Agriculture and Rural Development
VBARD and VBP are the major providers of subsidized microcredit to poor Vietnamese
households. Established in 1988, VBARD was formerly the agriculture credit
department of SBV. As of 1997, it had 600 branches and 1,500 smaller outlets, with
21,000 staff, of whom more than 7,000 are credit officers. VBARD is present in 25 of
Viet Nam’s 63 provinces. Its presence at the commune level is low, but is quite high
at the district level. Thus, it has to innovate in order to reach the communes. People’s
credit funds (PCFs), which operate in most of the 63 provinces, are the only financial
institutions able to match and, in fact, exceed the network of VBARD. 

6 As Dao (1999) points out, not all international NGOs adopt best practice; some continue
to subsidize interest rates and tolerate loan defaults.

Government banks,
mass organiz-
ations, and the
international
community are
active in micro-
finance, using
diverse models 
and structures

Table 1: Outreach of Regulated Microfinance Institutions in 1998

Financial Total HH Percent of Average No. of LIH Percent of Percent
institution Customers Total Rural Loan Size Customers total FI of LIH

(million) HHs (US$) customers

VBARD 4.0 33.0 290 1.8 45 27

VBP 1.3 11.0 110 0.6 46 9

PCFs 0.6 5.0 300 0.3 50 4

RSHBs 0.01 0.08 — — — —

Total 5.91 49.08 — 2.7 — 40

HH =  households, LIH = low income households, FI = financial institution. See also Abbreviations.
— =  data not available or not calculated.
Source:  Estimates by Dao et al. (1999).



VBARD has introduced mobile banking units and a system of joint liability
groups that are used for loans without collateral. VBARD tries to reach target
individuals through the joint liability groups that act as intermediary organizations
and have helped increase VBARD’s outreach. Another approach is to lend to
individuals who are members of “guarantee groups” organized by mass organizations.
Under this scheme, the groups make a common guarantee to repay the loan. The
mass organization that has organized the guarantee group sponsors it and provides
secondary guarantees to VBARD for loan repayment. VBARD works closely with
mass organizations, for example, the Vietnamese Women’s Union (VWU) and the
Farmers’ Association (FA), to reach poor farmers through the formation of joint liability
groups.

Because of these innovations, the proportion of rural households able to
access VBARD loans jumped from 9 percent in 1994 to 40 percent in 1997. This
represents “a shift away from financing state-owned enterprises toward financing
private households and businesses” (World Bank 1996). VBARD’s main objective is to
reach as many private households and businesses as possible with subsidized credit.
However, it is doubtful whether VBARD will be able to sustain the transfer of sub-
sidized credit in view of the Government’s budgetary constraints. Its role in trans-
ferring subsidized credit also conflicts with its function of providing commercial credit
to non-poor entities. 

Despite its attempts to reach poor households, VBARD’s outreach to poor
communes in isolated and mountainous areas, where the concentration of poverty is
highest, has been limited. Among the difficulties are the distances that need to be
covered and the deplorable road conditions. 

Viet Nam Bank for the Poor
VBP was established in August 1995 in order to serve poor households that cannot be
reached by VBARD. Its major task is to provide subsidized credit to poor households
as a mechanism to alleviate poverty, and over 50 percent of its loan portfolio
constitutes preferential credit to the poor. As of the end of 1997, VBP had provided
subsidized credit to 1.6 million poor households, which represent 30 percent of poor
households. VBP uses VBARD’s extensive network of branches and small outlets; it
has no separate staff members. It is not involved in any savings activity, but is largely
dependent on the Government for its loan funds. It also draws funding from state-
owned banks.

VBP uses joint liability groups to provide credit to poor households. It works
with mass organizations such as VWU and FA to organize savings and credit groups
in poor communes, and transfers loans directly to the poor through these groups. 

The most important issue facing VBP is its lack of long-term viability and
sustainability. Several factors are responsible for this: (i) the subsidized interest rate it
charges is not adequate to cover actual operational costs, (ii) its dependence on the
Government for funding and on VBARD for staff and offices, and (iii) the weakness
of the joint liability group system of credit management, as indicated by the low loan
recovery rates (see Dao 1998). Another issue is the current VBP policy of lending only
to farm-based households, which effectively shuts out non-farm entrepreneurs and
other types of country-based, but non-farm, borrowers. 

People’s Credit Funds
PCFs are commune-level savings and credit cooperatives modeled on the Caisse
Populaire Credit Union System in Quebec, Canada. The establishment of PCFs started
in July 1993 as a pilot project under the supervision of SBV. In 1994, Développement
International Desjardins provided the program funding from the Canadian Inter-
national Development Agency (CIDA). Prior to the creation of PCFs, thousands of
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credit cooperatives (about 7,100 in 1985) had been established in communes
throughout the country. However, these credit cooperatives collapsed. An estimated
D100 billion in deposits “were not reimbursed” to their owners and 6,000 credit
cooperatives went bankrupt in 1989–1990.7

PCFs operate under the cooperative law, where loans are made only to
cooperative members. A qualification share of D50,000 is required of each member.
Although PCFs accept deposits from members and nonmembers alike, they give loans
only to members. The average loan size is usually less than D1 million. They do not
require collateral for small loans; in contrast, they require borrowers of large loans to
provide collateral that can consist of land-use-right licenses or other assets. The
maturity period for loans is less than 12 months. PCFs charge interest rates of around
1.5 percent per month, while the monthly savings rate is 0.9 percent. These rates,
which are determined by SBV, are generally higher than those of VBARD and VBP.

Dao and Hotte (1998) estimated that, as of the end of April 1997, around 
1 million households have had access to credit provided by PCFs, and that approxi-
mately 800,000 households have a borrowing relationship with PCFs at any given
time. Information provided by SBP on the PCFs’ operations shows that, as of April
1997, three years after their establishment, PCFs were able to mobilize D764,707
million.8 PCFs have a deposit insurance program with the Viet Nam Insurance Com-
pany, under which PCFs’ bankruptcy or insolvency makes the insurance company
liable to reimburse members their deposits. 

