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How: can linkages help
overcome the key
challenges in rural finance?
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“More than 3 billion poor people seek

access to basic financial services ...”
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Access for All: Building Inclusive Financial Systems
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(CGAP! Publication, Helms, 2006)

Key challenges in rural finance
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- Vulnerability Constraints: systemic risk, market risk,

credit risk
- BEAN: 24RK. THRR. FRAE
- Operational Constraints: slow rural investment returns,

low asset levels, geographical dispersion
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- Capacity Constraints: poor infrastructure, low technical

capacity and training, social exclusion of many, undeveloped
institutional capacity
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- Political and Regulatory. Constraints: political
andlsocial interference; inadeguate regulatory’envirenment
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Research study
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Study background
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Ford Foundation reguest for proposal, April 2004

2004440, Tt 25 AR

FAO selected to review ‘successful’ linkage cases in
Africa, Asia and Latm America

Core team of international and local researchers selected
to carry out the study
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12 cases conducted in Africa, Asia and Latin America
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‘Natural complementarities’
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RMAL ACTORS LESS FORMAL ACTORS
EENNE5E

< Strengths
=Y
Wlder range of f\nancwal services Are closer to rural clients
HRIL T AR
Exlstmg mfnastructure and system Are more flexible and often
innovative
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Know local cultures and markets

The continuum of formality
SRINMANE S5k

FINANCIAL INSTITUTIONS

Commercial banks Apex organizations
State dev banks Rural banks Unregulated MFls Self-help groups
Postal banks Co-operative banks NGOs Farmers’ organizations
Insurance companies  Microfinance banks Savings and credit  Women’s associations
Leasing companies Credit unions. associations Indigenous savings clubs
Money transfer firms Regulated MFls Village banks Deposit collectors
Finance companies
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Study rationale
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There exist ‘natural complementarities’
between formal and informal financial
actors that, when linked, can result in

expanded services in rural areas.

FE IS AR I Rl Tl A AE R 8 R AR
2, HPIA IR E K
15 S BURAS Hiu X <=t il 25 AT i

‘Natural complementarities’
More FORMAL ACTORS LESS FORMAL ACTORS
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Weaknesses Weaknesses
=4
« Further removed from rural clients Limited |ange of financial services
IS
May not have ability to analyze Lack access to capital markets
credit risk of rural clients B KT %
& SR ENAYEN Lack necessary infrastructure to
serve dispersed clientele
2R k55 53 HH
of 2 T AR %
May have inflexible systems and Have concentrated portfolios
cumbersome procedures Y

The continuum of formality
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Research goal and
concepts
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Concept: expanded financial access...
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reach new segments of the rural
population

improves quality of existing
products & services
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broadens variety of products &
services to savings, insurance,
money transfers, bill payments,

..a strategic partnership between two or more financial or non-
financial institutions that results in expanded access to rural areas
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— Microfinance Institutions
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Research goal
BT =

Examine successfully

financial expand access to

HEEES financial services
in rural areas
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A ‘financial linkage’
defined as....
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Areas of research
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partners‘ motivation for linking
A ETT RS Bl

contract design, risk mitigation strategies and conflict
resolution measures
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Iinkage impact |nst|tut|ona| and client levels
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regulatory environment and its impact on linkage
development
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Case study selection criteria
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success in expanding access to underserved rural
market
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based on cost -covering principles, or clear exit strategy:
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existence for 2+ years

added to diversity of I|nkage cases
TG

Two categories of ‘financial linkages’
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- Direct Financial Linkages

FLAZ RS,

- Facilitating Linkages

- PBIRGS

Facilitating Linkages (FLs)
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A more formal partner hires less formal partner to act on its
behalf:
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less formal partner has two constituencies, i.e., clients
and formal partner
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funds flow from client to partner or vice versa
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fees typically paid by one partner to other for senvices
rendered
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Case study countries
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Africa Asia Latin America
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Kenya India — Case 1 Bolivia
5B Bl — 211 B 71l A
Mali India — Case 2 Costa Rica
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Rwanda Indonesia Honduras
JOREIA B JE V. VERb
Tanzania Philippines Peru
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Direct Financial Linkages (DFLs)
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Refers to linkages between financial institutions where
main purpose is to help less formal institution:
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diversify sources of funds

Linkage types & theilr coverage
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AFRICA e ASIA

Kenya Mali Rwanda Tanzania [ india | Indonesid Philippine Bolivia mica Honduras Peru
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Bulk loans,

credit lines

savings

Credit
Insurance

Deposit
mobilization
Money
transfers

Payments




General observations
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Much interaction between formal and informal
sector primarily through DFLs
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Emergence of private banks and insurers using
linkages to go ‘down market’
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> Limited evidence ofi innovative linkages that
broaden variety financial serwces beyond credit
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Case Studies
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India : ICICI Bank — MFls
E1)) RN ZEHH & s ACICIHAT)—
India : AVIVA Life — MFls
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Bali, Indonesia : BPD — LLPDs
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ICICI-MFI Llnkage
ICICIRAT 5 /M= D

