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1

Introduction

1

Microfinance—the extension of loans of small sums and other financial
services to the poor—is a hot topic. The founder of the field, Muhammad

Yunus, won the Nobel Prize in 2006 for his pioneering work in launching
Grameen Bank in Bangladesh. The United Nations designated the previous year,
2005, the International Year of Microcredit. More than $1 billion in microcredit
loans, made to nearly 30 million people, are outstanding. For-profit lenders have
discovered the potential profitability in microfinance, and they are now compet-
ing with the nonprofits that launched the field.

It is an opportune time, therefore, to take stock of what has been accomplished
and learned so far and to identify what further challenges remain in expanding
financial access, deepening markets for microfinance, and potentially linking
microfinance provision more closely with conventional financial institutions. To
that end, practitioners, academics, and policymakers convened in Washington
May 30–31, 2006, to attend “Access to Finance: Building Inclusive Financial Sys-
tems,” a conference sponsored by the World Bank and the Brookings Institution.

That conference and this volume represent the sixth in a series of collabora-
tions on emerging markets finance between the World Bank Group and the
Brookings Institution. The 2006 conference differed from the earlier conferences
in some important respects. In previous conferences, authors presented com-
pleted drafts of the chapters that they had prepared for the volume based on the

michael s. barr
anjali kumar

robert e. litan
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conference, and they received comments from designated discussants and other
invited participants. At the 2006 conference, however, presentations included a
range of approaches by practitioners, government officials, and academics, and
the presentations for each conference session were summarized in a single chap-
ter, which also draws on the prevailing literature, to present a thematic overview
of the topic of the session. Each session had an average of three or four authored
presentations. This volume presents, therefore, a series of original survey articles
that include summaries of presentations by multiple experts.

In the balance of this introductory chapter, we preview the questions and
issues taken up by the authors of the chapters that follow. We purposely avoid
summarizing the key findings of the chapters, which are found instead in our con-
cluding chapter.

It is natural to begin by asking how much access individuals and firms have to
financial services—to payments facilities and credit and savings vehicles. That
question is important because evolving research has documented the significance
of financial access in economic growth; in particular, growing evidence suggests a
link between financial development and the reduction of poverty and income
inequality. How, then, should access to finance be measured?

That question is taken up in chapter 2 by Anjali Kumar, with colleagues from
the World Bank, the U.K. Department for International Development, and Fin-
Mark Trust of South Africa. The authors wrestle with questions such as whether
access should be measured by type of financial institution, of financial service, or
of financial product used (they suggest using institutions and services as mea-
sures); whether distinctions should be made between voluntary and involuntary
exclusion from financial markets and institutions (they suggest that measures
based on actual usage are the most transparent); what unit should be employed to
measure access (individuals, households, and/or firms); and what differences in
access arise when the supplier of financial services is “formal” (legally recognized)
rather than “informal” (operating outside the purview of financial regulation or
supervision) In answering those questions the authors pay special attention to
the particular circumstances of developing countries, which are the focus of the
conference and of this book and are the primary object of attention of suppliers
of microfinance services and those who study them. The authors also highlight
the special efforts to measure access by the World Bank and other international
organizations, point out some of the limitations of current efforts, and suggest
future directions for measuring access. 

Chapter 2 hints at why access to finance matters—its link to growth and
poverty reduction. In chapter 3, Xavier Gine delves into this important subject in

2 barr, kumar, and litan
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greater detail, providing a thorough review of what already is known about it and
drawing on presentations at the conference by a number of different experts. The
predicate for the discussion is that financial access indeed does facilitate growth
and reduce poverty; the issue is how best to provide access. Among the topics that
Gine addresses are the kinds of government intervention in this area that have
proven most effective; the differences in provision of access by various types of
microfinance providers; the strategies taken by different microlenders in particu-
lar; the form of lending (whether to groups, as in the original Grameen Bank
model, or to individuals); and the mechanisms that microlenders have used to
ensure repayment of loans.

Can financial access be expanded by microfinance institutions? How sustain-
able and how profitable are these institutions? How profitable can they be? It is
natural to ask such questions since microfinance began with grants from non-
profit organizations and foundations that did not expect a return on their invest-
ments. Yet because the supply of donor-provided funds is limited, the viability of
microfinance in the long run depends on whether it can offer a reasonable, risk-
adjusted return to private investors.

In chapter 4, Stephen Peachey approaches the profitability question by ad-
dressing the “double bottom line” of microfinance providers—the social as well as
the private returns to investors. Private returns are well understood: they consist
of the profits of a private enterprise. The social returns of microfinance, in this
context, represent the broader value to society as a whole of increasing access to
finance among those who otherwise would not have it or could not afford it.
Peachey addresses the issue by looking at a wide range of microfinance providers,
including nongovernmental organizations, nonbank financial institutions, coop-
eratives, and government-run policy lending institutions as well as private banks
and savings banks around the world. 

Peachey summarizes the three papers presented at the conference that address
profitability, reporting that except for government-operated microlenders,
providers generally have been able to return a profit while also enhancing finan-
cial access.1 Indeed, the evidence suggests that there need be no trade-off between
providing access and earning a profit; the two can go hand in hand if institutions
are managed properly. At the same time, however, there seem to be economies of
scale in the microfinance business, since much of the access around the world is
provided by a relatively small number of institutions. 

introduction 3

1. That finding is consistent with more recent evidence of the profitability of some major microlenders.
See Tom Easton, “Time to Take the Credit,” Economist, March 17, 2007, p. 16.
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As microfinance has become more successful, it has attracted more established,
formal financial institutions. In chapter 5, Ajai Nair and J. D. von Pischke docu-
ment efforts by commercial banks to offer financial services to low-income indi-
viduals. Those efforts are relatively recent, since historically commercial banks
have viewed the low-income market as risky or costly to serve and have left it to
government-sponsored financial institutions or special directed credit programs.
The chapter discusses the changing paradigm, documenting the activities of spe-
cific banks in specific countries, and then discusses innovations that banks have
developed to enable them to serve the low-income market. Nair concludes with
lessons for other banks, donors, and governments that are interested in expand-
ing access to credit to poor people in developing countries.