Dao and Hotte (1998) attribute the PCFs’ relative success in funds mobili-
zation to the following factors:

(i) PCFs are accessible to clients, making it convenient for members to deposit and
withdraw money; 

(ii) deposit rate is higher than those offered by other credit institutions;9

(iii) deposit mobilization methods vary and are adjusted to the people’s needs; and 

(iv) deposit insurance is available for deposits with terms exceeding three months.

The main criticisms of PCFs are that (i) they are inaccessible to the poor who appar-
ently cannot afford to pay the required qualification share, and (ii) they are relatively
inexperienced in microcredit provision and in dealing with poor women and joint
liability groups (Dao and Hotte 1998). However, PCFs could become effective MFIs 
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7 Dao and Hotte (1998). Exchange rate was D11,000 = US$1.

8 Deposits are mostly short-term — that is, less than a year.

9 SBV allows PCFs to lend at rates higher than those charged by other credit institutions in
the same areas and to pay depositors a higher funds mobilization rate. The difference in
funds mobilization rate ranges from 0.5 to 0.7 percent per month.

PCFs and Savings Mobilization
PCFs are relatively successful in mobilizing savings, in the context 
of Viet Nam, because:
• PCFs offer accessibility and convenience to clients for deposits and 

withdrawals 
• deposit rate is higher than those offered by other credit institutions
• deposit mobilization methods are tailored to people’s needs 
• deposit insurance is available for deposits with terms exceeding 

three months.



if given technical assistance by external donors, if supported by SBV and the
Government, and if the response of communes to their establishment is enthusiastic.

Rural Shareholding Banks
RSHBs arose from the reorganization or mergers of rural credit cooperatives. They
have limited exposure to poor households, although their experience with lending to
women’s groups organized by VWU is very satisfactory. The loan repayment rate
from these groups averages 98.3 percent. RSHBs have the potential to reach poor
households because of their geographical proximity to those households. This
proximity gives them access to critical information, enables them to have simple
lending procedures, and keeps transaction costs low (Dao 1998). RSHBs also target
clients other than poor farmers. However, weak deposit mobilization and lack of
access to commercial borrowing limits their available funds, which in turn limits their
growth and development as MFIs.

Semi-formal Financial Schemes 
The semi-formal financial schemes are composed of national programs (for example,
HEPR), savings and credit schemes implemented by mass/social organizations like
VWU, and rural microfinance schemes established by international NGOs. The
Government recognizes semi-formal MFIs, but these are not regulated or supervised
by SBV. 

National Programs for Poverty Alleviation
National programs are funded by the state budget and are directed towards poverty
alleviation. Four major national programs provide microcredit to poor households
(see Box 2 for a short description of those programs). Government ministries are in
charge of implementing the microcredit programs which typically consist of providing
subsidized and collateral-free loans to borrowers who are asked to meet certain
public objectives, for example, planting trees or job creation in rural areas. 

The national programs have the best of intentions. However, the highly
subsidized nature of these programs casts doubt on their sustainability. The lack of
any interest in savings mobilization gives the wrong signal to clients and reinforces
the continuing demand for subsidized loans. 

Microfinance Programs of Mass Organizations
Mass organizations are quasi-governmental bodies that are represented at four
administrative levels — national, provincial, district, and commune — which allows
them to be present from the senior levels of government down to the grassroots level.
Mass organizations, such as FA, Veterans’ Association, Viet Nam Farmers’ Union
(VFU), Viet Nam Youth Union (VYU), Peasants’ Union, and VWU, assist the
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Potential Microfinance Strengths
The rural shareholding banks and people’s credit funds — formal financial 
institutions supervised by SBV — have the potential for growth and a 
wide delivery mechanism for microfinance programs. Their main 
advantages are: 
• the legal status they enjoy
• a wider delivery network
• support from local authorities
• flexible savings schemes. 



Government in disbursing loans under specific government programs (Dao 1998).
The last group, VWU, has a mass membership of almost 11 million women, with an
estimated 80,000 women’s savings and credit groups. Major programs involving the
mass organizations are listed in Box 2.

The extensive local networks of mass organizations which go down to the
grassroots level enable them to act as “brokers” between VBARD/VBP and borrowers.
They also assist the People’s Committee in forming joint liability groups that act as
guarantors for loans at the commune level. In return for this service, the mass
organizations receive a commission from VBARD/VBP. This is consistent with the
current credit policy of VBARD/VBP, which is to provide loans directly to farm
households and not through mass organizations.

Mass organizations, primarily VWU, VFU, and VYU, have also established
savings and credit groups that enabled them to reach as many as 1.6 million borrower
households with total credit disbursed of about $220.1 million by 1998. VWU sourced
its credit funds from VBARD and VBP (68 percent), grants (24 percent), and savings
mobilized (8 percent). VFU received credit funds from VBARD and VBP (89 percent)
and savings mobilized from members (11 percent). On the other hand, VYU received
all its credit funds from VBARD and VBP (Nguyen and Nachuk 1998, cited in Dao
(1999)). The huge dependence on the Government for loan funds is a glaring
weakness of mass organizations’ savings and credit schemes. Another problem is the
lack of skills and staff for greater outreach. 
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Box 2: National Programs Providing Microcredit to Poor Households
National Program for Hunger Eradication and Poverty Reduction (1998–2000)

To reduce poverty through nine projects, funded at $714 million:
• rural infrastructure and reconstruction
• production and job creation assistance
• credit to the poor
• assistance to education
• assistance for public health care
• agriculture extension services
• strengthening the capacity of project staff and commune cadres
• assistance to ethnic minority people
• resettlement and settlement in newly established economic areas.