Description: i
ICICI Bank loans directly to SHG through M
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Results (mid-: "005 iR
's MFI

Results from Asia
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Economic and financial indicators
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Philippines

Financial depth - formal sector
TR — ERET
Informal financial sector young, opening and mature, mature, commercially
advancing rapidly commercially oriented
oriented, lacks

o multiple players R R4S R
M J AL
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Source: World Development Indicators, 2004

ICICI-MFI Linkage
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Strengths T_jc,ﬂ?. Challenges  #k&
Long-term vision 5
Htr > MFI weak capacity
Microfinance business totally.
mai streamed into bank

Based on commercial
principles

T B
Leveraging partnerships for
capaC|ty building
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AVIVA Life-MFI Linkage AVIVA Life-MFEls Linkage
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Strenaths 1t/ Challenges #ki%

AVIVATLIL AL b1 Dy BB A Based on commercial > Finding good partners
principles . N

Results: 45 ST g JiE
> 250,000 lives covered in 2005 . ‘Operationalizing’ long-term,
» 4000 individual policies rural market vision
Lo KIRAE, b 175 H b
Small network of outlets

Long- term vision

Unique Features: (%

> |nn vative pr livery model ; /[N
ovatlve process delveryjmode Development of software YN

systems for ‘seamless’ data roduct innovation

transfer 7 LG

BPD-LPDs Linkage

BPD-LPDs Linkage
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Description: #i1]

Regional development bank in Baii providing ‘customary village-owned’ banks various >k ok B
| g s Strenaths i/ Challenges kil

savings, loans and technical
LR £ 1] 51 AL R Mentoring relationship > Conditions of relationship
Results: 4 § R i?ia“ p
PO EDs Liquidity: management

L Mainstreaming of LPDs
improvements at LPD

i eibank savings and loans, respectively into financial System
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Unique Features:
Parent-child like mentoring relationship.

Large reliable source of Regulatory conflicts
funds for BPD between provincial and
) district governments
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PCFEC Linkage
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PCFC Linkage

Description: ] 5 :
People’s Credit and F‘inbance Coinloralion (PCFC) wholesale finance plus technical Stren ths Tjﬁ Challenes “LMZ
assistance to rural a’n 2 ’J‘?;‘ ;eﬁfﬁizl‘ves‘ etc. : o > Stl’iCt selection Cl‘iteria = |_i|‘nited Services to
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m active clients up from 200,000 in 1999 Tralnlﬂg OPUOHS for 1| X A UJ ﬁ ”«j\ ”J ['( 7z
F[20044 i \H 11119994 112075 |7} J14075 weaker organizations not Conditions of relationship:
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199 partners
1994~ 1f E

Unique Features:
» accredited training centers
oLy
institutional credit offered to invest in capacity building

Targeting rural banks to
enter non-traditional
market

Mainstreaming model into
financial sector




Asian context
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evidence of two Ievels of contracting, bilateral
(bank dent) and multilateral (bank aent dent)
WIS ROAH CRAT =220 M2 CRAT
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more complex when risk sharing| is involved,
€. g ICICI ‘loan facilitation” model
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much learning by doing ini contract development,
risk sharing|and! problem resolution
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Client impact
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largest impact in expansion of credit in rural areas
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guality improvements of services difficult to determlne
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much untapped potential in broadening

services beyond credit
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evidence of cost savings as services come closer to

client
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Motivation L

> Regulatory compliance

> TR

> Corporate social responsibility

> FE LIRS AT

> View rural market with strong| potential
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> Government initiative

> B

Institutional Impact

improved capacity of less formal partners in credit,
insurance provision and liguidity management:
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Ieveraglng of partnerships to establish ‘new partnerships

with other commercial actors
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information; systems innovations deS|gned to manage
new busmess

Conclusions i

Strong evidence of financial linkages expanding access to finance in

remote areas
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Access expansion primarily through DFLs
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Capacity building o Iess ormal partners remains critical need
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Incompatibility and/or lack of systems impedes efficiency and
evolution
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Cllent capture’ real concern of Iess formal partners
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Future perspectives
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> Financiall systems are complex and vary.

What can you do to help

immensely from country to country. bUIld ﬁnanCial ”nkages in
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> Growing importance of linkages as financial your Country !
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> Effectively preparing actors at micre, meso and Iéﬁiﬂ}é é,jj: ?
macro levels increases speed of development
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