Financial institutions and services are not provided in a vacuum; they require
a certain technical and legal infrastructure to survive and grow. In chapter 6,
David Porteous summarizes presentations by experts on developments in retail
banking in particular, paying special attention to the role that information and
communications technology (ICT) has played in the delivery of banking services.
ICT has had an especially significant impact on retail banking, and, as Porteous
argues, on delivery of banking services to low-income residents of developing
countries. The key has been the development of infrastructure for electronic
point-of-sale and mobile means of payment, both of which benefit from
economies of scale, which in turn make the delivery of banking services affordable
for a much broader class of people than would be the case through traditional
brick-and-mortar branch offices. At the same time, however, because of the high
fixed cost of the new infrastructure the investment risk is high and payback to
investors is possible only through widespread use of the services. Nonetheless,
with mobile banking, or “m-banking,” parts of the developing world have the
potential to leapfrog more developed economies in which banking systems still
rely heavily on branch offices.

In chapter 7, Michael Barr explores possible government policy applications of
some of the lessons learned from the papers discussed in the chapters above. He
draws on the analysis in chapter 4, which suggests that even if some microfinance
institutions can turn a profit—that is, provide returns to private investors—the
fact that they also can provide social benefits suggests, at least in theory, that their
services are undersupplied in a purely market setting. That is, if the total
returns—social and private—exceed the purely private returns, then a role pre-
sumably exists for nonprofit institutions and governments to further expand
financial access.

Barr notes that in the past, however, governments have become involved in
their economy’s financial sector for other reasons, primarily to direct lending
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toward favored industries or sectors. Such policies generally have failed, largely
because directed lending is not constrained by market forces. Barr suggests that
governments should focus instead on policy measures that they can and should
take to encourage conventional financial institutions to serve lower-income house-
holds and individuals. He draws on successful models and policies in developed
countries to help lead the way in developing countries. Barr’s framework for ana-
lyzing different modes of government policy helps clarify the theoretical and prac-
tical assumptions underlying different approaches and the trade-offs among them. 

The foregoing chapters provide a broad overview of the state of knowledge
about recent efforts to expand financial access. What are the key findings of this
volume? Perhaps even more important, what are the key lessons from the experi-
ences so far and what challenges lie ahead—for both microfinance institutions
and individuals and firms that can benefit from enhanced access to financial ser-
vices? We conclude this volume in chapter 8 by suggesting answers to those ques-
tions, drawing on the findings of the authors of the previous chapters as well as
of those whose work is summarized in the chapters. We conclude that micro-
finance is here to stay, that it is increasingly profitable and therefore likely to grow
in scale and scope, and that it should help foster economic growth while increas-
ing the income of the very poor throughout the world. The challenge for gov-
ernments and for the private sector is to facilitate this financial revolution. 

introduction 5
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7

Measuring 
Financial Access

2

There is growing recognition that increasing access to formal financial ser-
vices has both private and social benefits, through growth as well as poverty

alleviation. It is by improving the access of households and enterprises to financing,
mobilizing savings, allocating credit, managing risks, and providing payment ser-
vices that deeper and broader financial systems can promote growth and reduce
income inequality.1 The United Nations designated 2005 the International Year of
Microcredit, affirming that the “greatest challenge before us is to address the con-
straints that exclude people from full participation in the financial sector” and for-
mally adopting the goal of building inclusive financial systems.2 And in 2006,
Muhammad Yunus and the Grameen Bank were awarded the Nobel Prize for his
contributions to microfinance.

Developing effective policy for expanding financial access has been constrained
by difficulties in measuring access.3 Basic data are unavailable on how many poor
people have access to what types of financial services and at what cost, and reliable

anjali kumar
mukta joshi

loraine ronchi
konstantinos tzioumis

1. For the relation between financial development and economic growth, see King and Levine (1993);
Levine, Loayza, and Beck (2000); and Beck and Levine (2004). For the relation between financial growth
and income inequality, see Beck, Demirgüç-Kunt, and Levine (2004). For the relation between financial
growth and poverty, see Honohan (2004) and Beegle, Dehejia, and Gatti (2003).

2. UN Secretary General Kofi Annan, December 2003, quoted in “Building Inclusive Financial Sys-
tems” (generally known as the Blue Book) (New York: United Nations, 2006). 

3. For a recent survey, see Stone (2005).
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research on factors that may promote or hinder access has been scarce. A combi-
nation of conceptual and practical issues explains the historical lack of data on
financial access. In developed countries, given the relatively widespread availability
of financial services (more than 80 percent of the population, on average, has ac-
cess), the debate has focused on the converse concept of financial exclusion.4 While
financial exclusion and the “unbanked” are now attracting policymakers’ attention
in developing countries, widespread financial exclusion in poorer countries has
tilted the focus to financial access as an issue of policy relevance.5

This chapter examines recent progress in measuring access to finance for differ-
ent economic agents, enterprises as well individuals and households.6 While draw-
ing on the broader work in this area, it focuses in particular on three papers pre-
sented at the May 2006 conference on financial access sponsored by the World
Bank and the Brookings Institution.7 The first is a paper by Thorsten Beck, Asli
Demirgüç-Kunt, and Maria Soledad Martinez Peria on the supply of financial ser-
vices across countries as recorded by regulatory officials worldwide. The next is a
paper by Anne-Marie Chidzero, Karen Ellis, and Anjali Kumar that synthesizes
recent measures of household financial access undertaken by various World Bank
studies and the FinMark Trust in South Africa. The third paper, by Stijn Claessens
and Konstantinos Tzioumis, points out some of the difficulties in measuring the
financial access of firms. The chapter then looks briefly at additional perspectives
on the measurement of financial access, especially in the area of microfinance, and
concludes with comments on new directions in the measurement of financial ac-
cess. Taken together, the efforts described here promise to provide a more complete
picture of financial access than has hitherto been possible. 