VBP implements the Credit to the Poor program. Each poor household will get a collateral-
free and subsidized loan of D2–2.5 million payable in 36 months.

Program for Greening Barren Hills (1993–1998)

For reforestation and local infrastructure, funded at $210 million. Some $30 million was
for providing interest-free loans for the planting of orchards and trees. To cover local
service costs, an interest rate of 0.1–0.2 percent per month may be charged. The Ministry
of Planning and Investment supervised this program. In mid-1998, this program was
replaced by the Program of Greening 5 Million Hectares of Forest. 

National Program of Greening 5 Million Hectares of Forest

For extending interest-free credit to rural households who will plant perennials. The
Ministry of Agriculture and Rural Development is in charge of providing this subsidized
credit program.

Program for Job Creation

For extending $76 million of credit with a maximum term of six months at a subsidized
interest rate of 0.6 percent per month. State treasury offices located in district centers give
loans to borrowers, mostly small micro-enterprises in rural areas. The Ministry of Labour,
Invalids and Social Affairs supervises the program. 

Source:  Dao (1999)

Mass organizations
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80,000 savings
and credit groups



Mass organizations are not financial intermediaries although they can
certainly reach a large number of poor clients. However, they have shown tremendous
capacity for organization and community training. In this regard, as mass-based
institutions, they can help the development of microfinance in the country by their
social intermediation role. The important result is that those savings and credit groups
have shown that the poor are good clients who value both savings and credit services
provided by various semi-formal credit providers, as shown by high loan repayment
rates and a strong motivation to save. Vietnamese experience with savings and credit
schemes indicates that the poor are good credit risks; they can and do save; and they
are not as much concerned with the cost of credit as with timely access to credit
(CGAP–UNDP 1996).

Microfinance Programs Supported by International NGOs and External Donors
Viet Nam has seen an influx of international NGOs and bilateral donors that have
brought technical assistance on best practice and loan funds for on-lending to poor
borrowers. Some of the major international NGOs are the following: Groupe de
Recherche et d’Echanges Technologiques (GRET), ActionAid, Développement
International Desjardins, CARE, Save the Children Fund (UK), and OXFAM (UK).
These NGOs have been very active in promoting savings mobilization among their
client members. They have been quite instrumental in training and exposing
Vietnamese savings and credit groups and various mass organizations to innovative
savings and credit products within savings and credit schemes. 

As noted by an analyst of Vietnamese microfinance, there is a wide range of
flexibility and variation in these savings and credit schemes. Access to savings facilities
among poor rural women was perceived to be even more valuable than loan facilities.
In fact, in a number of Action-Aid Viet Nam commune banks, the savings balance
exceeds the balance of loans outstanding. Perhaps this is because the households saw
savings as particularly useful instruments for smoothing seasonal consumption
imbalances and in building household equity.10

It should be pointed out that for other international NGOs, savings and
credit schemes represent a mere entry point to villages and communes in order to
implement their main programs, such as health, family planning, etc. However, some
of these international NGOs have attempted to make their savings and credit schemes
viable in order to maintain credibility with the local population. International NGOs
provide support to 90 savings and credit schemes (Dao 1999). The clients consist of
poor women, ethnic minorities, and the poor in remote rural areas. The general
experience is that international NGOs’ microfinance projects have provided critical
financial services to those traditionally excluded by the formal banking system. The
high loan repayment rates and the growth of savings in those programs indicate the
success of international NGOs in the microfinance sector. Box 3 gives a summary of
those microfinance projects, as at 1995.

The savings and credit schemes implemented by international NGOs have
the advantage of charging interest rates higher than those allowed to regulated
financial institutions. This means that these schemes can have bigger margins. They
have demonstrated the ability to reach target clients and generate high loan repayment
rates. The main drawback is that these savings and credit schemes have limited
coverage, due to high operating costs and relatively limited loan funds.  

Informal Credit Schemes
Informal credit schemes consist of credit extended by families, friends, traders, and
private moneylenders through simple and convenient procedures. Informal lenders
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10 See CGAP–UNDP (1996) for an appreciation of the wide variety of savings and credit
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are found in the vast majority of developing countries. Despite the intervention by
VBARD, VBP, and the NGOs in the rural credit market, informal lenders continue to
provide credit to the bulk of the population. Families and friends normally extend
interest-free credit but as Dao (1999, 33) observes: 

… the poor are not likely to borrow from relatives or friends because of the social
implications. The culture dictates that one should help poor friends or poor relatives
by handing over the money rather than lending it, to maintain good spirit relations. 

Informal moneylenders and traders charge interest rates that are twice or
more times as high as formal financial institutions. On average, interest rates set by
moneylenders are 7–10 percent per month, while the rates charged by banks are
1.7–2.8 percent per month. VBARD and VBP provide loans for investment purposes
only, so rural households have to rely on informal moneylenders for consumption
loans, especially during lean months — that is, months before the rice harvests (Dao
1998). It was reported that in each village there are two or three permanent, and five
to ten seasonal, informal moneylenders. 

The 1992–1993 Vietnamese Living Standard Survey (cited in Dao 1998)
showed that private moneylenders are the primary lenders in rural areas. Loans from
informal sources have been reported to be about 73 percent of total loans to
households. Formal financial institutions, such as government banks, provided only
22.7 percent of loans to households.

