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PREFACE

The present volume of the Development Papers series addresses the 
subject of the microfinance for poverty reduction: building inclusive financial 
sectors in Asia and the Pacific.

The General Assembly designated 2005 as the International Year of 
Microcredit to highlight and promote the recognition to the role of microfinance 
in the eradication of poverty, its contribution to social development. In 
particular, "building inclusive financial sectors" is a major theme of the Year.

The region holds two thirds of the world's poor. Varieties of 
microcredit schemes have been experimented within the past few decades 
with specific focus on poverty reduction. The region has also seen the 
development of microfinance institutions (MFIs) which offer a wide variety 
of financial services for the poor. While the contribution of microfinance to 
the improvement of the life of the poor has been widely reported, the 
overwhelming portion of the poor is still in need of access to microfinance. 
Funds available for subsidized microfinance schemes are also limited. 
Expansion of access to microfinance to a larger population of the poor 
relies to a large extent on further development and up-scaling of these 
microfinance programmes. Thus, the question arises as to how the 
microfinance institutions should develop to enhance their outreach and 
positive impact on the poor. One option is to link the microfinance sector 
with the formal financial sector.

In the spirit of commemorating the International Year of Microcredit, 
this volume attempts to discuss the issues associated with integrating 
microfinance programmes for poverty reduction into formal financial sector.

The present volume has been based on a paper prepared by Mr. C. 
Upendranadh, who has a long experience in microcredit programmes. He 
is currently working with Aide et Action in India.

Ravi Ratnayake
Director
Poverty and Development Division
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MICROFINANCE FOR POVERTY REDUCTION: 
BUILDING INCLUSIVE FINANCIAL SECTORS 
IN ASIA AND THE PACIFIC*

I. INTRODUCTION

Microfinance1 is the fastest growing segment of rural financial 
intermediation in the Asia-Pacific region. Spearheaded by non-governmental 
organizations (NGOs), microfinance is gaining a significant place in the 
national development plans of the region in the form of innovative field projects 
and programmes aimed at poverty reduction. For several decades, countries 
in Asia, which peopled approximately a third of the world's poor, were witness 
to targeted and subsidy-linked credit schemes as part of anti-poverty 
interventions. Such interventions have had a mixed impact on poverty. While 
some analysts argue that the government's anti-poverty schemes/projects 
have created conditions for poor people to participate in the local economy, 
others argue that these have adversely affected the credit discipline and 
created a dependency culture. Agrowing emphasis of microfinance practice 
is placed on the sustainability of its approach and the potential to integrate 
with the mainstream financial sector. In the discussion on microfinance 
development, 'inclusive financial sector development,' implies the identification 
of ways and means of enabling universal access to a complete range of 
financial services and the integration of the poorer segments of populations 
into the financial systems and markets. This aspect has been identified as 
one of the key challenges of accelerating poverty reduction. This sectoral 
approach is intrinsically linked to the possible future trajectories of the 
growth of microfinance in the Asia and the Pacific region and the way in 
which different national governments provide a fillip to the ongoing efforts 
to strengthen microfinance initiatives. This paper attempts to generate

1 Microfinance is the supply of loans, savings, and other basic financial services to the poor. 
People living in poverty, like everyone else, need a diverse range of financial instruments 
to run their businesses, build assets, stabilise consumption, and shield themselves against 
risks. Financial services needed by the poor include working capital loans, consumer credit, 
savings, pensions, insurance, and money transfer services. (Source: CGAP website).

* Based on a paper prepared by Mr. C. Upendranadh, Senior Head, Policy Advocacy, Education 
Resource Centre, Aide et Action, India.
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debate on this proposition and identify the modus operandi in the sectoral 
approach in the practice of microfinance in the Asia and the Pacific region 
that has been unfolding over the past few years.

The paper is divided into five major sections. The rest of this Section 
outlines the context and objectives of the paper and sets the stage by 
briefly describing the potential of microfinance in addressing poverty and 
development in the Asia and the Pacific region in terms of its growth. Section 
II describes the shifts in approaches by comparing these and highlights the 
pressing issues that confront the sector in the region. Section III attempts 
to define the contours of the sectoral approach and its possible impact on 
stakeholders. Section IV explores the trajectories that can be charted vis­
a-vis the inclusive financial sector approach. And, finally, Section V identifies 
the way forward in terms of key findings and recommendations thereof.

A. MICROFINANCE AND ITS POTENTIAL FOR POVERTY 
REDUCTION

The potential and real impact of microfinance on poverty reduction 
has been well recognized.2 Despite several methodological and 
computational limitations of research studies, it has been established prima 
facie that microfinance has the potential to address poverty through enhanced 
business/economic opportunities, enhanced income, smoothing of 
consumption and preparing the poor for shocks or addressing the vulnerability 
in the aftermath of shocks.3 It has been observed widely across Asia that 
microfinance has addressed critical determinants related to poverty, 
vulnerability and coping with crisis. While observing various delivery 
mechanisms, many studies recognize the potential and real impact of 
microfinance on poverty reduction. Studies from Bangladesh indicate positive 
impacts on several economic and social indicators. One of the earliest 
studies by Hossain, M. (1988) indicates a positive change in terms of working 
capital needs, non-agriculture investments and labour force participation 
rate and income increase resulting from microcredit activities. Similarly, 
improvements in social and economic empowerment are reported in a study 
of IMEC, PK (1995). Rahman, R. (1996) indicates an increase in household 
consumption expenditure and human capital investment as a result of 
microcredit. Pitt and Khandker (1996) indicate an increase in household 

2 See Snodgrass, D Sebstad, J (2002) for discussion on this.

3 See Weiss, J and Montgomery, H (2004) for a debate on impact.
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expenditure, increased participation of girls in education and a positive change 
in women's non-land assets as the impact of microcredit programmes. 
Khadker, S. (2003) shows how ".... microcredit programmes operating in 
Bangladesh overa long period have produced a greater impact on extreme 
poverty than on moderate poverty". The results of this study strongly support 
the view that "... microcredit not only affects the welfare of participants and 
non-participants but also aggregate welfare at the village level". Similarly, 
several impact studies have also concluded the positive impact of 
microcredit in disaster situations and during post-disaster rehabilitation 
periods. Further, it was found that cash flows were smoothened by 
diversification of earnings, increased employment of family members and 
reliance on small businesses.4 Similarly, studies in Indonesia found that 
microcredit borrowers increased their incomes by 12.9 per cent as 
compared with an increase of 3 per cent in the incomes of control groups. 
In another study, Bank Rakyat Indonesia (BRI) borrowers reported that 
on an average, clients' incomes had increased 112 per cent and that 90 
percent of the households moved out of poverty.5

4 See UNCDF, Microfinance sector development approach 2004.

5 See Littlefiend, E., Murdoch, J. and Hashemi, S. (2003) for evidence on this.

6 Institutional structure that aims at providing a range of financial services to low income 
clients. Registered under appropriate legal cover of the country of operations, MFIs typically 
look at their services as business propositions and would have sustainability as one of the 
key indicators of success.

7 Grameen foundation has promoted several replications in many countries of Asia and 
Pacific region.

Thus, the provision of small loans to the poor, especially women, has 
been one of the consistent strategies for poverty reduction in all these 
countries in the past two decades. These loans have been channelled 
either through government-led anti-poverty programmes, international non­
governmental organizations (INGOs) and donor-led development projects, 
specialist microfinance institutions (MFIs)6 or civil society-/community-based 
initiatives. The pioneering work of Grameen Bank in Bangladesh followed 
by similar others in South-Asia and East-Asia during the decades of 1980s- 
1990s were hallmarks of microfinance activities of the region.7 In the 1990s, 
not-for-profit NGO MFIs, commerce-oriented MFIs and their operations grew 
rapidly in most of the Asia and the Pacific region, thereby presenting 
opportunities of meeting the credit needs of the poor through diverse modes 
of delivery. During the same period, India and other South Asian countries 
experimented self-help groups (SHGs), which, by the end of the decade, 
have come to stay as one of the dominant Indian variety of group-based, 
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informal, institutional structures for the delivery of microfinance. Nevertheless, 
as the data in Table 1 shows, in many countries in the region, the outreach 
of MFIs is quite negligible in comparison with the potential demand, which 
is approximately 100 million poor families in Asia alone. Given a significantly 
large number of MFIs compared to other regions and the large pool of poor 
population in need of microfinance, the Asian and the Pacific region plays 
a critical role in accelerating outreach and ensuring sustainability of 
microfinance schemes.

Table 1. Growth of microfinance in some Asian and Pacific countries 
- some estimates (2002-2003)

Country No. of major
MFIs/NGO No. of active borrowers

(as per cent of
In microfinance population below poverty line)*

Cambodia 8 330 198 (7.1)
Philippines 12 225 566 (0.84)
Indonesia 7 3 119 380 (8.12)
Viet Nam 1 42 132 (0.15)
China 1 3 115 (0.01)
Timor-Leste 1 2 961
Samoa 1 1 740 (0.0)
Bangladesh 5 6 595 138 (10.2)
Pakistan 11 238 263 (0.54)
India 6 293 537 (0.11)
Nepal 1 32 678 (0.43)
Sri Lanka 1 234 143 (5.47)

Source: Mixmarket.org, for periods ranging years 2002-2003 and estimates of MFIs
Note: Apart from above, Grameen Bank of Bangladesh has an outreach of 3.2 

millions. SHG-Bank Linkage in India reaches to approximately 16 million clients and 
several other NGO MFIs, cooperatives not reported here account for approximately 3 
million clients. Taking all these will result in approximately coverage of 15 percent poor 
in Bangladesh and approximately 8 per cent in the case of India.
* Population below national poverty line is based on ADB data for the most corresponding 
years. Population data is also for the relevant/nearest years.