Conceptual Issues: Dimensions of Access 

Issues that have challenged the measurement of financial access include, first, the
question of the relevance of the distinction between access to financial services and
actual use of services. It has been argued that because of voluntary exclusion, access

8 kumar, joshi, ronchi, and tzioumis

4. Peachey and Roe (2004) includes data on financial exclusion for developed countries. Barr (2004),
Caskey (2002), and Dunham (2001) discuss the “unbanked” and excluded segments of society in the
United States; Kempson and Whyley (1999) looks at financial exclusion in the United Kingdom. Caskey,
Duran, and Solo (2006) studies the urban unbanked in Mexico and the United States, estimating the per-
centage of unbanked households in the United States and Mexico at 15 percent and 75 percent respectively. 

5. Honohan (2006). 
6. World Bank (2006).
7. Beck, Demirgüç-Kunt, and Martinez Peria (2005); Chidzero, Ellis, and Kumar (2006); and

Claessens and Tzioumis (2006). 
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to financial services may be much wider than use.8 However, it is difficult to mea-
sure the proportion of persons who voluntarily exclude themselves because volun-
tary exclusion is not generally directly observable in surveys of the use of financial
services. Measuring use, on the other hand, is a more straightforward proposition.9

In addition, the concepts of “voluntary” and “involuntary” may be indistinct in
practice. For example, voluntary exclusion may include those who lack awareness
of the products available or who believe that services are too expensive or that they
may not be treated well by formal financial institutions. That is not the same as
opting out of using known and affordable services. Similarly, involuntary exclusion
may include not only those who have a poor credit history and who would ratio-
nally be excluded by informed financial institutions but also those who are irra-
tionally discriminated against because they are perceived to pose greater risk. Dif-
ficulties in interpreting voluntary and involuntary exclusion are as relevant to
enterprises, especially small enterprises, as to individuals. Because of the difficulties
of disentangling such effects, the emerging consensus has been to measure access,
in a first approximation, by actual use of services.10

A second stumbling block in measuring consumer access has been the issue of
access for whom—the individual or the household? While much of the theory and
practice regarding household income and expenditures centers on the household as
the unit of response, intrahousehold structures are opaque and access cannot be
assumed for everyone in a household because any single member has access. If the
household is used as the unit, there is a risk of losing valuable demographic data
correlating the use of financial services to characteristics such as gender, employ-
ment, age, and so forth. Yet household surveys such as budget surveys and income
and expenditure surveys are the norm in the collection of other population char-
acteristics and present an attractive opportunity for integrating information on
financial access. Moreover, in some cultural situations it may be difficult to extract
information directly from individual members of a household, especially female
members. In practice, both forms of measures have been used.11

measuring financial access 9

8. For example, a study in Brazil showed that 33 percent of those who did not have a bank account
claimed to have voluntarily decided not to open one and that 70 percent of those who did not have a loan
felt that they had no need for a loan (Kumar 2004). 

9. Also discussed in, for example, Stone (2005), Kumar and others (2005b), and Claessens (2006). 
10. One caveat in cross-country comparisons is that as societies grow richer, the use of some form of

credit becomes widespread, even if not in the traditional form of a loan—for example, through overdraft
facilities, lines of credit, and so forth. Thus with development and increased financial depth, the group of
voluntarily excluded individuals presumably would shrink.

11. Family-level income and expenditure surveys are frequently the norm—for example, in the United
States (Survey of Consumer Finances, Federal Reserve) and the United Kingdom (Family Expenditure
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A third conceptual issue concerns the dimension on which financial access is to
be measured. At least three broad dimensions could be considered: first, access to
or use of the financial services of a particular type of institution, such as a bank,
credit cooperative, or finance or leasing company, or of an informal entity such as
a moneylender. A second alternative would be to measure access in terms of the type
of financial services offered: access to payments and transactional services, which are
probably the most important for consumer use; access to savings products; or access
to credit (term transformation).12 Additional services such as insurance (risk trans-
formation) also could be included. In terms of the access of firms to finance, the
spectrum of services would differ: credit would be more important than savings
and the distinction between fixed and working capital credit, or between long- and
short-term debt, would be useful. A third possible dimension of measurement
could be the type of product—for example, debit cards, credit cards, life insurance,
home mortgages, and so forth. However, these are highly country-specific measures
and do not lend themselves to easy cross-country comparison.

Within each dimension, distinctions can be made in terms of degree of access (see
figure 2-1). For example, at one end of the institutional spectrum are banks or near
banks—formal financial institutions that can provide multiple financial services to
their clients, including deposits, payments, and credit services. The attributes of
banks and near banks are broadly comparable across countries. Other formal finan-
cial service providers include all other legal entities licensed to provide financial ser-
vices. Such providers are registered and subject to some reporting requirements;
their functions may be narrower and more specialized than those of banks and may
vary across countries in terms of structure, form, and oversight and hence of com-
parability. Next are informal providers of financial services—other organized
providers that are not registered as financial intermediaries and are not subject to
oversight. They are likely to vary greatly between countries.13

Similar distinctions in degree of access can be drawn in terms of financial ser-
vices. Savings, for example, can be measured in the simplest terms, such as having
a deposit account; more complex savings products would be remunerated savings

10 kumar, joshi, ronchi, and tzioumis

Survey, Office of National Statistics). In contrast, the Eurobarometer surveys randomly select one individ-
ual per household, using a technique similar to that used by FinMark Trust of South Africa, discussed later
in this chapter. The World Bank’s Living Standards Measurement Surveys have used household surveys
with specific questions addressed to all reporting members. 