2.4 Challenge of Sustainable Microfinance
The Vietnamese government has taken the alleviation of widespread poverty in the
country as one of its most important tasks. Thus, it has viewed the provision of
subsidized loans to targeted poor households as a critical intervention instrument.
Policy lending, that is, lending to target sectors identified by the Government and
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Box 3: Overview of International NGO Microfinance Projects
Project budget Average: $69,287

Loan fund Average: $42,039

Projects which form groups 51

Average group size 10

Loan type Cash: 55; 
In kind: 4

Loan size Largest: D6 million
Smallest: D25,000
Average: D826,080

Number of borrowers High: 16,695
Low: 20
Average: 1,265

Interest rate per month Highest: 3.0 percent
Lowest: 0.6 percent
Average: 1.86 percent

Repayment schedule Lump sum, weekly, monthly, quarterly

Repayment rate Highest: 100 percent
Lowest 10 percent
Average: 93 percent

Source:  Savings and Credit Forum of Viet Nam, Hanoi, December 1995. Cited in Dao (1998). 



using public funds, has been the guiding rationale for VBARD’s and VBP’s
involvement in microfinance.  

Both local and international microfinance NGOs and local mass organi-
zations have also involved themselves in microfinance, sensing a strategic weapon for
poverty alleviation, especially in the countryside. In this regard, local and international
microfinance NGOs have expressed doubt about the sustainability of the
Government’s highly subsidized credit programs. They have also raised questions
about the appropriate role in microfinance of state-owned banks that offer unfair
competition to private financial institutions, credit cooperatives, and non-conventional
credit intermediaries, such as microfinance NGOs. 

At the current stage of development of microfinance in Viet Nam, a serious
review of this role of state-owned banks should be undertaken. There is a great need,
not only to identify the comparative advantages of various types of finance providers,
but also to work out complementary roles for government and the private sector
within a framework of sustainable microfinance. 

Given the appropriate macroeconomic environment, the correct regulatory
policies, and an appropriate institutional framework, microfinance institutions and
programs can become viable and sustainable. This will work for the benefit of poor
households and microentrepreneurs who traditionally have been excluded from the
formal banking system by reasons of asymmetry of information, high transaction
costs, and the perception that they are a high credit risk.

3 Role of the Central Bank 
Prior to 1986, SBV was the sole financial entity and provider of credit. The socialist
orientation of fiscal and monetary policy cast SBV into the role of financier of
administratively determined resource allocations. This resulted in substantial credit
subsidies to state enterprises and negative real interest rates. Unlimited credit made
available through currency issue brought inflation rates peaking at 577.4 percent in
1986. Loan recovery from state enterprises was very low.

Financial reforms led to the transformation of SBV. This was made possible
under the Doi Moi (innovation) reform process which, among other priorities, has
sought the development of the banking system and the reform of state banks. Before
the reforms, SBV was the major provider of funds for state enterprises and financed
the budget deficit of the Government. Under the two banking decrees of 1990, SBV
acts as the central bank responsible for monetary policy. It has authority over
monetary management to control inflation and promote economic growth. The overall
intent is to change the financial system from a subsidized and mono-banking system
that has made SBV the sole funds provider to the entire economy, to a system that is
commercially oriented, with a high degree of private domestic and foreign
participation in the banking system. However, SBV remains a government agency and
while it has authority over monetary management and the regulation and supervision
of the financial system, it also carries out government policy directives.

The formal financial sector is composed of state-owned, private, and foreign-
owned banks, and the PCFs and credit cooperatives, all of which are supervised by
SBV. Banking decrees passed in 1990 placed commercial banks, credit cooperatives,
and other financial institutions under the supervision of SBV.11 In 1998, SBV yielded
its commercial banking role to four government-owned commercial banks.
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11 Local People’s Committees used to license and monitor credit cooperatives.



4 Central Bank Support for Microfinance
Initiatives

SBV perceives its role in microfinance in the country as ”developmental,” which is
narrowly defined as providing funds to the government-owned VBP and VBARD,
which both lend directly to targeted poor households. SBV sees itself as an instrument
for achieving the Government’s objective of poverty alleviation. Its other
”developmental” role is to control the interest rates of financial institutions. It is in
charge of licensing and supervising regulated financial institutions and implementing
various laws affecting the financial system, for example, the law on cooperatives and
the law on credit institutions.

The Government’s top priority is poverty alleviation, which it is addressing
through national programs targeted at specific sectors or areas of the country. Under
the HEPR program, by the year 2000 the Government was seeking to provide 
90 percent of poor households, estimated at 2.7 million households, with loans of
D1–5 million, with loan terms of up to three years. This was envisaged to be
undertaken through a specialized bank for the poor (Ngan hang nguoi ngheo), the
Viet Nam Bank for the Poor (VBP) created in August 1995 to “set up lending funds
for the poor for poverty alleviation target” (VBP Charter, Article 2, Chapter 1). 

The other major role of SBV is to determine the lending and deposit rates
that regulated financial institutions may impose on clients and depositors, respectively.
Through a carefully regulated interest rate structure, SBV hopes to provide poor
households access to microfinance services at the lowest possible cost. Thus, a
combination of state-funded subsidies, control of interest rates, and government
targeting of the poor are the major intervention instruments used by both the
Government and SBV to address the issue of widespread poverty.12

The Law on the State Bank of Viet Nam (1 October 1998) states that “the
State Bank of Viet Nam shall determine and announce the base rate and interest rates
for refinancing” (Article 18). In keeping with this mandate, SBV adjusted the ceiling
of the lending interest rate. The short-term lending interest rate was adjusted from 
1 percent to 1.2 percent per month; the medium-term and long-term interest rate was
adjusted from 1.1 percent to 1.25 percent per month. The ceiling on the PCFs lending
interest rate was fixed at 1.5 percent per month. SBV further announced that the
interest rate spread of 0.35 percent per month had been lifted (State Bank of Viet Nam
1998). 

In 1999, SBV decreed that the ceiling lending interest rate would be
decreased by 0.1 percent per month, meaning 1.2 percent per year (Viet Nam News
1999). The current ceiling is 1.15 percent per month. According to the same source,
“the adjustment will be applied to all credit institutions providing short-term, medium-
term and long-term loans in both urban and rural areas.” The ceiling rate for PCFs and
RSHBs will remain at 1.15 percent per month. 