B. MICROFINANCE INTO THE MAINSTREAM FINANCIAL
SECTOR - THE NEED FOR INTEGRATION

During the 1990s, attempts to scale-up its client coverage, provision 
of diverse and innovative services and improvements in delivery technology 
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were cornerstones in the growth of microfinance in the region. These 
attempts, however, have not given a clear answer to MFIs on howto reach 
out to poorer and larger population on a sustainable basis, which is a 
critical issue for microfinance to make a dent to poverty situation. It partly 
reflects the limitations of MFIs which mostly depend on donor funds or soft 
loans for their operations. On the other hand, the entry of the formal banking 
sector into microfinance seen in some countries appeared to address 
outreach and sustainable issues, although experiences from such 
'scaledown' are uneven and nascent. In fact, the very reason for the 
emergence of MFIs in many countries has been a response to address 
the failure of the state-led and mainstream formal financial system to reach 
this segment of the market. The poor were not seen as bankable clients 
by the formal sector due to information asymmetry and risk perceptions, 
although the successful experiences in microfinance may have contributed 
to change the perceptions to some extent. Thus, linking microfinance and 
the mainstream financial sector (creating inclusive financial sector) is 
considered to be an effective way to enhance outreach and sustainability of 
microfinance through such financial instruments as; mobilisation of funds 
by MFIs from capital markets; bulk borrowings' guarantees; and equity 
investments.8 This process implies that the private and government 
sectors need to be able to create conditions for enhanced engagement of 
microfinance clients and institutions within the overall financial systems of 
the countries. Moreover, inclusive financial sectors imply the development 
of policies and institutions in financial systems that would be applicable to 
all sections of society, including the poor and the marginalized, without 
attracting system risks.

8 UNCDF, Microfinance sector development approach 2004, provides a framework for inclusive 
financial sector approach to microfinance.

The issue of an inclusive financial sector would ideally be a part of 
the national development strategies since services provided to poor clients, 
such as microfinance, have to mediate through several economic, social 
and cultural barriers at client, intermediary and promoters' levels. The 
government's poverty reduction efforts critically hinge on reaching out to 
millions of rural people in need of financial services. Furthermore, ensuring 
outreach and sustainability is critical for any successful financial 
intermediation (project, programme or sector as a whole) from an institutional 
perspective. The presumption is that the goals of poverty reduction, as 
enshrined in individual development plans of the countries of the region and 
as reflected in the United Nations Millennium Development Goals (MDGs), 
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call for an inclusive approach in the provision of financial services that would 
reach millions of rural poor. While credit is one of the critical needs of the 
poor, savings is a grossly under-serviced segment of rural financial 
intermediation. So are services such as remittances, hire purchase and 
insurance. Many analysts, including United Nations Capital Development 
Fund (UNCDF), argue that such financial intermediation is possible only 
through a sectoral approach9 and not through individual projects or 
schemes that identify the goals in a narrow perspective.

9 See end note 6.

At the same time, there are several issues that come upon the supply 
side from diverse stakeholders on the possible impact and viability of such 
a sectoral approach, vis-a-vis, the provision of financial services to the poorer 
segments of the population. Some analysts argue for an approach that 
retains the specificities of services that are aimed at addressing the 
needs of poor clients without necessitating mission drift. Thus, inclusion 
can be seen from diverse perspectives and the aim of this paper is to bring 
these together.

The purpose of this paper would, thus, be to act as a springboard for 
ideas and perspectives on how to approach the development of inclusive 
financial sectors for microfinance in the Asian and Pacific region.

Objectives

The paper attempts to achieve the following objectives:

• Map the diverse models of delivery of microfinance available in the 
region

•    Analyse issues related to outreach and sustainability

• Analyse the context of inclusive financial sector approaches for 
microfinance and issues thereof, and

• Provide recommendations towards the development of an inclusive 
financial sector approach to microfinance in the region.

This paper, while addressing issues that surround inclusive financial 
sector development, does not attempt to take sides on the need and/or 
relevance. Rather, it attempts to throw light on how various countries of the 
region are grappling with inclusive financial sector development and the 
positive as well as negative experiences so far in such an endeavour. The 
issue becomes important as universal access to financial services appears 
to be sine qua non among policymakers for addressing issues of poverty.
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II. DEVELOPMENT OF THE INCLUSIVE FINANCIAL 
SECTOR APPROACH

A. SHIFT OF APPROACH IN MICROFINANCE

The genesis of microfinance in Asia and the Pacific is the creation of 
access to financial services that address poverty reduction in reaction to 
high dependence of the poor on exploitative informal credit sources. 
Microfinance, which now includes a wide range of financial services such 
as credits, savings and insurance, has been seen as one of the main poverty 
reduction strategies. In most of Asian and the Pacific countries, microfinance 
activities have been pioneered by NGOs with international donor support.

Countries in Asia, especially those in South-Asia, have pioneered in 
microfinance delivery technology and have some of the largest number of 
MFIs in the world in terms of outreach, poverty focus and size of loan. Over 
the past two decades, three different models (and their variants) have 
emerged in Asian countries.

1. Delivery technology at the client level

The joint liability group model, with Grameen Bank and its replicators 
having credit focus and joint liability as the principle binder, is one of the 
earliest delivery structures that are popular in many countries of the region. 
Most MFIs of the region either replicate Grameen or have developed its 
variants, adapting it to local conditions. Within Bangladesh, several other 
NGOs such as the Association for Social Advancement (ASA) have 
innovated upon the Grameen model in order to meet the requirement of 
large numbers of poverty-ridden clients.10

10 See Zaman, H., (2004).

Self-help groups, a variant within group-based operations, with savings 
and credit as their focus and having principles of self help (and peer pressure) 
gluing the members together is another popular model that primarily has its 
origins in India and a vast coverage in the country. Within the SHG model, 
one can find two variants, one being NGOs (as promoter of SHGs) 
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undertaking financial intermediation and the other being promoters 
capacitating the SHGs and facilitating linkages with local commercial 
banks for financial transactions (mainly for credit).

Finally, in the individual-based operations where MFIs service clients 
at low operational cost and market rate transactions with focus on 
sustainability. While in some cases, MFIs are promoted by NGOs, banks 
and donors have set up MFIs with a focus on covering rural poor with financial 
services. This segment is growing slowly with the active support of formal 
financial institutions.

2. Approaches to microfinance

Three variants in the approach to the delivery of microfinance exist in 
the field.

Project approach

In many countries, historically, microfinance practices have evolved 
through the implementation of field projects especially those that address 
holistic development and poverty reduction. There are several such projects 
that are currently operational in many countries with the support of 
international agencies and the international donor community. For example, 
United Nations Development Programme has operationalized several pilot 
programmes in the region, especially in the Pacific island nations.11

11 UNDP has commissioned projects in Fiji, Solomon Islands, Vanuatu, Samoa and the 
Federated States of Micronesia. AusAid has supported projects in Papua New Guinea.

With strong focus on poverty reduction, meeting specified targeted 
clients with identified services, normally savings and credit, characterise 
the project approach to microfinance. Soft loans, grants for operational 
costs and subsidised credit also feature as part of the project approach to 
microfinance. Major Bangladeshi NGOs, such as BRAG, PROSHIKA, ASA 
and several others, have started microfinance as one of the areas of 
intervention apart from community development interventions that 
address poverty and vulnerability. Donor support in the form of grants and 
soft loans for such projects became critical as they depended on them for 
operational costs and loan funds.
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Institutional development approach

In this approach, focus is placed on microfinance institutional 
development. Many microfinance practices are institutionalized, and in 
that process the promoters have taken appropriate legal form relevant to 
their operations within the countries of their presence and the focus has 
been on institutional sustainability.

The needs for institutional strengthening have been recognized with 
increasing concern for expanding outreach and ensuring sustainability of 
microfinance to achieve poverty reduction at a larger scale. It reflected the 
limitation of microfinance through heavy reliance on subsidies and 
international donors. Thus, in some cases, NGOs hived off their microfinance 
portfolio into a separate identity or they became NGO MFIs. Grameen 
Bank and its replicators are examples of MFIs that have grown into formal 
institutions catering to the low income and poor clients, some of which use 
the social capital of the group as collateral. Various institutional forms 
such as not-for-profit NGO MFIs, development NGOs setting up separate 
MFI wings, commercial MFIs and community owned and controlled MFIs 
(as cooperatives) have started meeting the demand for financial services, 
especially of the low income and poor clients. For many of these MFIs, 
institutional sustainability became critical to ensure sustainable provision 
of microfinance services and to expand the outreach to the poor clients.

Sectoral approach

The third approach is the integration of formal financial sector and 
microfinance sector, such as growth and practice of microfinance within 
the formal financial sector wherein banks have downscaled their operations 
to reach out to the poor segments. BRI Indonesia is one such example. 
Credit cooperatives and agricultural co-operatives in several countries such 
as India, Pakistan, Sri Lanka, and Thailand have also provided small loans 
to resource-poor households. Welfare measures of the governments have 
also identified the role of microfinance for poverty reduction. Directed credit 
programmes, priority sector lending, subsidy-linked micro enterprise 
promotion supplied through the formal banking sector, identified the potential 
of microfinance market. The potential of such models of delivery to acquire 
leading and defining contours of microfinance sector development is yet to 
be tapped and this would be one of the trajectories of microfinance sector 
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development, especially in countries that have a large network of formal 
banking systems.12

12 In India, SHG-bank linkage, which is acquiring some kind of sectoral mechanism, is currently 
reaching to over 1 million SHGs. Still it is a scheme and has not acquired a cutting edge 
place in the formal financial systems. It also has acquired multiple goals like women's 
empowerment. See Srivastava, P., Basu, P.(2004).

13This is still an active agenda of many European donors who specialised in setting up 
specialised funds. Private sector funds are also available for such institutions. Microfinance 
information exchange Mix <www.themix.org> provides over 50 western apex agencies that 
provide funds for institutional development and over 450 MFIs that are operational in 
developing and least developed countries.

3. Shift in approach

It can be seen that the growth of microfinance in the region has seen 
diverse models of credit delivery and most of the initial efforts have been 
through the project approach wherein donor funds and grants played a critical 
role. The results have been mixed in terms of their magnitude and the 
depth of their outreach to the poor. Institutional development acquired 
prominence, as setting up creative, private, sustainable institutions that 
specialize in delivering financial services to the poor became the goal in 
financing development. Promotion and sustainability of these institutions 
is often seen as a part of strengthening delivery mechanisms and financial 
infrastructure so that the distribution of economic opportunities takes place 
in a more equitable and accessible manner. Donor support to institutional 
strengthening has, in fact, been quite creative as several models of financial 
support, such as equity participation, commercial loans, start up grants, 
fee for capacity building and foreign direct investments have been used.13 
Finally, developing appropriate mechanisms for integration of microfinance 
into mainstream financial systems is seen as the next phase of graduation, 
(or sectoral approach), which would mean deepening financial systems into 
the poor populations without creating systemic risk. This would also mean 
sustainable MFIs seeking various forms of financial instruments to address 
issues of outreach, sustainability and risk.