12. Also referred to as a functional basis for measuring financial access. The use of such a functional
framework has been discussed, for example, in Ross Levine (1997). World Bank surveys using this broad
construct include those in Brazil in 2002, as detailed in Kumar (2004); in India (Basu and Srivastava
2005); in Mexico (Caskey, Duran, and Solo 2006); and in Colombia (Solo 2005).

13. Described with definitions in Kumar and others (2005b).
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accounts, fixed deposits, or sophisticated savings or investment instruments such as
mutual funds, stocks, and bonds.

Once the dimension of measurement and the degree of differentiation or sophis-
tication of the selected measures of financial access are chosen, one must determine
whether data are to be collected from the perspective of the providers or the users of
financial services. Provider (or supply side) data could include regulatory agency sur-
veys or financial institution data on parameters such as the number of accounts main-
tained, number of clients, number of branches, regulatory requirements, and so forth.
An alternative for measuring access is to question prospective users—firms/enter-
prises or individuals/households. Firm or household data usually require survey-based
methods. Some information on firms also can be obtained by using information from
business registrars, licensing authorities, or firms’ annual reports or financial state-
ments. Household surveys on financial access can be undertaken either as a part of an
ongoing household survey or as a specialized survey on financial access.

There remains the issue that access to finance is multidimensional in nature.
Generally, access to finance commonly refers to the availability of quality finan-
cial services at reasonable cost. However, the measurement of access to finance
needs to take into account how one defines “quality” and “reasonable.” Measure-
ment of financial access is also influenced by the definition and priority of the var-
ious dimensions of access. For instance, one can distinguish the dimensions of

measuring financial access 11

Figure 2-1. Degree of Financial Access, by Sector

Country X

0 20 40 60 80 100
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(only)
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excluded

Formal other
(only)

Source: Kumar and others (2005b).
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reliability, convenience, continuity, and flexibility, with each requiring a different
measure. 

Especially in rural areas or for small entrepreneurs and small-scale businesses,
financial access for the firm and household may be hard to distinguish, implying an
overlap. Similarly, overlap between the household and the individual occurs if
access for the entire household is channeled through one individual. A full picture
of financial access could therefore involve each of these units of analysis and their
possible combinations.14

Practical considerations also can drive data collection. Data tend to be relatively
easier to collect from formal sources. But the poor are largely served by semiformal
and informal institutions, and information for such institutions is more difficult to
obtain. And there is a need for standardized or at least harmonized access indica-
tors to allow for benchmarking and comparing data. A first core set of indicators of
financial access was developed, for household surveys, at the World Bank in 2005,
providing a standardized set of concepts to serve as a template for individual sur-
vey and data collection efforts in different countries.15

Determinants of access, whether for households or for firms, ultimately depend
on both demand and supply side variables. The constraint of partial measures is
that it is difficult to separate supply and demand effects. Most indicators used are
partial; however, if their limitations are recognized, that should not impede the
development of many useful alternatives to the “perfect” indicator. 

Supply Side Measures of Access: 
Regulators and Financial Institutions 

The first paper presented at this session of the conference, “Reaching Out: Access
to and Use of Banking Services across Countries,” reflected a major effort to col-
lect and standardize supply side information on financial access through surveys of
financial regulators.16 While such surveys had been undertaken before, in the con-
text of investigations of financial access in individual countries, the present paper
represents the first effort to use regulator data to compare financial access across
countries.17 The financial research team of the World Bank collected information
on banking sector outreach from bank regulatory agencies for some ninety-nine

12 kumar, joshi, ronchi, and tzioumis

14. Financial access measurement for households and individuals also can focus on special subsets of
the population (for example, ethnic communities), rather than on the population as a whole. See, for ex-
ample, Dunham (2001) and Townsend (1997).

15. Kumar and others (2005b).
16. Beck, Demirgüç-Kunt, and Martinez Peria (2005).
17. Kumar (2004) collects information from the Central Bank of Brazil on the parameters described. 
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countries.18 Through those surveys, data were assembled on branch and ATM pen-
etration and on the number of deposit and loan accounts and their average size
with respect to income. Those data have been used to develop a consistent set of
cross-country indicators of banking sector outreach. 

Indicators are constructed at two levels: first, access to and the possibility of use of
financial services based on availability of banking outlets relative to population and
geography, and second, actual use of financial services based on numbers of loan and
deposit accounts and their average size relative to income per capita. Higher numbers
of loan and deposit accounts indicate greater use of deposit and credit services by a
larger population, while lower average loan and deposit sizes relative to GDP per
capita indicate greater use of deposit and credit services by smaller clients.

The set of financial sector outreach indicators developed are presented in
table 2-1. Indicators 1 through 4 measure the outreach of the financial sector as
indicated by access to banks’ physical outlets. Indicators 5 through 8 measure loans
and deposits. 

Going beyond the construction of such ratios, the paper finds that loan and
deposit indicators are good predictors of the share of households with bank ac-
counts and the share of small firms with bank loans. Geographic access to banking
services is positively related to population density. And by linking the new outreach
indicators to firms’ reported financing obstacles, the paper observes that firms in
countries with higher branch and ATM penetration and with more extensive use of
loans report lower financing obstacles.19
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18. Beck, Demirgüç-Kunt, and Martinez Peria (2005).
19. Using data from the World Business Environment Survey (1999–2000), which covers 10,000 firms

in eighty-one countries and includes questions on firms’ perceived obstacles to growth. 