A related law implemented by the Government and SBV that affects the
microfinance sector is the Law on Credit Institutions. The relevant provisions state
that: 

(i) The State is in charge of establishing policy banks which operate on a nonprofit
basis for the purpose of serving the poor and other underprivileged persons and
of implementing the socioeconomic policies of the State.
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12 An interesting point is that the experience of bilateral agencies and international NGOs in
microfinance programs shows that “not a single scheme (that is, savings and credit) made
use of official lists maintained by government agencies such as the provincial Department
of Labor.” The general observation was that “there was a need to employ an independent
targeting exercise because of perceived deficiencies in the lists of the poor.” See CGAP–
UNDP (1996).
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(ii) The State shall issue preferential credit policies on financing, interest rates, lending
conditions, and duration applicable to the poor to facilitate the development of
their businesses and production.

(iii) Banking activities of nonbank organizations shall be subject to the relevant
provisions regarding permitted banking activities.

(iv) Nonbank credit institutions such as social organizations and NGOs are permitted
to engage in some banking activities as their regular business, but are not allowed
to receive demand deposits and to provide payment services.

(v) Nonbank credit institutions engaged in banking operations are obliged to meet
the following conditions: (a) banking activity is necessary and closely related to
an institution’s main activities, (b) there must be sufficient capital as required for
banking services, (c) there must be a team of experts knowledgeable about
banking operations, and (d) a feasible business plan on banking operations must
be submitted (Dao 1999).

With regard to interest rate restrictions, nonbank credit institutions are subject to
limitations imposed by the Civil Code, which states that “interest rates charged by
lenders are not allowed to exceed the officially announced interest rates by more than
50 percent.”13 This dampens the market-determined interest rates that social
organizations and NGOs charge on loans to their respective clientele, although it does
allow them greater latitude than is given to state financial institutions. 

SBV has an off-site surveillance system based on monthly returns submitted
by banks. On-site supervision is done at the branch or sub-branch level. There is
much to be improved in the surveillance system in order to ensure the stability and
soundness of the banking system (World Bank 1996). This suggests that supervisory
systems and resources available for nonbank credit institutions covered by the
provisions of the Law on Credit Institutions are likely to be even less adequate to the
task.

5 Policy and Regulatory Environment for
Microfinance

Both the Government and SBV wield substantial influence on the growth and
development of microfinance. For example, subsidized credit provided through state-
owned banks and restrictions on interest rate setting by MFIs affect the viability and
sustainability of those institutions. Non-regulated MFIs are also affected because, as
mentioned above, a ceiling is put on their lending rates.

Key changes necessary for sustainable microfinance relate to several areas of
concern that emerge from an examination of the current policy and regulatory
environment in Viet Nam:

(i) the proper role of state-owned banks;

(ii) the interest rate policy of SBV;

(iii) lack of support for deposit mobilization;

(iv) need for a competitive, market-oriented environment; and

(v) appropriate regulation and supervision of MFIs. 

These issues provide the framework for the following discussion in Section 5.
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5.1 Proper Role of State-owned Banks
As discussed earlier, the Government uses two state-owned banks, VBARD and VBP,
to provide subsidized credit to targeted poor households. VBP has been created for a
very specific purpose: to provide subsidized credit to the poor. According to its
charter, VBP is exempted from profit tax and capital tax, and receives “preferential
policies from the Government in order to reduce lending interest rate to the poor”
(Article 3, Chapter 1). By law, no collateral is required of poor households to borrow
from VBP, and loans of poor households are paid “when the loans are matured”
(Article 8, Chapter 2).

The Ministry of Labour, War Invalids and Social Affairs, in collaboration with
other government agencies, issues the criteria and guidelines for the selection of poor
households and poor areas. It provides the official list of targeted poor households
who are the expected clients of the Government’s poverty alleviation programs and
SBV’s subsidized funding given to state banks. VBP uses the staff and facilities of
VBARD branches to reach poor households. The extensive branch network of VBARD
helps VBP save on overhead and staff costs. As of May 1999, it is reported that VBP
had reached 2 million poor households. At the same time, it had funds provided by
the Government for direct lending at the rate of 0.8 percent per month. The problem,
though, is that the state banks often target the same poor households as the savings
and credit schemes. The overlap and inconsistent interest rate policies can lead to
inefficient program implementation and confusion among borrowers, depositors, and
the credit intermediaries.

It is not possible for microfinance NGOs, PCFs, and the RSHBs to compete
with state-owned banks that are recipients of huge state subsidies covering both
operating and financial costs. Private MFIs’ profit-generating activities that should
cover operating and financial costs are constrained by the ceiling on interest rates
imposed by SBV. On the other hand, VBARD and VBP are recipients of implicit and
explicit subsidies from the Government that enable them to penetrate poor areas, but
at great expense to the taxpayer and at great cost to the development of sustainable
MFIs.

The negative experience of developing countries in using state-owned
organizations for providing subsidized credit to target sectors challenges the wisdom
of using state banks to reach poor households through subsidized credit. The few
honorable exceptions among state banks, of which Bank Rakyat Indonesia is the best
known, show that the poor can be reached on a sustainable basis with unsubsidized
credit. However, most state banks are still motivated by the belief that transferring
cheap credit to the poor is an effective way of combating poverty and under-
development. Thus, those governments have assumed the combined roles of planner,
supplier, banker, marketing agency, producer, and welfare provider. They use special
development finance institutions as special vehicles for transferring cheap credit,
often funded by budgetary appropriation, to targeted poor households. This has
hampered the growth and emergence of self-reliant local financial intermediaries.
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Finding an appropriate role for state banks in the microfinance market in
Viet Nam is critical. At present, they provide undue competition to savings and credit
schemes in the semi-formal sector, and PCFs and RSHBs in the formal financial sector.
These institutions’ full potential as sustainable MFIs may not be realized because of
the distortions in the financial market that are created by state banks. Put differently,
the dominant role of state banks in the microfinance sector prevents the emergence
of new (private) MFIs. The Government and SBV should carefully review the role in
microfinance of the state banks that rely heavily on state funding, in order to transform
them into catalytic institutions in the countryside.