B. COMPARISON OF DIFFERENT APPROACHES

At the outset, it needs to be underscored that while there is support 
from formal government financial and banking sectors in the development 
of microfinance in the region, most of the practice so far is either limited to 
the project approach or graduating to the institutional development approach. 
Sector-wise initiatives are far and few.

10
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The UNCDF framework provides the basis for the analysis of 
developments in the sector so far. There are several institutions that provide 
microfinance services in countries, where in some are projects, some are 
institutions and government-led anti-poverty programmes (targeted) and 
poverty focused lending practices. In every approach, pros and cons exist.

There have been various anti-poverty projects in the region that are 
targeted at certain communities and have suffered from several bottlenecks 
of implementation such as poor targeting, leakages and high cost delivery 
offinancial services to the poor population. The approach of such targeted 
programmes has been individual-oriented with a focus on self-employment, 
income enhancement and subsequent poverty reduction. Evaluations across 
the globe of such interventions appear to be mixed. While at the individual 
level, the project approach has demonstrated an increase in incomes of 
some of the beneficiaries, issues around targeting, outreach and 
sustainability have been seriously undermined. In fact, such programmes 
have led to a culture of subsidy-dependence among the poor and ruptured 
the repayment culture. Many NGOs too, through donor funds and grants, 
have implemented savings and credit schemes with targeted communities, 
through the project approach, with mixed results, especially in the context 
of outreach, sustainability and impact. These projects have demonstrated 
inherent limitations of the targeted approach vis-a-vis sustainable outreach 
as well as the impact of microfinance services. Further, there are limitations 
in project approach in terms of outreach and replication.

In contrast to the above, donor support to MFIs heralded the institutional 
approach to microfinance in which institutional sustainability is the overriding 
objective. MFIs are seen as efficient delivery channels for reaching out to 
the poor with financial services, especially credit. The underlying assumption 
is that financially sustainable MFI would be able to rapidly expand outreach 
as well. Several examples from Bangladesh testify that this is indeed the 
case.14 However, critics of the approach argue that MFI sustainability 
depends on a conducive policy environment, which includes macroeconomic 
stability and policies on interest rates. Examples of MFIs of Bangladesh, 
India, Indonesia, Nepal and the Philippines suggest that even in the absence 
of a conducive policy environment, MFIs are able to demonstrate sustainability 
and enhance their outreach rapidly. An outstanding case is that of ASA of 

14 BRAC, ASA are two poverty focused lending MFIs and there are several others in Asian 
countries.
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Bangladesh, which has been able to demonstrate thorough innovative product 
design and implementation, reach out to millions of poor rapidly, without 
any mission drift while maintaining the financial sustainability of its operation. 
This sends out optimistic signals that within the institutional approach, 
accelerated outreach is possible and that these two are not exclusive 
objectives. Rather, they are necessary conditions for viewing microfinance 
within the development paradigm. At the same time, experience 
demonstrates that most MFIs are able to reach to a limited number of 
clients due to lack of adequate capacities, infrastructure and capital.

When it comes to building an inclusive financial sector,15 the trajectories 
that each country follows would be dictated by the local characteristics of 
financial markets, role of the central bank, governments and policy regimes. 
In many countries, microfinance interventions have started and continue to 
be in the form of donor-funded projects with a movement towards institutional 
strengthening focusing on outreach and sustainability. At the same time, 
a vast network of the formal banking sector in countries such as India, 
Pakistan and Viet Nam are being revitalized to address the financial needs 
of the poor, thereby attempting the integration of microfinance into the 
mainstream financial sector. Hence, the possibilities and options for reaching 
out to millions of poor are multiple and there is a need to study what works 
where and identify an appropriate path. For example, countries such as 
India, which have reached the threshold of microfinance clients, warrant an 
approach that enhances rapid scale-up, sustainability with concurrent 
regulation and supervision of growth, with the active intervention of the 
government and its financial infrastructure. The private sector alone would 
not be in a position to either meet the demand or achieve sustainability.

15 While no concrete definition has emerged for this term, it connotes in the literature of 
processes that enable creation of universal access to financial services to all segments of 
population. The discussion on this aspect centres around supply side aspects of creating, 
strengthening of institutions and systems so that the poor are able to participate more 
effectively and benefit from financial systems.

The integration of microfinance into formal financial systems is seen 
as a critical and necessary condition as it would rapidly increase the reach 
of financial systems to the poor. It is seen as integrating the poor into the 
market segment and allocating resources. International donors and experts 
thus argue that the integration of microfinance within the formal financial 
sector presupposes a conducive policy environment because most MFIs 
that have demonstrated effective management of risk need to provide value- 
added services in order to become relevant to the poor and recover costs 

12



of services at the same time. For example, while credit is necessary, the 
need for a safe savings avenue is an equally important service to which the 
poor seek access while the current policy scenario in most countries do 
not provide space for MFIs to accept deposits. Such value-added services 
not only help generate revenues but also the capital required for the MFI 
in order to expand its outreach. Such perspective and policy reforms are 
needed in order to enhance the microfinance market in examining the 
integration of microfinance into financial sector.

Thus, sectoral approach presupposes the need for developing 
microfinance portfolio as a commercial proposition (poor as viable market 
segment for financial transactions) within the formal financial sector. Access 
to various financial instruments to MFIs would be a critical element in the 
sectoral approach. In such contexts, sector performance needs to be looked 
at from the perspective ofthe extent of integration that microfinance has 
achieved within the overall financial sector. The depth of outreach, quality, 
and cost effectiveness become some indicators from the point ofview of 
poverty reduction. Thus sectoral approach advocates would argue that 
such sector development would address critical gaps of demand and supply 
of access to finance for rooting out poverty.

In most of the countries in Asia and the Pacific region, this would 
mean providing a policy framework and enabling an environment for 
private sector participation and formulating strategies for expanding outreach 
through formal sector participation in microfinance. The framework for 
microfinance can be visualised as part of the formal financial sector 
interventions in rural areas. For NGO MFIs, access to financial instruments 
would mean simplification of procedures, lowering of limits and treating 
them separately but with similar prudential regulations and norms as of 
any formal financial intermediary. Such financial instruments would include 
debt swapping, bonds and stock market listing and participation, equity 
enhancement through private investments, foreign direct investments, and 
deposit collection from members or general public. The performance 
standards, initial start-up conditions also need to be arrived at on the basis 
of the client base and types of activities. Most importantly, the sectoral 
treatment of microfinance would enable more players to enter the field, 
implying more competition and a level-playing field. This is important for 
sustainable outreach and scale-up. It would also mean more flexibility in 
government's efforts towards poverty reduction as the government can rope 
in more cost-effective institutional structures for the delivery of financial 
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services. In some ways, the sectoral approach would provide more scope 
for the government to identify a suitable intermediary for financial 
intermediation instead of inefficient structures (formal banks, departments) 
that hitherto prevailed, which were not suitable for transaction with financially 
weak clients.

The financial sector approach to microfinance would also mean 
deliberate and conscious efforts of the central banks and governments in 
creating an enabling environment. Experiences demonstrate that several 
MFIs too have innovated on accessing different financial instruments that 
reflect possibilities towards integration with the mainstream financial sector. 
So far, efforts towards the sectoral approach are slow in many countries as 
formal financial sector played a cautious role in understanding clients and 
their behaviour. Most of the practices in many countries have evolved through 
action research and experimentation rather than the text book/blue print 
approach.16

16 For example, in India, the central bank (RBI) and NABARD have acknowledged that 
sensitisation of bankers on poor, poverty and role of social banking is necessary as 
complimentary process of developing regulatory frameworks for MFIs as well as for rapid 
growth of microfinance portfolio of the banking sector. Similar approach has been taken by 
the State Bank of Pakistan, which has announced a comprehensive policy support for the 
growth of microfinance in the country.

The critical element to appreciate here is that while the project 
approach identified reaching the targeted clients as the goal, the institutional 
development approach has grappled with the issues of cost effectiveness 
linked with outreach and sustainability. The project approach addressed 
financial services mainly through grants while the institutional approach 
attempted through soft loans, commercial borrowings with near market rate 
interest regime and kept operational costs at a bare minimum. In these two 
approaches, donor funds, soft loans have played a critical role in the initial 
phase but quickly gave way to commercial borrowings. Given the nascent 
interest of the formal financial sector in microfinance in many countries, 
it has not acquired the characteristics of the sectoral approach, which 
according to many analysts would be the ultimate evolution of the sector 
to address poverty.

It would be pertinent to summarise the major issues that the 
microfinance sector is confronted with presently in order to establish the 
basis for a discussion on the inclusive financial sector.
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C. ISSUES CONFRONTING THE MICROFINANCE 
SECTOR IN ASIA AND THE PACIFIC

Demand-Supply Gap

Lack of human and institutional capacities, shortage of expertise and 
weak co-ordination among various stakeholders are often identified as some 
of the factors that inhibit the growth of the microfinance sector in the region.17 
In countries where formal financial sector has wide coverage in terms of 
density of bank branches, one would expect that the supply would outstrip 
the demand. However, it has often been the case that banks are unable to 
reach to the poor clients due to the above-mentioned reasons.

17 See Pascal, M., (2003). Five Years On: The Microcredit Summit Campaign and the 
Development of Microfinance in Asia and the Pacific, FDC, Australia.

This has also been the case as indicated by the central bank of 
Pakistan, which has taken up the promotion of microfinance through the 
sectoral approach. Muhammad Yunus of Grameen Bank, Bangladesh, too 
opines that lack of institutional capacities, lack of cost effective capital 
and legal and regulatory frameworks for promotion of microfinance act as 
constraints to outreach (Yunus, 2004). In addition, lack of capacities at 
the client level impinges on the loan appraisal process and affects the 
outreach. It is also to be noted that most MFIs, with exception of few, are 
unable to achieve sustainability of their own operation, which is critically 
linked to outreach.

The cost of funds for NGO MFIs and their access to different financial 
sources becomes critical in determining the rates of interests and their 
break-even business. This is critical as most NGO MFIs access funds at 
relatively high cost in comparison with the banking sector, whose function 
of collecting deposits can provide capital for its operation. Legal provisions 
very often do not provide such scope of access to cheap funds for MFIs in 
many countries as they are prohibited from deposit collection. This is a 
critical difference that cuts into sustainability as well as scope for rapid 
scale-up.