Table 2-1. Indicators of Banking Sector Outreach

Indicator Definition

1 Geographic branch penetration Number of bank branches per 1,000 kilometers 
2 Demographic branch penetration Number of bank branches per 100,000 people
3 Geographic ATM penetration Number of bank ATMs per 1,000 kilometers
4 Demographic ATM penetration Number of bank ATMs per 100,000 people 
5 Loan accounts per capita Number of loans per 1,000 people 
6 Loan-income ratio Average size of loans to GDP per capita 
7 Deposit accounts per capita Number of deposits per 1,000 people 
8 Deposit-income ratio Average size of deposits to GDP per capita 

Source: Beck, Demirgüç-Kunt, and Martinez Peria (2005).
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Results in terms of geographic and demographic penetration show large differ-
ences in access and use across countries. For example, the number of branches
varies from barely one-tenth of a bank per 1,000 square kilometers for countries in
the poorer African and Latin American countries (Namibia, Guyana, and Bolivia)
to more than 300 for some sophisticated island economies such as those of Malta
and Singapore, which enjoy more than 600 branches per 1,000 square kilometers.
When branch presence is compared with population densities, findings range from
less than one bank branch per 100,000 persons (Ethiopia, Uganda, and Madagas-
car) to fifty or more in Portugal and Spain. 

Similar ratios are constructed for the number of ATMs per 1,000 square kilo-
meters. A striking general finding is that the range of variation in access per capita
is much greater than for income per capita. For example, Singapore’s per capita
GDP is twelve times higher than that of Namibia while its geographic branch pen-
etration is more than 5,000 times higher. And South Korea’s per capita income is
more than fourteen times that of Nepal, but its geographic ATM penetration is
more than 2,900 times greater. 

Use indicators in the paper cover the number of deposit and loan accounts per
1,000 persons, which vary from as low as fourteen deposit accounts and just four
loan accounts per 1,000 persons (Madagascar) to thousands for deposit accounts
and hundreds for loan accounts in developed countries. Average deposit size is
eight times GDP per capita in Zimbabwe, and average loan size is twenty-eight
times GDP per capita in Bolivia, whereas the corresponding figures are equal to or
less than GDP per capita in more developed countries. The authors suggest that
these services are more affordable for poorer individuals and smaller firms in devel-
oped countries than they are in developing countries. Efforts to measure access
have been further extended by the same team to encompass data collected from
financial institutions themselves, which have been used to identify barriers to bank-
ing. This later work—Beck, Demirgüç-Kunt, and Martinez Peria (2006)—is valu-
able in understanding access to finance from the supply side. It is based on infor-
mation on 193 banks from eighty-eight countries, constructed from a web-based
survey sent to the five most important banks in each country. 

Results were reported for countries in which information was obtained from
banks that constituted at least 30 percent of the market in terms of total loans/total
deposits or in which a response from the largest bank was received.20 The bank sur-
veys include questions on the costs (fees, minimum requirements, paperwork, doc-
umentation, and so forth) of opening and maintaining different types of accounts,

14 kumar, joshi, ronchi, and tzioumis

20. In practice, nonreporting of information has led to a substantial reduction in the numbers of banks
and countries covered. 
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interest rates for the accounts, loan application procedures and documentation,
interest rates and fees on different types of loans, costs associated with different pay-
ment services, and factors influencing credit and collateral decisions. 

The indicators document the extent of barriers to the three types of banking ser-
vices investigated (deposits, loans, and payments), across three dimensions (physi-
cal access, affordability, and eligibility). Physical access refers to number and con-
venience of points of service delivery. Affordability refers to the costs associated
with the use of financial services, such as minimum balances or fees paid to open
an account or obtain a loan. Eligibility refers to the requirements for obtaining ser-
vices, such as documentation (for example, identification card, wage slip, or proof
of residence). These three dimensions become especially important when access is
measured.

High fees, high minimum balances, and strict documentation requirements can
make financial products unaffordable for a large section of the population, while
less convenient service delivery mechanisms and long loan application waiting
times may lead potential clients to seek alternative financial service providers.21

The authors examine the bank- and country-level factors explaining variation in in-
dicators of bank barriers. They find that bank size and the availability of physical
infrastructure are the most robust predictors of barriers and that banks in more eco-
nomically and financially developed economies impose lower barriers. The authors’
second work includes some interesting findings. For example, the majority of banks
require clients to visit their headquarters to open a deposit account. In some poor
countries, the minimum balance to open a checking account can exceed 50 percent
to 100 percent of per capita income. Although the minimum balance requirement
is zero for nineteen countries, it is one-third to one-half of per capita income in
some African countries, and there seems to be a negative correlation between per
capita income and minimum balance. Similarly, fees associated with maintaining a
deposit account can be high in some poor countries, especially in Africa; however,
other poor countries, such as India and Bangladesh, have no such fees. Documen-
tation requirements also vary greatly, from a single piece of identification to multi-
ple documents.

Together, these papers (Beck, Demirgüç-Kunt, and Martinez Peria 2005 and
2006) represent perhaps the most important standardized cross-country contribu-
tions to date measuring the supply of financial services. As in all research, there are
limitations, especially with regard to getting adequate response rates. Such limita-
tions should serve as a spur to extend these efforts and possibly use them to estab-
lish an ongoing database of comparisons.
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21. Values for these indicators can be found in Beck, Demirgüç-Kunt, and Martinez Peria (2006).
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Users’ Perspectives: Individual and Household Access to Finance 

A core limitation of supply side data for estimating access to financial services for
individuals or households is the inability of the data to address the nature of the
individuals who are the actual users of the services. The presence of branch banks
in a given neighborhood does not say much about the clients who use the branches,
and greater branch density need not imply that banking services are available to the
poor. Apart from the lack of knowledge on the income or poverty level of users of
financial services, other socioeconomic correlates of users also are unknown, and
they may be critical determinants of financial access.22 Another intrinsic limitation
of supply side data is that the data necessarily focus on formal, regulated providers
of financial services, about which regulators can offer information, whereas indi-
viduals and households use a broad spectrum of informal and semiformal sources,
especially in developing countries. 