5.2 Interest Rate Restrictions
There is a serious concern about the current interest rate policy espoused by SBV.
The ceiling on interest rates, in particular, the lending rate as discussed above, allows
financial institutions only a very narrow margin with which to cover operating costs,
risks, and to generate profits. There is a grave question regarding the sustainability of
financial institutions that are not able to charge market rates of interest. Banks are,
therefore, reluctant to lend because the ceiling on interest rates and the pressure to
lower lending rates are squeezing bank profit margins. Interest rates do not cover the
level of risk involved in bank lending. Furthermore, in the event of loan default,
mortgaged assets take years to sell in order to cover the nonpayment of debt. This is
costly for the banks and, again, does not promote lending (Gainsborough 1999). 

Interest rate control leads to a misallocation of scarce financial resources.
Financial repression makes interest rates lose their allocative function; financial
resources are allocated on the basis of wrong signals and incentives. Indeed, one
analyst commented that “financial markets that are not performing their functions
efficiently are likely to misallocate resources and contribute to increased vulnerability
in the face of growing financial integration” (Rana 1998). In the case of the “special
development finance institutions” mentioned earlier, high rates of non-repayment of
loans and huge defaults led to the weakening and even closure of some of those
institutions which acted as conduits of government funds to target sectors (for
example, small farmers, fisherfolk, poor households), often to the great detriment of
taxpayers.

The interest rate ceilings imposed on regulated financial entities have
resulted in a situation where the interest rate structure in the non-regulated, semi-
formal sector is higher than the official lending and deposit rates. This creates pressure
against savings and credit schemes implemented by international NGOs, bilateral
donors, and mass organizations to provide cheap credit to clients. This raises doubt
about the sustainability of both institutions and programs if savings and credit schemes
succumb to political pressure to lower their interest rates. 

There is hope that interest rate restrictions will eventually be lifted. SBV’s
1998 annual report explicitly states that “the State Bank will continue to adjust the
interest rate in the manner of a more flexible management on a basis of supply and
demand with the aim of phasing out interest rate ceilings and getting prepared for
interest rate liberalization whenever possible” (State Bank of Viet Nam 1998, 65).
However, the question is whether this will happen in the foreseeable future in view
of the large volume of nonperforming loans of state-owned enterprises and the
political impact of lifting interest rate controls. Sustainability of microfinance programs
cannot be achieved until this major issue is resolved in favour of liberalization.

5.3 Lack of Support for Deposit Mobilization
Interest rate restrictions create the wrong incentives and retard the growth of financial
assets. This is a situation as obstructive to microfinance development as it is to general
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financial development. The deleterious effect of financial repression was pointed out
many years ago and it will be a pity not to learn lessons from this.14 Recent field data
gathered in Duyen Hai district in Tra Vinh province (Gainsborough 1999, 26) indicate
that:

… very few of the formal financial schemes offer savings facilities. VBARD offers the
main service but then, mobilization of savings has been relatively poor. PCF has been
only marginally more successful in mobilizing savings, although if and when the
number of commune level branches increases, this may improve.  

Insofar as MFIs fail to mobilize the people’s surplus and transform this into
financial assets, there will be continuing dependence on subsidized credit. In the
countryside most especially, dependence on moneylenders could be heightened,
since financially weak and unsustainable MFIs cannot be expected to have a large
outreach in the countryside. 

The absence of deposit facilities will only serve to increase the motivation to
save in gold and jewelry. This is not helpful at all in closing the savings-investment
gap of the country. Other developing countries are trying to mobilize deposits as
much as they can to close the huge savings-investment gap and reduce dependence
on foreign loans and grants. The importance of having accessible deposit facilities in
the countryside cannot be ignored. Field observation in a collaborative study on the
experiences of NGOs, United Nations agencies, and bilateral donors has indicated
that access to deposit facilities among poor rural women was seen to be more valuable
than loan facilities (CGAP–UNDP 1996). Correct pricing of savings products and the
safety of deposits are important factors in motivating savings mobilization. In the final
analysis, the net losers are the poor who do not have alternative savings options and
facilities for safeguarding lifetime savings and transforming these into productive
instruments.

A major issue for the non-regulated MFIs is their legal status, especially with
respect to deposit mobilization. Since many of them carry out quasi-banking activities,
it will be necessary for the Government and SBV to review the appropriateness of
allowing non-regulated MFIs to take deposits in the countryside. At stake are the
savings of thousands of poor people and the stability of the financial system if non-
regulated entities are allowed to mobilize substantial deposits without the appropriate
prudential standards and norms. 

5.4 Need for Competitive Markets
Depositors, investors, and other stakeholders want their MFIs to provide positive real
returns to deposits and investments. At the same time, they want to be assured that
the MFI is viable and sustainable. The agency problem between depositors and
shareholders (the principal) on the one hand and the management (the agent), on the
other, can be effectively dealt with by market competition among MFIs. Market
competition creates the incentive for management and directors to be efficient;
otherwise, the institution will lose business.15 Depositors and investors take their
funds to efficiently managed financial institutions. The efficient MFI not only offers
positive real returns to deposits and investments, it also provides protection to funds
entrusted to it.  

It is important for central banks to pursue market-oriented policies and to
design regulations that induce financial institutions to become competitive and
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sustainable. Vietnam’s formal financial markets are far from being competitive.16 This
reflects the difficulties of transition to market economics and the political and
institutional obstacles to financial sector reform. There is a lack of financial policies
and regulations that promote competition and that would enable financial institutions
to cover their costs and become sustainable. This general problem has its counterpart
in the microfinance subsector, where similar conditions apply. Similar principles of
reform need to be applied by SBV to this subsector.