Institutional Sustainability

Sustainability can be defined as the ability of the organization to meet 
the cost of operations and build enough reserves for recapitalisation. This 
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implies whether or not the users will be in a position to pay full costs. The 
subsidy/grant culture that has set in through government-sponsored credit/ 
welfare programmes in many countries of the region18 has ruined the 
repayment discipline. Even insurance schemes are so highly subsidised 
that the MFIs will be unable to compete on a sustainable basis. Even for 
a member owned and controlled MFI, which are in the nascent stages in 
India, full costs are required to be met in order to become sustainable.

18 This is especially so in countries like India, Sri Lanka and other South Asian countries.

19 These countries have limitations of low density and high transaction costs due to geographical 
dispersal of populations; 7 million people are spread over 14 million square kilometers. 
See presentation of Pascal, M. (2003).

Scaling-up of microfinance operations beyond a certain level would 
be difficult for MFIs due to regulatory and legal frameworks that restrict 
operations. In many countries of the region, NGO MFIs does not have 
appropriate financial form or legal structure to operate beyond certain levels 
of turnover. Given such a situation, competing with the public sector banks 
would be an uphill task for MFIs. Interest rates (to be precise caps on 
interest rates) is another issue that merits discussion in the context of 
outreach and sustainability in many countries where interest rates are 
artificially pegged down on loans to poor clients.

Provision of Diverse services and Reaching out

Another important feature that has been enunciated is the requirement 
of a basket of services for the poor and very poor, and most MFIs are not 
in a position to address all of these due to the orthodoxies of the models 
that they follow as well as lack of appropriate legal framework. NGO MFIs 
are unable to undertake services such as flexible savings, credit, micro 
insurance, remittances and hire purchase, as all of them require an 
undisturbed environment to operate and arrive at sustainability. Another 
element related to outreach is the geographical spread and depth of outreach. 
This depends on country contexts, development of financial markets etc. 
Island nations of the Pacific region especially require a framework of 
microfinance operations which takes into consideration the geographical 
specificity.19
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Reaching the poorest of the poor is another issue. In this case, most 
MFIs find it difficult to meet this criterion while achieving outreach and 
sustainability. Some argue that microfinance alone is not a sufficient 
strategy for poverty reduction but needs to be complimented with several 
other anti-poverty activities, especially with wage employment creation as 
the focus. It has to be critically analysed that, for the poor and poorest of 
the poor, to what extent microfinance services enable them or disable 
them to move out of poverty.20

20 See Mahajan, (2004) for a discussion on this issue.

21 It is to be noted that in India formal banking sector, cooperatives, NBFC (those who take 
deposits) are covered under prudential norms and are supervised by the Reserve Bank of 
India (the central bank). The rest of the microfinance sector is covered with very minimal 
regulations. SHGs, which are informal groups, are not registered but have recognition from 
the central bank for the purpose of financial transactions with formal banks.

Legal and regulatory frameworks

This is one of the prime issues of discussion in the context of inclusive 
microfinance in the region with the exception of Pakistan, Philippines and, 
to some extent, Indonesia. The role of government and central banks come 
into close scrutiny in this, especially in providing a level-playing field and 
developing a competitive market for microfinance. In Bangladesh, NGO 
MFIs are not regulated, supervised or monitored by any one authority. In 
the other countries of the region, legal and regulatory aspects are in the 
nascent stages of development.21

In the subsequent section, we will develop further understanding on 
inclusive financial sector development in the region and how some of the 
constraints and issues are to be addressed through such an approach.
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III. BUILDING INCLUSIVE FINANCIAL SECTORS 
FOR POVERTY REDUCTION

A. DEFINING THE CONTOURS OF MICROFINANCE 
SCHEMES IN THE INCLUSIVE FINANCIAL SECTOR 
APPROACH

Operationally, the inclusive financial sector is the one that meets the 
effective demand of all clients, including the poor as economic agents as 
both borrowers and as depositors and as recipients of various other forms 
of financial services. While this is from the demand side, on the supply 
side, inclusive financial sector would mean as discussed earlier, 'a 
combination of policies and institutions that addresses the needs of all 
stakeholders and creates an enabling environment for knowledgeable 
participation by all sections of the society, avoiding the risks of one or other 
stakeholders upsetting the equations between stakeholders by deciding 
the normative conditions for participation by others'. This calls for an 
environment that provides free access as well as unbiased information.

In the context of the inclusive financial sector approach, microfinance 
schemes would imply creating greater access to sustainable financial services 
to the poor through diverse kinds of delivery channels.

Inclusive microfinance can be approached through two means:

• If MFIs function as formal financial institutions

• If formal financial institutions are directly or indirectly involved in 
microfinance activities

Financial sector development of the countries determines the extent 
of participation of the governments and bankers in microfinance. Currently, 
most of the delivery mechanisms in the region address institutional aspects 
and do not have a clear sectoral scope. In contrast, although the outreach 
is limited, Pakistan has developed a framework for integrating microfinance 
into the formal financial sector. The participation of MFIs, both NGO-inspired 
and private, is encouraging in a way that necessitated the development of 
tools for onsite inspection, assessment criteria and the creation of apex­
level funds for microfinance. In Bangladesh, close links between the formal 
government sector and Grameen Bank have led to the establishment of 
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institutional mechanisms for microfinance delivery through apex-level 
funds. Nevertheless, microfinance is not an integrated part of the formal 
financial sector (even after having a coverage of over 65 per cent of poor 
through microfinance services). In contrast, Indonesia has a strong 
governmental presence in microfinance delivery and microfinance figures 
in the formal financial sector, especially through BRI Unit Desa. Subsequent 
developments in microfinance sector have led to reforms in the financial 
sector in Indonesia with regulatory frameworks in place to ensure 
microfinance development. In the Philippines, regulatory frameworks have 
been established with the active support of the national central bank and 
microfinance is an integral part of the national financial sector.

The shift of approach in microfinance from project to institutional 
development to microfinance sector development reflects the perceived 
need of MFIs to scale up and to link themselves with the local financial 
sector/market. Different stages of financial integration can be visualised, 
starting from donor/concessionary funds to bank lines of credit, to savings 
mobilisation, capital markets debt financing and equity markets. Integration 
can also take place with MFIs scaling up as well as the financial sector 
downscaling to reach to the needs of MFIs. It is important that this trajectory 
be backed by legal and regulatory frameworks in the countries, and a lot 
depends on the maturity of financial markets in the countries.22

22 Innovations are possible in this aspect as documented from this region too. See CGAP 
(2004) document: Building financial systems for the Poor.

Although started as an 'alternative' or 'parallel' stream of provision of 
services for the poor, microfinance has been able to establish linkages 
with the mainstream financial sector, especially through the participation of 
the formal banking system in a few countries. It is time now to see such 
integration on a scale, which means that there is a need for concerted 
efforts from donors, government, United Nations agencies and all 
stakeholders to learn and share from each other. This section outlines 
several issues that constrain rapid outreach and sustainability of MFIs while 
providing services to the poor clients. How does one visualise such 
integration while engaging in addressing the issues? Are they forming a 
part of the solutions for integration? Or are they going to contribute to 
integration? The issues can be recapitulated as follows:

• That several MFIs find limitations in outreach due to a host of factors 
that primarily point towards their inability to access instruments of 
formal financial sector to leverage low-cost funds and guarantees 
and this is mainly due to lack of policy environment
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• MFI dependency on high-cost funds and donor grants lead to sub­
optimal performance with respect to sustainability

• In countries such as India, while the SHG-Bank linkage model 
appears to be moving towards greater outreach, the model has its 
own constraints, in terms of non-availability of quality groups, 
capacity constraints of promoters and graduation of clients to higher 
loan brackets, thereby demanding value-added services

• An institutional approach to microfinance has limitations in terms 
of 'mission drift' as more and more MFIs are looking for sustainability 
and thereby diluting the poverty focus

• Integrating microfinance into formal governmental anti-poverty 
programmes is one of the strategies but it is mired with political 
dynamics and carries the baggage of subsidy-driven credit 
programmes, which would lead to adverse selection and failure in 
terms of targeting and sustainability

• From the government's and regulators' side, efforts seem to have 
been made, but a lot more is needed in order to identify the 
constraints for growth and create conducive environment in most 
countries, with possible exceptions of Pakistan and the Philippines

• Donor funds and government funds continue to be important sources 
that meet the subsidy components

• The sectoral approach to microfinance is gaining ground in most 
countries, but the experience and expertise is limited in addressing 
the reforms needed in the financial sector, especially supervisory 
capacities of central banks, understanding of the needs of the MFIs 
and their clients is limited

• Central banks are cautious in their approach to develop frameworks 
and regulations

It is to be noted that all these points are in some way interrelated and 
they reflect the fact that microfinance schemes, as they are practised 
currently, need complimentary support especially from the point of policy 
and regulation from the government, the formal banking sector, donors and 
the private sector in order to scale up and reach out to millions of poor. This 
forms the basis for the microfinance sector development approach.

Some innovations in relation to scaling up of microfinance from the 
ground level and downscaling mainstream financial institutions are warranted 
here in order to appreciate the efforts so far in integrating microfinance with 
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mainstream financial sector. The experience of Indonesia illustrates how 
the formal sector downscaled its operations to meet the needs of clients. 
BRI Unit Desa successfully restructured the formal financial system to meet 
the needs of the very poor and vulnerable clients. It is to be noted that even 
during the East Asian financial crisis of early 2000, BRI has demonstrated 
high levels of repayments from poor clients. Similarly, experiences from 
some of the MFIs demonstrate that they are capable of accessing instruments 
of formal financial sector, such as foreign investments, securitisation of 
loans and tapping the bonds and capital markets.

China's experience of microfinance demonstrates a conscious effort 
of forging a partnership between NGOs, donors and government. The initial 
experiences of Funding the Poor Co-operative (FPC), microlending by formal 
rural credit co-operatives (RCCs) and similar projects supported by UNDP, 
Ford Foundation and other donors posed diverse challenges. There are 
attempts at transitions from pilot projects to institutions; turning formal RCCs 
into a main force in microfinance, preparing MFIs to enter into markets and 
identifying organizations and structures that would undertake regulation 
and supervision.23

23 See Sun, R., (2003). The Development of Microfinance in China (final draft).

24 See Rashid, B., (2002).

In the case of Bangladesh, one of the innovations that enabled MFIs 
to reach sustainability is PKSF, which is a wholesale provider of microfinance 
funds to MFIs. PKSF, which was set up in 1999, has been able to disburse 
over$200 million to over200 MFIs. This has been set up as an autonomous 
fund by the government and international donors to enable quicker and 
cheaper access to microcredit funds. In fact, in Bangladesh, the donor 
dependency on microfinance funds has come down substantially over the 
past few years as the data informs us that from over 60 per cent of donor 
funds in 1996, it has come down to 19 per cent in 2002. PKSF provides 
over 24 percent of funds to microfinance sector, apart from interest incomes, 
which accounts to over 18 per cent of total credit funds (Zaman, 2004).