New efforts based on surveys of individuals or households have been launched
since 2002 in a series of countries to examine the actual use of financial services and
the socioeconomic correlates of the users. The advantages of that approach are not
only that it enables the correlation of information on the income, education,
employment, and gender of the user but also that it captures the proportion of peo-
ple who are excluded from formal financial services or all services, whether volun-
tarily or involuntarily. 

A series of such specialized surveys on financial access were conducted by the
World Bank in Brazil, India, Colombia, and Mexico during 2002–04, and several
more are under way.23 The U.K. Department for International Development
(DFID) has supported surveys that are similar in many ways to the World Bank
surveys through its establishment of the FinMark Trust in South Africa, an inde-
pendent institution dedicated to measuring financial access through its FinScope
surveys. DFID/FinMark have conducted surveys across many southern African
countries. The pioneer survey was conducted in South Africa, followed by pilots in
Botswana, Lesotho, Swaziland, and Namibia and by full-fledged surveys in Zam-

16 kumar, joshi, ronchi, and tzioumis

22. As pointed out by John Campbell in his presidential address to the American Economic Association
in 2006, in which he showed that individuals’ education and literacy level were key determinants of their use
of financial services (Campbell 2006). Similar findings were reported in Kumar and others (2005a). 

23. Kumar (2004) reports a survey in Brazil that was closely paralleled by studies in Mexico and
Colombia (Caskey, Duran, and Solo 2006; Solo 2005) as well as by efforts in India (Basu and Srivastava
2005) and in Nepal (Ferrari, Shrestha, and Jaffrin 2007). New efforts at undertaking specialized surveys of
financial access at the World Bank were under way in 2007 in Indonesia. Both the World Bank and Fin-
Scope are engaged in a joint survey in Pakistan. 
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bia and Uganda. Additional surveys are planned for Tanzania and Ghana, and there
is ongoing dialogue concerning other African countries. 

There are a number of basic similarities in the approaches adopted by the World
Bank and DFID/FinMark. Both have tried to measure present levels of access,
using a mix of institutional, service, and product dimensions of financial access.
Both have also tried to measure the informally served and the financially excluded,
in addition to those served by formal financial institutions. Both try to capture in-
formation on obstacles to financial access. However, differences in the actual ques-
tions as well as in sampling techniques and scope suggests that results from the dif-
ferent surveys are not strictly comparable. The FinScope surveys place more
emphasis on product-level measures, whereas the World Bank exercises have tended
to emphasize institutional and functional access. The World Bank approach has
not been internally uniform. Some of the World Bank studies, such as those under-
taken in India and Nepal, have used the household rather than the individual as the
unit of response. 

Beginning in 2005, DFID and the World Bank jointly launched a major effort
to harmonize the financial access survey work of the World Bank and FinMark
Trust. The first part of the harmonization exercise was an agreement on a set of
core indicators of financial access to serve as the basis for cross-country data col-
lection. Those indicators are presented in table 2-2. The first three core indicators
focus on measures of access in the institutional dimension; they cover access to
banks, to all formal financial institutions, and to formal as well as informal finan-
cial institutions. The proportion of the population that is financially excluded is
estimated as a residue. The next three indicators are functional, looking at pay-
ments, savings, and credit services. A final pair of supplementary indicators is
added to capture the profile of the bottom quintile and to assess individual and
household access. 

In late 2005 the World Bank and FinScope, under the sponsorship of DFID,
attempted to take the process of harmonization beyond the construction of core
indicators to prepare a jointly agreed core questionnaire to be employed in any
user-based survey of financial services.24 Among the innovations of the question-
naire was its combination of questions for individuals and for households. Recog-
nizing the communal nature of much family activity in poorer countries as well as
the likelihood of indirect access through a household member, the agencies agreed
that focusing on individual access may underestimate total access in a population.
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24. Substantial progress was achieved with the standardization of the questionnaire, although stan-
dardized algorithms for the extraction of core indicators were not prepared. 
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In the new survey instrument, a household representative, such as the head of
household, is interviewed first and a randomly selected individual respondent
within the household is interviewed next. This hybrid approach is being field-
tested in Ghana, in conjunction with a randomized sampling initiative, to assess
whether it adds any value to the process.25

It is possible to extract broadly comparable results on core indicators based on
the definitions prescribed above even if a standardized core instrument is not used.
Results from a selection of existing studies that span three countries in Latin Amer-
ica and four in Africa are presented in table 2-3, which is based on “Indicators of
Access to Finance through Household-Level Surveys: Comparisons of Data from

18 kumar, joshi, ronchi, and tzioumis

25. Ronchi (2006). The Ghana experiment is being undertaken by Robert Cull and Kinnon Scott of
the Research Department at the World Bank. 