5.5 Appropriate Regulation and Supervision of MFIs
Appropriate prudential regulation and supervision promote microfinance and, at the
same time, ensure the stability of the financial system. Interviews indicate that SBV
would benefit from recent developments in risk-based supervision that are also
appropriate for regulated MFIs, such as the nonbank credit institutions covered by the
Law on Credit Institutions. These institutions provide loans without the traditional
collateral or security. Risk-based supervision examines the various risks faced by the
MFI, creates risk profiles, and introduces appropriate safety measures. It is important
for SBV to develop a regulatory and supervisory framework that allows private MFIs
to respond adequately to the challenges and risks of the marketplace. Having a
market-oriented interest rate policy, appropriate yet simple loan documentation
requirements and regulation of unsecured loans, and effective supervision, will be
indispensable to the growth and development of the microfinance sector.

The stability problem is accentuated by the well-known problem of
information asymmetry in financial markets, where owners, shareholders, and
managers of financial institutions have more information on their institutions than do
clients and fund suppliers, for example, or depositors. Depositors must rely on
adequate regulation and supervision by an oversight agency to assure themselves that
they are being given fair treatment by owners and managers. Appropriate regulation
and supervision will help generate the needed confidence and trust of depositors (in
the case of institutions which take deposits), and of fund suppliers and investors,
thereby contributing to the stability of the financial system. 

To achieve this objective, SBV has to work seriously on having a market-
based information structure in the financial marketplace. According to the World
Bank (1996), “an assessment of bank financial performance [in Viet Nam] is
problematic as accounting practices deviate in many ways from international standard.
Such information as exists on bank operations is scanty, scattered and incomplete.”
Moreover, audit by an external independent auditor should be established as part of
the regulatory and supervisory system. Obviously, this should apply to banks
operating conventionally; it should also apply to any microfinance operations of
banks.

The regulatory framework and supervisory apparatus for regulated MFIs
should be complemented by standardized and transparent accounting practices,
financial reporting, auditing, and performance standards for the unregulated
microfinance entities. These will provide the basic information infrastructure that can
help the market gauge the performance and viability of both regulated and
unregulated MFIs. Donors are collaborating with the Government and SBV in
introducing appropriate accounting and auditing standards. This should be supported
and promoted. 
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6 Conclusions and Recommendations

6.1 Conclusions
In Viet Nam, the formal, semi-formal, and informal sectors provide microfinance
services to poor households. Of the formal financial institutions, Viet Nam Bank for
Agriculture and Rural Development (VBARD) and Viet Nam Bank for the Poor (VBP)
are the major providers of subsidized credit to target households. This is due to their
access to state funding for subsidized loans. The The rural shareholding banks
(RSHBs), credit cooperatives, and People’s Credit Funds (PCFs) are the other players
in the microfinance market. These formal financial institutions are supervised by the
State Bank of Viet Nam (SBV), and have the potential for growth and a wide delivery
mechanism for microfinance programs. Their main advantages are the following: (i)
the legal status enjoyed by credit cooperatives and PCFs, (ii) a wider delivery network,
(iii) support from local authorities, and (iv) flexible savings schemes. 

The semi-formal sector also addresses the credit demand by micro-
enterprises and other small borrowers. There are two main players here: (i) the
national programs for poverty alleviation funded by the Government that provide
subsidized credit to poor households, and (ii) the savings and credit projects or
schemes implemented by international nongovernment organizations (NGOs) and
external donors. The informal sector is still the dominant source of credit for those
who cannot access the banks and semi-formal institutions.

The semi-formal savings and credit schemes also have the potential of
reaching more poor households than do government banks such as VBARD and VBP.
This is due to their geographical proximity to and familiarity with target clients.
However, these institutions cannot match the funding made available to VBARD and
VBP by the Government for giving subsidized loans to target households. The semi-
formal schemes have no legal status. This makes it difficult for them to have access
to funds that can be used to expand their outreach and gain financial sustainability
through market-oriented microfinance programs. On the other hand, for the formal
microfinance schemes, financial sustainability is an elusive goal, given the capped
spread allowed them by SBV. Thus, they are unlikely to expand their coverage of low
income households. 

SBV has moved in the right direction by controlling inflation and pursuing a
stable macroeconomic environment. So far as financial development is concerned,
there is no substitute for stable macroeconomic conditions. A regime of low inflation
and low, but market-based, interest rates breeds confidence in the financial markets
and instruments. Financial and macroeconomic reforms have enabled the economy
to grow and attract investments. 

State banks are used as conduits of government-subsidized credit to poor
households. However, the subsidization of microcredit and the use of state banks as
credit conduits have created distortions in the credit market. Financial repression,
characterized by highly regulated interest rates, has likewise hindered the growth of
the financial sector, including the microfinance sector. Government-subsidized
funding is unlikely to be sufficient to address the lack of access to credit by poor
households. Imposing interest restrictions constrains risk-taking and lending in the
microfinance sector. This hampers the viability of microfinance institutions (MFIs) and
casts doubt on the sustainability of microfinance programs. In the same vein, unfair
competition by state banks has hindered the growth and development of new
financial institutions.

The Vietnamese experience with economic growth has shown how the
economy profits from having the correct incentives. Market-oriented reforms have
contributed to the impressive economic growth record in recent years. However,
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there is policy inconsistency in the microfinance sector. MFIs cannot freely set interest
rates. This is unfortunate because it is those institutions themselves that know the
market, the kind of risks in the market, and the interest rates that will enable them to
absorb those risks while reaching out to more poor households. They have access to
basic information in the marketplace that the Government may not ordinarily have.
Thus, there is a basic inconsistency between regulated interest rates and other types
of barriers to market entry (for example, non-competitive policies), and the objective
of achieving financial sustainability of MFIs and programs. The experiences of other
countries have amply demonstrated this, and one doubts whether Viet Nam can be
the exception.