Pakistan too has created apex level funds for providing line of credit 
to MFIs.24 Facilitated by the government, PPAF - a wholesale microfinance 
fund with $100 million grant from the World Bank - has been established 
to disburse funds to MFIs. Similar apex-level microfinance fund has been 
created in India by SIDBI, an apex bank that promotes small enterprises. 
Donors had set up SIDBI Fund for Microcredit (SFMC), and it acts as a 
wholesale microfinance fund to on-lend to MFIs and NGO MFIs. It also 
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provides promotional and capacity building costs to MFIs in order to 
strengthen the institutions.25

25 See presentation of SIDBI in the Report on Asia/Pacific Microcredit Summit Meeting of 
Councils, 2004. In India NABARD and SIDBI have played tremendous facilitative role in 
downscaling especially persuading commercial sector to engage in microfinance. Similarly 
government efforts in India have been focused on providing fillip to revive rural credit 
delivery through cooperatives and RRBs. Revival package with thrust in agriculture and 
rural development will also provide motivation to enter into Microfinance. RBI has made 
some beginning in addressing the needs of the sector, though at a slower pace than 
anticipated. Removal of service area restriction, directing private banks to earmark priority 
sector lending, treating deposit-collecting (from members) NBFCs differently from those of 
regular NBFCs and such actions would help development of the sector.

In Pakistan, microfinance sector approach has been followed with 
active support from the State Bank of Pakistan, which has provided elaborate 
guidelines for promotion, and supervision of MFIs. In Bangladesh, though 
government has supported, there is no exclusive regulatory framework for 
microfinance, which is still an impediment. In the Philippines, exclusive 
microfinance legislation governs the growth of the sector. In Thailand and 
other countries, local banking regulations are appropriately adjusted to 
meet the needs of the sector.

Private investments in microfinance are another innovation that is 
in its nascent stage in many countries. Citigroup and other international 
banks have come in to play a role in microfinance. Securitization of loans, 
guarantees, line of credit and other instruments are used to promote private 
capital in microfinance. In India, ICICI Bank has securitized loans of BASIX 
and SHARE, thereby releasing the equity funds for the organizations to 
on-lend to clients.

Thus, in the inclusive financial sector approach, two concurrent 
processes are in the offing. While in some countries, the formal banking 
sector is responding by downscaling their operations to meet the needs of 
poor clients (and the intermediary MFIs), several private MFIs are in the 
process of scaling up to meet the demand.

B. ADVANTAGES AND DISADVANTAGES OF BUILDING
INCLUSIVE FINANCIAL SECTORS

Building the inclusive financial sector for microfinance would have 
several implications for stakeholders involved in financial systems. There 
would be several advantages as well as disadvantages, which need to be 
weighed against the overall goal of reaching finance to the poor. It is to be 
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noted that the advantages and disadvantages have to be weighed against 
institutional and project approaches, which are essentially restrictive in nature 
as they intend to address microfinance in a limited way.

The following stakeholders can be identified while discussing inclusive 
microfinance:

• Poor and their collectives

• MFIs, NGO MFIs and NGOs

• Donors

• Governments and formal financial institutions

In the following sub-section, we present possible (and real) advantages 
and disadvantages vis-a-vis stakeholders:

The poor and their collectives

From the point of view of the poor, the inclusive microfinance sector 
approaches implies arriving at choices and expanding options in terms of 
securing financial services on terms and conditions that are comfortable for 
them. There can be situations in which the poor are presented with choices 
in terms of delivery channels, products, terms and conditions of loans and 
criteria of participation. There can be more than one supplier through 
competition and would help enhance efficiency and ultimately benefit the 
poor.

It can also mean more options for poor communities to participate in 
the financial systems. For example, in India, SHG federations would like 
to access more loans and conduct business with innovative products 
and services. This requires an enabling framework, which would be 
available through a sectoral intervention, especially through wholesale 
funds, commercial banks or co-operatives or apex level exclusive funds. 
They also would like to secure credit at competitive interest rates and 
possibly at a low transaction cost as current access and terms of credit 
appear to be of high cost. The critical element is the continuous flow of 
credit and other value-added services from a single source. For example, 
currently, most SHGs in India face resistance from bankers as there are a 
lot of subjective elements in terms of loan appraisal, interest rates and 
terms of credit. Mainstreaming would introduce a lot more flexibility and 
multiple sources can be accessed. More MFIs can come into play, leading 
to competition. The SHG-Bank linkage model will, in fact, become more 
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competitive so that it would benefit the clients. Other models would also 
provide an array of services to the poor.

The poor would also benefit from the policy environment that would 
accompany the inclusive financial sector. Deregulation of interest rates, 
though in the short-run may affect the poor negatively, would ultimately help 
the poor to gain access to credit at rates that are competitive in the financial 
markets and over a period of time. One would expect cheap capital entering 
the microfinance sector, which would lead to a downward movement of 
interest rates.

MFIs, NGO MFIs and NGOs

For MFIs, financial integration will have motives of accessing capital 
at competitive prices to fund its growth, risk management and lowering 
financial costs. There can also be several dimensions to it, like accessing 
debt, mobilising savings (from members and public) and utilising capital 
market instruments. Accessing foreign investments would also be an option 
that many MFIs are conscious of. In fact, in India, FDI in the microfinance 
sector has been allowed but at very high entry levels, which may not be 
feasible for many foreign investors to venture into. There are several other 
countries, which provide scope for FDI in the microfinance sector through 
donor funds and corporate funds and by creating specialized autonomous 
wholesale funds.

From the point of view of MFIs, they will be able to scale up and deliver 
services with more efficiency if a conducive sectoral approach is taken in 
terms of policy and regulation. Examples of Bangladesh, Indonesia and 
the Philippines would testify to the fact that MFIs can scale up their activities 
more efficiently once the sectoral approach is adopted for microfinance. 
They can develop business plans based on multiple sources of funds. MFIs 
can tap capital markets, FDI and other innovative ways of enhancing equity. 
For example in India, some MFIs have securitized their loan portfolio with 
local private commercial bank. MFIs can also provide savings services, if 
there are relevant changes in the regulatory frameworks of the countries of 
operation. At the same time, the services can be more reliable, transparent 
and cost-effective.

Most importantly, the sectoral approach would also mean NGO MFIs 
would be able to provide multiple services that would enable rapid outreach 
and sustainability. For example, in most countries, NGO MFIs can neither 
provide savings services to their member clients nor enhance their equity 
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through public deposits. If this lacuna is removed through a comprehensive 
sectoral approach with appropriate prudential norms and mechanisms, 
many NGO MFIs can expand their outreach more rapidly. This has been 
one of the recommendations of several expert committees in countries 
such as India and Bangladesh. For NGOs, who do not deal in financial 
transactions, the inclusive financial sector approach to microfinance may 
imply the provision of necessary capacities and skills to the communities 
to access financial services. Their role in promotional activities becomes 
critical in the efforts towards access and outreach. Information and 
communication systems need to be developed in this regard.

Formal financial sector

The process of inclusive financial sector development for microfinance 
implies greater space and role for the formal financial sector. Public and 
private sector financial institutions under a policy framework would be able 
to engage with the rural communities in financial transactions through 
various intermediary institutions and structures. While in some countries 
where the breadth of the formal sector is wide, they can reach to the poor, 
directly creating specialized branches, in countries where the outreach of 
the formal sector is limited, they would identify creative ways of reaching 
through intermediaries. There are several possibilities, and in several 
countries, formal banks have created apex level funds for microfinance for 
on-lending. Underthis, NGO MFIs would actas banking correspondents or 
agents for formal banks and draw upon the apex funds. PKSF in Bangladesh 
and Sonali Bank of Pakistan are examples of such intermediation. Formal 
financial institutions can also devise products and services that are 
compatible for the needs of the poor and intermediary agencies. In some 
countries, formal financial agencies would be able to fulfil their social 
obligations of priority sector lending once the inclusive financial sector is 
developed.

Governments and donors

The anti-poverty programmes of the government in the context of 
market-oriented reforms require clear targets and operational efficiency. 
There is a need to see microfinance services from the perspective that 
several players in the field would create competition and ensure efficiency 
in delivery of financial services. Market interest rates would create conducive 
environment without resorting to a subsidy in government programmes and
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this would be possible through a sectoral approach to microfinance. As a 
matter of fact, the government needs to create a level-playing field for all 
the players to undertake microfinance activities. This implies that an 
approach towards 'populist' schemes and projects that ostensibly address 
poverty reduction needs to be re-looked into. The government's role, thus, 
becomes critical in investing in human resource development, market 
information and intelligence, training and capacity building, leaving the 
delivery of financial services to the market players.

Once microfinance is integrated with the mainstream financial sector, 
donors and other promoters (especially multilateral financial institutions 
and United Nations agencies) may in fact be in a comfortable position to 
work with the governments and MFIs towards developing sustainable models 
of microfinance delivery. This will help in addressing overall poverty reduction 
goals of national governments and also in meeting the millennium development 
goals.

Thus, prima facie, a sectoral approach would benefit the poor. It would 
also help MFIs in creating greater flexibility and operational viability. From 
the governments' and donors' point of view, the sectoral approach would 
create greater space to address poverty reduction through financial 
services. While benefits exist, regulatory mechanisms need to be created 
so as to avoid mission drift in the event of mainstream players entering 
the microfinance sector.

Possible Limitations (or disadvantages)

For the poor

A critical issue from the point of view of the poor is whether or not 
accessibility to microfinance remains the same. Will the focus on social 
banking remain? Will the poor and poorest receive on terms that are 
comfortable to them and address their poverty issues? Are the current 
approaches of peer pressure, group lending (dominant models) be viable 
options? If alternatives were needed, how would they fare in the case of 
unintended consequences of group lending, such as empowerment and 
gender equity? Will the poor be able to absorb the full cost pricing of credit 
and other value-added services, which were hitherto delivered through MFIs/ 
NGO MFIs at subsidised rates? These questions become critical, as the 
historical evolution of microfinance schemes have their bearing on concerns 
related to marginalisation, exclusion, lack of access, and empowerment of 
the poor. The purpose of specialized alternative financial channels is to 
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address these concerns, and any drift in such goals would become an 
unintended negative consequence of inclusive financial sector development. 
And it may, in fact, lead to the appropriation of surpluses of the poor away 
from their own local economy if there were no mechanisms of creating 
production capacities and management capacities among women in rural 
areas through systematic credit plus services.