Table 2-2. Definitions of Core Indicators

Indicator Description

Institutional dimension
A1 Percentage of total adult population with a bank account     
A2 Percentage of total adult population that uses the services of any formal 

financial institution 
A3 Percentage of total adult population that uses any formal or informal financial 

institution or both 

Functional (service) dimension
A4 Payments: percentage of adults receiving money regularly through formal 

financial instruments 
A5 Savings: percentage of adults who keep money in formal financial instruments 

that allow them to safeguard and accumulate money, whether through 
transaction accounts, savings accounts, time deposits/CDs, bonds, stocks, 
funds, voluntary pension plans, and so forth 

A6 Loans: percentage of adults who have outstanding or have obtained a loan or 
credit facility from a formal financial institution now or over the past twelve 
months

Supplementary indicators
S1 Percentage of adult population in the bottom income quintile (based on the 

sample) that uses the services of any formal financial institution  divided by 
the total adult population in that quintile, as a percentage

S2 Percentage of adult population formally served either directly or indirectly 
through another household member

Source: Kumar and others (2005b).
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Six Countries,” the paper written by Chidzero, Ellis, and Kumar for this confer-
ence.26 Adjustments were made, as far as possible, to ensure equivalence in the indi-
cators, despite differences in the underlying questionnaires.27

The first indicator (A1) suggests that the three African countries displayed here
have more banked people than the Latin American countries shown. However, that
may not be surprising, because Namibia and Botswana are closely associated with
South Africa and enjoy relatively higher access to financial services than many other
sub-Saharan African countries. Zambia’s scores, at less than 15 percent, are strik-
ingly lower than those for all other countries and may be more representative of
Africa as a whole. 

Within individual countries, results suggest highly variable differences between
the formally included (A2) and the banked (A1), illustrating the different degrees
of financial diversification across countries. In Brazil, 79.3 percent of adults are for-
mally included and the percentage of the formally included is almost twice as high
as that of the banked. Those figures reflect access to correspondent banks in Brazil,
notably through outlets at lottery shops, which are permitted to house services that
provide banking services (mainly transactions). In Mexico, with its obligatory and
voluntary pension funds (AFOREs and SOFOLEs), the percentage of the formally
included is more than twice as high as that of the banked. Even in Colombia, the
figure for the formally included is approximately 9 percentage points greater than
that for the banked. The difference between the banked and the formally included
is lower for all the African countries, suggesting that formal services in Africa are
heavily bank dominated and that there is lower diversification in financial service
provision.

The third indicator, which includes informal finance, suggests that significant
informal financial services are available in Mexico, where nearly 80 percent of the
population is financially served. Much of that is due to the cajas solidarias, the sav-
ings clubs and cooperatives, as well as cooperative savings schemes such as the tan-
das. In South Africa, there is an 8 percentage point differential between the for-
mally served and the financially served, suggesting a reasonably strong informal
financial system. In contrast, in Namibia the informal system contributes only
2 percentage points to the financially served. These figures suggest some difficulties
in capturing scale in informal service provision in certain countries. 

The payments indicator on the use of the formal financial system for transac-
tions such as sending or receiving money (A4) suggests that around a quarter of all

measuring financial access 19

26. Chidzero, Ellis, and Kumar (2006).
27. For example, in the absence of directly available information on income in some surveys, measures

of the bottom quintile were based on alternative proxies of wealth or expenditure. 
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adults in Brazil and Colombia receive income or remittances through formal finan-
cial instruments. Mexico has a somewhat lower score, with a fifth of its population
using such instruments.28 The Latin American figures are much lower than the fig-
ures in Namibia and Botswana (41 to 43 percent of the population) and in South
Africa (31 percent). The higher percentage for the selected African countries can
perhaps be attributed to their higher number of banked people. 

Indicator A5 (savings) shows that more than half the population of Namibia
and Botswana use financial instruments to safeguard money. Among the Latin
American countries, Mexico has the largest number of people using formal saving
instruments (44.1 percent), followed by Brazil and Colombia (39.7 percent and
36.4 percent respectively). The higher percent for Mexico could be explained by
obligatory savings schemes through its AFOREs accounts.

As may be expected, formal access to loan facilities (indicator A6) is much lower
in all countries than access to savings facilities.29 In Brazil, Namibia, and Botswana,
a little more than one-fifth of the population has access to loans and credit facili-
ties. Access to formal loans and credit facilities is even lower in Mexico and Colom-
bia, at less than 10 percent.

Subindicators also are available for the Latin American countries. The poverty
subindicator (S1) shows that even though close to 80 percent of people are formally
included in Brazil overall, that proportion falls by almost 30 percentage points
when access for the people in the bottom income quintile is considered. When an
alternative quintile measure based on bedrooms per person is considered, the num-
ber of people formally included in the bottom quintile falls further, to 43.2 percent.
In Mexico, where the figure is 52 percent for the country as a whole, less than one-
third of persons in the bottom quintile are formally included (16.8 percent). 

Data limitations and the paucity of relevant questions may explain the negligi-
ble difference, less than 2 percentage points, between indicator A2 and subindica-
tor S2 (indirect access) for Brazil. More data were available for Colombia and Mex-
ico to construct indicator S2. Access to formal finance increased considerably in
Mexico (from 52 percent to 67.3 percent) and in Colombia (from 48.1 percent to
67.2 percent) when household members’ access was added as a measure of indirect
access to formal financial services.

As mentioned, one limitation of the indicators used is the heterogeneity of the
surveys on which they are based. The proposed standardized approach may change
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28. Note, however, that more than half of Mexico’s population (58 percent) receives income through
checks. It is not known how they are cashed or deposited; hence checks are not counted as a formal pay-
ment instrument.

29. The percentage of people with savings and loans facilities could be overestimated for African coun-
tries as those indicators include informal service providers in A5 and A6.

02-0839-1-CH 02  8/29/07  2:32 PM  Page 21



that. One drawback of the common core instrument, however, is its huge cost of
implementation if representative sampling is undertaken in each country. FinMark
estimates that costs per survey report could range from $250,000 to $500,000.
Undertaking such surveys for cross-country data collection would be expensive. At
present such instruments are likely to be used only in individual countries where
they clearly add value.

Users’ Perspectives: Measuring Firms’ Access to Finance 

As in the case of consumers and households, knowledge of the degree to which
financial services reach firms, small enterprises in particular, has been limited in
most countries. A number of different measurement and data collection efforts
have attempted to bridge the gaps in information. In the next paper written for this
conference, “Measuring Firms’ Access to Finance,” Claessens and Tzioumis review
the advantages and limitations of the existing approaches in measuring access to
firms’ finance.30 They point out that both demand and supply side effects need to
be addressed to frame public policies to broaden firms’ access to finance. 