The correct market-oriented incentives will be necessary to motivate greater
deposit mobilization by MFIs. However, there should be a careful review of the
appropriateness of having non-regulated entities mobilizing deposits in the
countryside. In the absence of regulated entities in those areas, the critical role of
non-regulated entities in mobilizing the rural surplus becomes apparent. Prudential
concerns and the advantage of having a stable financial system require SBV to
formulate the appropriate regulatory and supervisory framework and an effective
supervisory apparatus in the microfinance sector. 

Apart from stable macroeconomic conditions and market-oriented policies,
there is the need to improve corporate governance among MFIs. MFIs should assure
their depositors and shareholders that they are properly run and that positive real
return on deposits and investments is assured. Problems between management and
the depositors/shareholders can be effectively dealt with by market competition
among institutions, which creates the incentive for management and directors to be
efficient. The Vietnamese financial markets are far from being competitive, and thus
financial policies and regulations that promote competition in the financial markets
and enable financial institutions to cover their costs and become sustainable, are
indispensable. Those regulations should not only induce financial institutions to
become competitive and sustainable, but also provide protection to depositors and
investors. Creating the appropriate incentive structure will address, to a very great
extent, the agency problem and strengthen the financial system. 

6.2 Recommendations
(1) SBV should continue to pursue a stable macroeconomic environment for

financial sector reform.

SBV should continue its pursuit of stability of the macroeconomic framework. A
regime of low inflation or price stability and discipline on the fiscal deficit side is
a crucial parameter for creating confidence in the financial system. This of course
works to the advantage of the microfinance sector. Unstable financial systems
and expectations of high and volatile inflation ruin the chances of the
microfinance sector to be viable and sustainable.

(2) SBV should help to ensure that private financial institutions do not face
an environment of financial market monopoly induced by the behavior
of state-owned banks.

The Vietnamese government and SBV should define the proper role of state-
owned banks versus private financial institutions. Viet Nam wants greater
efficiency in the financial markets, but it faces an inadequate number of
sustainable private financial institutions in the marketplace. Private financial
institutions cannot grow in an environment of monopoly of the financial markets
by state-owned banks. The development of private institutions is adversely
affected by unfair competition from the state-owned banks. 
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(3) In the broader context of government policy, SBV should move toward
deregulating interest rates to ensure positive real lending and deposit
rates.

The Government and SBV should move towards deregulation of interest rates to
enable regulated financial institutions and nonbank credit institutions to cover
their transaction costs and realize an adequate return on risk taking. The short-
term objective is to have positive real lending and deposit rates. This should go
hand in hand with a firm effort to strengthen the regulatory and supervisory
capacity of SBV, which will be necessary to ensure stability of the financial system.
This is to counter potential strategic or opportunistic behavior of both financial
institutions and clients to exploit a liberalized financial regime. This is the lesson
of the recent Asian financial crisis, particularly in Indonesia and Thailand. 

(4) SBV should attempt to provide an environment that supports and
encourages mobilization of deposits among poor and low income
households.

SBV should allow real positive deposit rates to materialize; it should discourage
the provision of highly subsidized credit that works against deposit mobilization
by private financial entities. An important but relatively neglected undertaking is
the mobilization of deposits in the countryside (although VBARD is one institution
which does succeed in mobilizing a significant amount of savings from low
income households). The lack of deposit facilities and the negligible yields on
deposit instruments have discouraged deposit mobilization among poor and low
income households more generally. Liberal bank entry and bank branching policy
reduces the transaction cost for depositors as deposit facilities become available
to rural and lower income populations. Sustainable microfinance depends a great
deal on the ability of the economy to mobilize deposits and intermediate these
successfully to the deficit units. 

(5) SBV should provide effective regulation and supervision of deposit-taking
financial institutions.

SBV is largely responsible for creating confidence in the banking system through
policies that allow the appropriate pricing of savings products and that provide
support to the development of an accounting system that is at par with
international standards. Effective regulation and supervision of deposit-taking
financial institutions also breed confidence in the financial system. 

(6) The Government and SBV should examine the strategy of using subsidized
credit to alleviate poverty.

The Government and SBV should examine the strategy of using subsidized credit
to alleviate poverty. The distortions and the wrong incentives that this instrument
creates are too well known to be ignored. 

(7) SBV should support research on micro-enterprise finance and informal
credit markets and best practice in the delivery of microfinance services.

SBV should also encourage and provide funding to research on micro-enterprise
finance and informal credit markets that will provide information on best
practices. The research and policy analysis will stimulate discussion that can lead
to the adoption of appropriate financial policies and innovative microfinance. 

(8) SBV should collaborate on the formulation of appropriate accounting,
reporting, and performance standards to ensure adequate prudential
oversight for MFIs.

SBV should formulate an appropriate regulatory framework and effective
supervisory apparatus for regulated MFIs to ensure adequate prudential oversight
and the stability of the financial system. There is a significant role to be played
by SBV in developing and promoting uniform and transparent accounting
practices, auditing and financial reporting, and performance standards for MFIs.
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These practices will help ensure their good performance and behavior. In this
regard, collaboration with donors and outside microfinance experts is
recommended.

(9) SBV should provide funds and support for institutional strengthening and
capacity building of MFIs. 

SBV should provide funds for the institutional strengthening of MFIs and for the
capacity building of their staff. A principal drawback in the development of
microfinance in many developing countries is the lack of absorptive capacity of
MFIs for the funds that are made available from various sources, for example,
donors. Among other training needs, there is great need for capacity building
which exposes and trains MFIs in financial innovation and best practice in
microfinance. 
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