MFIs

From the MFI point of view, the sectoral approach may imply more 
regulation and restrictions on operations, which may in fact hinder the 
informal nature of transactions. Such restrictions may create entry barriers 
for nascent MFIs and small organizations working locally and may create 
monopsonic market conditions vis-a-vis microfinance. It may also lead to 
more governmental control over their small-scale operations, which may in 
fact lead to the dilution of vision, commitment and impact as a result of 
inefficiencies inherent in government systems.

Governments

Government capacities and resources for establishing regulation 
and monitoring mechanisms would come under tremendous strain in 
the event of integration of microfinance into financial sector. In many 
developing countries, this is one of the serious considerations, which propels 
national governments to move cautiously on developing legal and regulatory 
frameworks. Even in countries such as Pakistan, which has fairly well- 
developed regulatory mechanisms for the microfinance sector, on-site 
supervision mechanisms need to be further developed to suit the 
microfinance sector. Most of the traditional supervisory and monitoring 
mechanisms need to be revisited and adapted to the needs of the microfinance 
sector. For many governments, this would mean acquiring sufficient 
knowledge, resources and technical know-how. The role of donors in this 
respect would be very important, as they would be in a position to help 
national governments enhance their capacities.

Another possible fallout, which is endemic to many governments of 
the region, is that microfinance may become another populist scheme, 
subservient to the political system. Such dangers need to be taken into 
consideration while developing frameworks for integration. Donors can play 
a critical role in this respect, supporting governments in developing sound 
frameworks for financial integration.

27



Donors

Donors, while providing support to national governments and local 
NGOs, may unwittingly contribute to a shift in their priorities away from 
client-level impact to institutional and sectoral impact, which would imply 
a shifting of resources away from activities that would strengthen the 
household and community. While, in the long run, this may help national 
governments to strengthen their systems of delivery and efficiency in 
services, this would mean in the short-run non-availability of cheap capital 
for microfinance for fledging MFIs and NGO MFIs who depend on donor 
soft loans and grants. Donor focus in a scenario of development of inclusive 
financial sectors for microfinance would also mean promotion of commercial 
microfinance, which is often seen as mission drift, away from the goals of 
social and economic development of the poor and marginalised.

On balance, while there are several advantages in integrating 
microfinance with mainstream financial systems, there are also potential 
drawbacks in such an integration, especially if one were to view from the 
point of view of government, MFIs, donors and the poor. At the same time, 
there is scope for addressing these drawbacks through a systematic 
approach to the development of sectoral policy frameworks and reform the 
existing systems. The greatest litmus test would be to see whether or not 
the inclusive approach would address the goals of reaching millions of poor 
people with financial services. This would outweigh all possible drawbacks, 
as the countries need to gear up to meet the global development challenges 
(the MDGs).

C. IMPACTS IN THE ASIA-PACIFIC CONTEXT

The positive impacts of inclusive financial sector development for 
microfinance can be visualised in the region in terms of:

• Rapid outreach to meet the goals of MDG and Microcredit summit

• Increasing investments in microfinance sector by governments and 
private sectors

• Increasing FDI into microfinance sector

• NGO MFIs and other institutional forms of suppliers benefit from 
diverse sources of funds, within their countries and from the region 
through collaboration and tie ups
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• Regional cooperation in terms of technology transfer and other cross 
learning opportunities

• At the client level - it can mean rapid coverage and value-added 
services and greater impact at the household level

Microcredit summit goals of reaching 100 million poor families 
throughout the world by 2007 in the Asian context would mean addressing 
over three-quarters of the poor. Given the current pace of outreach, one 
assumes that the countries are somewhere half way in achieving the goals. 
In countries such as India and China, the current outreach needs to be 
rapidly accelerated. With the inclusive microfinance approach, one would 
expect accelerated progress, which would enable reaching the targets of 
the MDGs, much earlierthan anticipated. However, given the limitations of 
microfinance in addressing poverty, especially of the poorest of the poor, 
moving the poor out of poverty is a long haul that needs repeated services 
and innovative services. This is the challenge that inclusive financial services 
approach to microfinance would need to address.

In many countries, the sectoral approach would mean providing 
adequate promotional activities for MFIs to grow. It is visible in Bangladesh, 
Pakistan and other countries of East Asia. However, the Government's role 
should be more apparent in policy regime in other countries. These will 
positively help in terms of greater access, less cost, and enable empowerment 
and the realisation of other goals. The formal sector will provide wider scope 
for implementers and new players. It can also mean reforming the public 
sector to be more competitive. For example, in India, the goals of social 
banking will continue, as there would be definite regulation from the 
government and other central banking authorities. The current models will 
continue, as the policy reform essentially would mean hands-off supervision 
at the field level. More security for savings of the poor people will be available.

On Welfare of the Poor

When it comes to the sectoral approach, one would expect a greater 
impact on the welfare of the poor as competition in the market provides 
choices for the borrowers and many services can be accessed through 
MFIs and other service providers. In fact, research has established that the 
poor require a package of financial services, which would be possible by 
applying the sectoral approach, wherein the financial sector responds to 
the needs of the poor through MFIs (who have menu of activities, instead of 
current narrowly focused credit delivery).
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Some negative consequences

There could also be unintended negative consequences:

• More formalisation of 'informal' operations of women's collectives 
can mean more cost and require management capacities beyond 
the reach of some of the women. This could also mean the possible 
dilution of social and empowerment goals of group-based lending.

• More integration into the formal financial sector could also mean 
NGOs having better options of investing their surpluses and leaving 
out credit rationing and mission drift. Integration into the formal 
sector may also mean NGOs, especially NGO MFIs being 
subjected to more rigorous appraisal processes for accessing 
market-based financial instruments.

• The sectoral approach may also lead to use of diverse technologies, 
which on one side reduces costs, may also lead to the dilution of 
group approach and joint liability approach as MFIs tend to move 
away from group-based lending (especially in contexts, where they 
have reached substantial outreach) to individual lending. The 
externalities associated with group-based lending may thus, be 
compromised.

• Also, crowding-in of MFIs in lucrative markets may take place while 
difficult areas are left out because most MFIs have to compete to 
achieve outreach and sustainability.

• Competition may lead to the drying-up of credit for those who are in 
actual need, which was what happened during the subsidy-driven 
programmes.

• Capacity building of groups on social issues may become another 
casualty as most MFI-NGOs focus on finance-related operations 
during group meetings. It can also mean shifting the focus from 
poverty to a more bureaucratic approach.
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IV. APPROPRIATE MICROFINANCE APPROACH FOR 
POVERTY REDUCTION

The appropriate path for development of microfinance would include 
identifying gaps in the existing practices and taking recourse to corrective 
mechanisms that would create conditions for microfinance that is more 
inclusive. This would mean the transition of the formal banking sector to 
meet the needs of the poor as well as the upscaling of operations of MFIs 
and other microfinance promoters (NGO MFIs) to accelerate outreach. The 
role of donors, the private corporate sector and FDIs would also become critical.

The appropriate path would vary, depending on country conditions in 
terms of growth of the sector, role of government and policy framework. For 
example, in India, SHGs may remain the main suppliers through which 
inclusive microfinance can be visualised. Other countries, NGO MFIs or 
commercially conscious MFIs set up by NGOs or private sector, would become 
dominant. In most countries, apex-level funds for microfinance would become 
a critical step in ensuring the integration with the formal financial sector. PKSF 
in Bangladesh, apex fund in Pakistan, NABARD as a refinancing agency and 
SIDBI foundation as the wholesaler in India are a few examples where such 
apex funds would support MFIs. There are similar apex funds created by 
donor agencies in the north (developed countries) who would be able to provide 
bulk lending to MFIs once the host country policies allow such infusion of 
foreign investment. Central banks play a critical role in terms of policy 
formulation and guidelines for FDI into this sector. This will help international 
bodies such as IFC and private banks such as Citigroup to enter microfinance 
wholesaling more comfortably.

In a review of experiences of NGO transition into formal financial 
institution Fernando, N. (2004) provides interesting insights into this aspect. 
Most NGOs in the microfinance sector that have transformed into formal 
financial institutions have been able to broadbase the ownership structure 
with more members becoming part of shareholders so that the balancing 
act of social mission and profitability/sustainability is maintained. Such 
transformed institutions have also been able to access more commercial 
capital and provide a broader range of services to their clients. And, finally, 
most of the transformed institutions were able to broaden the outreach and 
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the depth of their outreach has also increased reflecting the fact that they 
were not the victims of mission drift. One of the features that is appreciative 
of the transformed institutions is that they were able to replace donor grants 
with equity and debt financing, which by itself is a remarkable turnaround in 
microfinance sector although it was observed that so far, there was no private 
risk capital in the microfinance sector.

Fernando, N. (2004) also points out that while these positive features 
are appreciable, this does not mean that transforming into regulated financial 
institutions is the only route for NGOs as the cases of ASA and BRAG who 
even by remaining, as NGOs were able to demonstrate sustainability, by 
adopting a business-like approach to microfinance.

Experiences reveal that several possibilities exist for enhancing the 
outreach of microfinance and the sectoral approach needs to accommodate 
diverse operations and modalities of delivery with an emphasis on sustainability. 
At the same time, the transition to the sectoral approach is a long haul, 
wherein several promotional, legal and regulatory frameworks are to be in 
place. The pace of reform is slow in some countries while in many others, it 
is quite proactive. It critically depends on the current outreach and the approach 
that the governments take towards microfinance. So far there is an optimistic 
view on the role of microfinance in poverty reduction in most developing 
countries of Asia and Pacific. In most countries, MFIs remain the main 
suppliers of microfinance with the possible exception of India, which would 
see a combination of SHG-Bank linkage model and host of other suppliers. In 
India, the SHG-Bank linkage would remain a steadfast model with overwhelming 
coverage through the formal banking sector and there will be the presence of 
MFIs who would adopt predominantly SHG methodologies and a mix of other 
approaches. However, what would be of interest is to see how the formal 
sector would be able to revitalize its rural branch networks, especially regional 
rural banks (RRBs) and spearhead microfinance through them. Reform in 
this direction is an urgent need in the case of India. Gorrespondingly, in India, 
MFIs that serve the poor through cost-effective measures would also expand 
their base and outreach once an appropriate policy regime is in place.26

26 For India especially the focus would be in difficult areas of northern India and the challenges 
of reaching into interior and remote areas of north east, central India and desert areas.

The expansion of microfinance in areas that have rough geographical 
terrain would be a challenge for all the countries of the region, especially 
the Island nations in the Pacific. The same is the case with countries such 
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as Pakistan, Nepal and several East Asian countries that have a large poor 
population. Countries with higher microfinance penetration such as 
Bangladesh would witness intense competition, and subsequently a range 
of services that would enhance value for clients who would enter the markets. 
New products such as life insurance and health insurance would be 
options for consideration for MFIs as value-added services to their clients. 
In the formal sector, regional banks, cooperatives and other formal structures 
will enhance their presence and compete with the private sector, which 
one hopes would give rise to a healthy microfinance sector in most of the 
countries, including China which has a large number of rural credit 
cooperatives (RCCs).

It is the role of governments to create a legal and regulatory 
environment for microfinance, which in turn helps create investor confidence, 
client confidence as well as level-playing field for all the players to enter into 
the microfinance sector. The space for all types of microfinance players to 
offer services to the poor is necessary for healthy growth of microfinance 
sector. Introduction of prudential norms that are necessary for protection 
of deposits. Similarly, licensing processes, regulation and supervision 
processes need to be established. Some organizations have warned about 
the rush to regulate because premature and inappropriate regulation can 
have a significant adverse impact on the growth of the industry.27 Rhyne, E. 
(2002) notes that 'banking authorities in many countries seek to define 
regulations for microfinance institutions in advance of their development, 
thus risking choking off potentially crucial innovations and adaptations.' In 
countries where the industry has reached a reasonable level of maturity and 
formal institutions have a significant presence, governments need to consider 
how they can be brought under effective prudential regulation. In other 
countries, the governments may serve the industry better by focusing on 
measures that increase the information available to both potential clients 
and service providers, non-prudential regulation and improving transparency 
and governance of semi-formal microfinance institutions. In transitional 
economies where there are restrictions on mobilising deposits by financial 
cooperatives from even their members and operations of NGOs in 
microfinance, governments need to focus on easing those constraints rather 
than regulating the industry.28

27 See Christen, R.P. and Rosenberg, R. (2000) for a debate on this.

28 See Fernando, N., (2004) for a discussion on governments' role.
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Pakistan has developed an exhaustive policy framework for 
microfinance in the year 2001, which is seen as a path to develop the 
microfinance sector. It has adopted a holistic, inclusive strategy for promotion 
and spread of microfinance. One important element is strong political 
commitment from the establishment on promoting microfinance, which 
appears to be the case with respect to Pakistan. Space is provided for 
multiple actors - community-based organizations, NGOs, public sector, 
private sector, rural support programmes (poverty focused projects) have 
been in the field of microfinance delivery, which helps in developing 
competition. The policy framework enabled setting up formal microfinance 
banks (MFBs) and also NGO MFIs to conduct microfinance services. 
Unregulated NGOs, however, are not allowed to receive deposits from the 
public for their operations. The central bank of the country (State Bank of 
Pakistan) undertakes the supervisory and regulatory role and a separate 
regulatory framework for MFBs has been established in terms of capital 
adequacy requirements, loan size, classification of credit portfolio and 
provisioning and reporting requirements and governance standards. Several 
on-site and off-site surveillance and examination tools have been developed 
in order to supervise MFBs and other microfinance institutions that are 
licensed by the State Bank. Currently, it is in the process of developing an 
on-site examination manual, which is suitable for MFBs so as to equip the 
bank functionaries with necessary skills.

The paths that the countries may opt include developing separate 
laws for the microfinance sector or providing space within the existing legal 
frameworks to enable MFIs to engage in delivery of financial services. 
Muhammad Yunus of Grameen advocates for a separate law for governing 
microfinance activities in Bangladesh. He suggests for a legislative policy 
that enables NGOs to convert themselves into banks.29 Others believe that 
NGO MFIs do not have a legal charter to provide certain types offinancial 
services, such as voluntary deposit-taking. Given the industry structure, 
the government can play an important role by introducing an environment - 
both policy and legal - to transform matured NGO MFIs into formal financial 
institutions. This could be done by creating 'a distinct legal tier for non 
bank MFIs', with regulation and supervision either by a distinct unit within 
the central bank or by a third party having delegated supervisory authority'.30 
Simultaneously, Professor Yunus advocates for the creation of a regulatory 

29 See presentation of Professor Yunus at the Asia/Pacific Region Microcredit Summit Meeting 
of Councils, 2004.

30 See Rahman, S. and Charitonenko, S., (2002), p.42 for a discussion on regulatory issues.
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body to oversee the operations of microfinance banks and facilitating 
their growth. According to him, the process of creating and transforming 
NGOs into microfinance banks would strengthen self-reliance as well as 
the financial system of the country by filling the vacuum created by the 
formal financial sector. He also advocates for the setting up of wholesale 
funds on the lines of PKSF in order to create easy access of funds to MFIs, 
which can be formed through the government and donor participation.31

31 See endnote 17.

32 See Sadhan (2004) presentation to finance minister.

India may opt for a twin track of developing frameworks for regulation 
of MFIs as well as restructuring public sector banking infrastructure to 
deliver microfinance. This possibly would be the route even for countries 
such as China.

Given the banking infrastructure of India, the formal banking sector 
would take the lead in defining the sector growth. However, there are 
constraints for nascent MFIs in their growth and integration into the formal 
financial sector, which are highlighted by Sadhan a network of community 
development finance institutions32 in a recent submission to the Government 
of India. In summary, some of the constraints are;

• Savings services are limited in rural areas due to legal restrictions

• NBFC registration difficult due to high capital requirements

• Microfinance NBFCs cannot raise deposits

• Most MFIs are registered as trusts/societies due to lack of 
appropriate legal form and are not seen credible for borrowing from 
banks

• External funds are not easily accessible for MFIs (due to external 
commercial borrowing (ECB) restrictions)

• Taxation policies of the government do not enable MFIs to build 
reserve funds for engaging in further microfinance activities

It is to be noted that given the nascent growth of MFIs in India, as 
most of the outreach is through government programmes (SHGs promoted 
by government or NGOs), one has to qualify that these limitations identified 
are applicable to those who would like to enhance their outreach through 
an MFI route. The situation is similar in many developing countries of the 
region with regard to the promotional aspects of MFIs.
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Some of the measures in this regard could be the following:33

33 The network of community-based development finance institutions (Sa-dhan) has proposed 
several measures, of them the critical ones are presented which are perhaps common to 
many countries of the region.

34 In fact the Microcredit summit campaign identifies such a need as many countries have 
similar ground conditions. See State of the Microcredit summit campaign Report 2004, 
written by Sam Daley Harris 2004.

• To have a separate scope for setting up a microfinance company 
under the existing Companies Act with all necessary prudential 
norms and regulations to be applicable.

• Development of a national equity fund for microfinance

• Exemption of MFIs from external commercial borrowing ban and 
reducing the entry of foreign equity to $50,000

• To set up a microfinance development and regulatory authority

The above discussion reflects the need for integrating microfinance 
into the mainstream financial system so as to benefit from the provisions of 
the formal financial sector as well as protecting the interests of clients and 
other stakeholders. In the long-run, restructuring the formal banking sector, 
including the revival and restructuring of RRBs and cooperatives would 
create tremendous potential for reaching out to millions of poor. Removing 
the ceilings on interest rates, redefining priority sector lending, promotion of 
private banking sector in microfinance requires systematic government 
intervention.

It is to be noted that several analysts identified somewhat similar 
constraints in other countries as well, which reflects the need to take a 
regional perspective in developing regulatory and policy environment for 
microfinance. There is scope for learning from experiences of other countries 
and make necessary adaptations.34

While several sector-related regulations are warranted in many 
countries, there is also the critical role of the government in creating 
macroeconomic stability, especially price stability. Macroeconomic 
management is critical for the success of microfinance in developing 
countries. Many analysts argue that growth in Bangladesh is attributed to 
the macro economic stability of the country, in terms of low inflation, high 
investor confidence and growth. Apart from that, Fernando (2004) 
recommends that governments should;
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• Curtail the emerging trend for the re-introduction of directed credit 
programmes

• Support ICT development in rural areas (to reduce transaction cost 
and enhance efficiency in microfinance)

• Allow more room for foreign equity participation

• Reform state-owned rural financial institutions

Discussing on the same subject, Nancy Barry, president of Women's 
World Banking advocates for policies which reflect the needs of the poor, 
which include, speed and convenient loan delivery, access to larger and 
flexible loans including housing loans, low interest rates, health and life 
insurance, short-, medium- and long-term savings products and, above all, 
respect and recognition. She also identified the need for creating domestic 
market for microfinance in countries and that governments should not be 
providing retail microfinancing in order to promote several players in the 
market who can deliver in a cost-effective way.35

35 See presentation on this topic at Report on the Asia/Pacific Region Microcredit Summit 
Meeting of Councils, 2004.

36 See Pascal, M. (2003), who advocates for such a regional apex institution, given the 
specificities of the Pacific island nations.

In countries where community-based microfinance is practised, there 
is a need to invest in capacity building at all levels, which needs to be 
facilitated by the governments. For example, in India, NABARD has set up 
a separate fund ($20 million) for microfinance capacity building for clients, 
their federations, self-help promoting institutions and bankers. Similar funds 
need to be created in other countries by the donors in order to enhance 
capacities across the stakeholders of the sector. There is a need for 
considering separate apex regional level agency to provide technical and 
financial support to the MFIs of the Pacific subregion.36
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V. CONCLUSIONS: THE WAY FORWARD

This paper has attempted to provide an overview on the current status 
of microfinance practice in the Asia and the Pacific region with the objective 
to explore the scope for inclusive financial sector development. As the 
purpose of the paper is to highlight the pros and cons of the inclusive financial 
sector approach to microfinance, the experiences faced so far indicate 
that one of the critical complimentarity, apart from institutional sustainability, 
is the response of the financial system to the needs of financially weak 
clients. This outweighs all the possible disadvantages or apprehensions on 
the integration of microfinance with the formal financial sector. Evidence 
suggest that the integration of microfinance into the formal financial sector 
is one of the critical and logical corollaries for an inclusive development 
strategy.

Evidences also point towards the conclusion that in countries where 
formal financial infrastructure exist, a robust downscaling of the formal sector 
to reach out to meet the needs of the poor would be a compelling strategy 
in the context of globalization and competition for the survival of the formal 
banking infrastructure. Efforts towards restructuring RRBs and cooperatives 
in India are worthwhile examples. While current MFI growth is somewhat 
slow, it is expected that leveraging resources from the formal sectorwould 
be one of the paths of growth for MFIs in India.

In other countries, government's efforts to create a conducive policy 
environment for MFIs and the creation of apex-level funds are some initiatives 
that enable MFIs to expand their outreach rapidly.

This paper has also examined the pros and cons of the sectoral 
approach vis-a-vis its impact on the poor. A conclusion that emerges from 
all available evidences is that the poor would certainly benefit from the choices 
that would be available in terms of access as well as the quality and diversity 
of services once the sectoral approach is adopted. At the same time, there 
are apprehensions of mission drift and a possible concentration of MFIs in 
lucrative markets, thereby ignoring the needy. This brings to focus the role 
of government and central banks in developing appropriate mechanisms of 
regulation and policy direction. The capacities of governments and MFIs in 
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addressing issues of regulation will come to fore once the sectoral 
approach is adopted. There is a need to invest adequately in these aspects.

Thus, the microfinance sector in most of the Asia and the Pacific 
countries has reached a critical mass and is moving towards the sectoral 
approach. In all the countries, especially in South Asia, the presence of 
the public sector - formal banking structures - provides an opportunity 
for the integration of microfinance to scale up. At the same time, it is a 
challenge as most of the public sector formal sector needs a revitalizing 
and refocusing on the sustainable microfinance as a portfolio for poverty 
reduction. Nancy Barry, president ofWomen's World Banking, identified 
the challenges as extending the outreach to millions of people by increasing 
MFI capacity, involving mainstream banks and mobilising the domestic 
capital market, building assets on the borrowers' part and building a culture 
among MFIs, bankers, policymakers and funders of microfinance based 
on trust transparency, shared standard, generosity and mutual accountability 
for results.37

37 See Report on the Asia/Pacific Region Microcredit Summit Meeting of Councils, 16-19 
February 2004, Dhaka, Bangladesh.

The rapid growth of MFIs in Bangladesh and to a lesser extent in other 
countries reflects the demand for microfinance services, and it is estimated 
that the supply lags behind demand by manifolds. Several factors contribute 
to this situation, one critical aspect being the lack of capacities in the 
microfinance sector. In addition, moving from the institutional approach 
to the sectoral approach requires active government and donor intervention.

A review of experiences of countries reveals that in most countries, 
NGO MFIs, MFIs and other institutional forms are primary suppliers, albeit 
with formal financial institutions providing promotional support, and in some 
cases have created apex-level wholesale funds. In none of the countries, 
with the exception of Pakistan, the Philippines and Indonesia, is 
comprehensive microfinance sector development available. Microfinance 
banks, licensing of NGO MFIs, developing rating and prudential norms and 
developing appropriate supervisory mechanisms are some important 
elements of currently available sectoral policies in some of the countries 
but not in all the countries.

What is critical for the microfinance sector development is political 
commitment as it determines the pace of movement towards sectoral 
approach to microfinance. Most countries, except a few, need to set up 
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legal and regulatory frameworks to integrate microfinance into mainstream 
financial systems. This warrants learning from experiences of others. For 
example, Pakistan has developed regulatory frameworks and a microfinance 
policy, which may need to be studied and adapted in other countries. 
Similarly, the experience of Bangladesh on apex microfinance funds is worth 
emulating in other countries of the region.

Microfinance policy regimes in countries should aim at the promotion 
of diverse models so as to accelerate growth and sustainability. This is 
particularly important as the demand-supply gap needs to be filled through 
all available means and methods.

The development of national apex microfinance funds, regional funds 
(at SAARC, ASEAN level and separately for Pacific Island nations), would 
enable the flow of capital (in different forms) into the microfinance sector. 
This needs further deliberations at different levels, as indicated during 
the Microcredit summit council meeting in Dhaka held in February 2004. 
The promotion of private apex-level funds would be another strategy that 
many international donors may consider adopting. For example, Grameen 
Foundation, with the support of international donor community, has 
excellently promoted the Grameen model in over 40 countries of the 
developing world. Such apex-level funds by private donors would help 
enhance investments in the microfinance sector. Similarly, at the Pacific 
level, with the support of FDC, Australia, the apex-level network has been 
formed, which needs to consolidate its base and begin providing support 
to member countries.

What is important in the move towards the sectoral approach is building 
a constituency for microfinance in respective countries. Networking and 
advocacy plays critical role in sharing knowledge and experiences. Industry 
leaders need to network for information exchange, best practice sharing 
and advocating policy changes. While such efforts are available in several 
countries, there is a need to build alliances across the countries. There is 
specific role for apex-level MFIs, apex banks and regulatory authorities in 
this direction.38

38 This was attempted at the Asia/Pacific Region Microcredit Summit Meeting of Councils, 16­
19 February 2004.
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Specific Policy Recommendations

The countries of the Asia and the Pacific region are on the threshold of 
unleashing the potential of microfinance in poverty reduction efforts. The 
experiences so far indicate that inclusive financial sector approach would 
provide an effective option for poverty reduction and there is significant 
support for developing a sectoral approach to microfinance that not only 
enhances outreach but also addresses issues of sustainability. It is important 
that with the support of international donors and United Nations agencies, 
countries of the region take steps that enable the integration of the 
microfinance sector with the mainstream financial sector in a smooth and 
trouble-free process. The following specific recommendations would help 
achieve this:

1. In several countries, current legal and legislative frameworks need an 
overhaul and reform so as to enable NGO MFIs and other forms of 
microfinance suppliers to engage in rapid outreach and attain 
sustainability. While there are some studies that look at legal and 
regulatory practices, a comprehensive comparative study and road-map 
based on country requirements need to be facilitated. The output of 
such a study would help advocate at the regional level among 
microfinance practitioners and regulatory authorities. Wherever required, 
based on country specifications, there is a need to study the implications 
of upscaling of MFIs as well as downscaling of the formal sector. A 
special microfinance sector policy can be developed or modifications 
for existing financial policies may be undertaken in each of the countries. 
Such an overarching mandate may be developed by United Nations 
agencies.

2. The dynamic relationship between private sector involvement in 
microfinance and that of the government sector dictates the trajectory 
of the inclusive approach. This needs to be studied, and has to be 
contextualised while advocating for inclusive approach. In countries 
where the formal sector is widespread, the response to an inclusive 
microfinance approach would be different from countries where the 
banking sector is not all-pervasive. Also, the power that central banks 
wield vis-a-vis the finance ministries also determines the pace and scope 
of downscaling. This aspect needs to be accounted for, especially 
while undertaking advocacy with policymakers.
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3. Specifically, central banks and the ministries of finance of the countries 
of the region need to identify specific needs of the microfinance sector 
and arrive at a realistic and operationally viable set of policy directions 
with regard to the licensing of NGO MFIs, enhancing a range of products 
that they offer, prudential norms and practices and setting the 
environment for rapid growth of microfinance sector. Appropriate 
supervisory and monitoring mechanisms need to be established.

4. Flow of private commercial capital, venture capital, foreign capital and 
access to various forms of financial instruments for NGO MFIs and 
MFIs is the need of the hour for enhancing the outreach. National 
governments need to undertake steps in this direction through financial 
sector reforms. Similarly, franchising of successful models (and MFIs) 
in other countries may also be permitted for rapid outreach, as the 
experiences of Grameen and CASHPOR in several other countries 
testify.

5. Apex loan/equity funds for microfinance at the national level are 
identified as one of the critical factor that attracts more players into the 
microfinance sector. This should be seen in the context of national 
development goals for creating access to financial services to low- 
income clients. Experiences with such apex-level microfinance loan/ 
equity funds has been so far positive in many countries such as 
Bangladesh, Pakistan, Indonesia and the Philippines. Other countries 
may emulate the same.

6. Similar apex-level funds for capacity building need to be created in order 
to meet the challenges of capacity building.

7. Donors, who can coordinate their investments into microfinance may 
create regional funds for microfinance. Donor support for the development 
of sectoral approach to microfinance may be identified as one ofthe 
criteria for disbursement of regional funds. This would help develop 
competition among the countries of the region and also help exchange 
of ideas and technology. SAARC fund for poverty reduction, which has 
been endorsed by heads of nations meeting at Islamabad in 2003 and 
is currently at a stage of feasibility, has already identified microfinance 
as one of the critical interventions for poverty reduction, and such a 
fund may help in developing sectoral approach. Similarly, a separate 
fund for the Pacific region may be considered.
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8. National Governments and United Nations bodies may develop regional, 
technical and resource agencies that can pool the existing talent and 
develop mechanisms to enhance the capacities of national governments, 
NGOs, MFIs, the private sector, the banking sector and others to engage 
in microfinance sector development. Substantial investments in research 
and innovation are required as most of the experiences of financial 
specialists and analysts have so far remained within the realm of the 
formal financial sector and their exposure to microfinance is somewhat 
limited.

9. National and regional networks for technical collaboration and exchange 
may be promoted under the aegis of United Nations agencies. Networks 
like CGAP may downscale their operations at the regional level in order 
to provide technical assistance. This helps spreading the technology 
across the nations and also helps in scaling up innovations.

10. The development of regional-level credit bureaus and national-level 
credit bureaus would be appropriate as part of the development of the 
microfinance sector. This helps in sharing information at different levels 
and appropriate infrastructure for such bureaus may be supported by 
United Nations agencies like UNCDF.

11. The year 2005 being the International Year of Microcredit, the United 
Nations and its operative wings should take the lead in identifying targets 
for sector development in each country and work with national 
governments, MFIs, NGOs and private sector in achieving these 
targets. Financial integration pre-supposes a policy regime that is 
conducive, and hence, commitments from governments and central 
banks for concrete policy changes need to be secured through advocacy 
at different levels.

12. Engagements with national governments in the context of the 
International Year of Microcredit should be aimed at the development 
of the sectoral approach to microfinance.

13. Promotion of microfinance requires appreciation of diverse models of 
delivery. Governments and international agencies, such as the United 
Nations, should strive for flexible approaches for sector development 
instead of backing monolithic and rigid models. This will help create 
conditions for multiple players to come into the picture, which would 
ultimately help the poor.
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