As discussed in the paper, access to finance for firms has been measured either
indirectly, by using data from financial statements, or directly, through enterprise
surveys. In the first approach, data taken from firms’ financial statements are ana-
lyzed for sensitivity of investments to the availability of internal funds. Evidence of
higher sensitivity is taken as an indication of financing constraints and serves as a
measure of financial access. Despite its wide appeal in the financial literature and its
firm grounding in economic theory, this approach depends on strong theoretical
assumptions and requires accurate and detailed financial statements.31 Both the the-
oretical assumptions and the data requirements are difficult to meet in developing
countries, where market frictions are severe and data from financial statements tend
to be less reliable (because of the weak institutional environment) and less available
(because small and medium-size enterprises account for the bulk of firm activity). 

Surveys of enterprises provide a direct approach to measuring firms’ access to
finance. Enterprise surveys have been conducted by multilateral organizations,
national statistical agencies, and central banks alike. By and large, while they have
begun to fill some gaps on firms’ access to finance, further work is required before
consistent cross-country data can be obtained. Comprehensive financial access data
for firms based on surveys conducted by governments or bilateral donors tend to be

22 kumar, joshi, ronchi, and tzioumis

30. Claessens and Tzioumis (2006).
31. In evaluating sensitivity, the literature has used either a reduced form q-model or an Euler equation

for the capital stock (Schiantarelli 1996). See Claessens and Tzioumis (2006) for technical details.
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conducted for one country at a time, in a cross-sectional fashion. Given their unco-
ordinated execution by various governments and organizations and their differing
concepts and definitions, merging these ad-hoc exercises into one multicountry
dataset becomes difficult. 

A number of surveys have been undertaken of firms in developing and transition
countries to gauge their perspective on access to finance. The efforts range from
including financial access questions for firms in wider household surveys to design-
ing financial access survey instruments specifically for firms. In the first instance,
questions aimed at firms or enterprises have been sporadically included in house-
hold surveys across countries, including in the World Bank Living Standards Mea-
surement Survey (LSMS). There has been some effort to bring the data together in
one dataset, the Microdata for Financial Studies (MFS).32 While most of the finan-
cial access data collated by the MFS concern household access, data on a number
of variables also have been collected for firms’ access, mainly on sources and uses of
loans. Even those limited variables, however, were collected only for a subset of
countries.

While such efforts are valuable, there is clearly a need for enterprise surveys that
are more specifically tailored to gather information on firms’ finance across a large
number of countries. The World Bank has been instrumental in that regard by
developing in recent years several enterprise surveys specifically designed to measure
financial access. While some of them have been limited to certain regions, others
have wider coverage, namely the World Business Environment Survey (WBES), the
Investment Climate Assessments (ICAs), and the Rural Investment Climate Sur-
veys (RICS).33 Each instrument surveys firms across multiple regions and explores
questions of financial access. The surveys provide information on firms’ perception
of the degree to which access to and the cost of finance are obstacles to their oper-
ations and growth. In that way, firms’ financing obstacles can be measured directly,
thus avoiding the use of financial statements to estimate financing constraints. (See
table 2-4, based on data from the WBES and the ICA surveys.) 

These World Bank surveys have been used extensively to identify the dimen-
sions that affect firms’ access to finance. For example, cross-country regression
results have shown that access to finance tends to be the most binding constraint
to firm growth in the overall business environment34 and that the smallest firms are
the most constrained.35 Similarly, Kumar and others (2007) finds that in Middle
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32. Gasparini and others (2005).
33. For example, the Business Environment and Enterprise Performance Survey—or BEEPS—collects

data for eastern European countries only.
34. Ayyagari, Demirgüç-Kunt, and Maksimovic (2006).
35. Kumar and Francisco (2005); Beck, Demirgüç-Kunt, and Maksimovic (2005).
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East and North African countries, younger, domestic, and exporting firms report
higher finance-related obstacles to their growth and operations. 

Nevertheless, when surveying firms themselves on their ease of access to
finance, one has to be cautious regarding endogeneity issues and definition ambi-
guity. Dependent and independent variables in empirical analyses using data from
survey responses often share a common parameter that is omitted in the survey
and that usually is the result of self-selection. Also, the cross-sectional nature of
most surveys does not allow tackling any simultaneity bias between survey
responses that are used as dependent and independent variables. Specifically, bet-
ter firms may not complain about their access to finance while worse firms do.
Therefore complaints about access to finance cannot be used directly as an inde-
pendent variable to predict firms’ performance as a dependent variable. In addi-
tion, as pointed out previously, there are conceptual issues in defining access,
which is a “bundle” of attributes. And the difficulties of separating access and use
remain.

24 kumar, joshi, ronchi, and tzioumis

Table 2-4. Data on Financing Obstacles and Collateral Practices 
in Developing and Transition Countries

Financing is a Collateral required Loans requiring collateral 
major obstacle (as a percent of (as a percent of all 

(percent of firms)a the loan made) loans made)

Top 5 
Tunisia 0.0 Pakistan 69.5 Slovenia 58.7
Namibia 1.7 China 80.8 South Africa 61.1
Egypt 10.8 Thailand 87.0 Cambodia 61.5
Slovenia 11.0 Bangladesh 92.5 Ethiopia 62.0
Cambodia 13.0 India 94.0 China 66.9
Median 38.5 Median 141.9 Median 86.1

Bottom 5 
Belarus 62.5 Bosnia and  196.4 Georgia 93.6
Moldova 64.4 Herzegovina Bosnia and 95.9
Kyrgyz Republic 66.7 Nicaragua 204.0 Herzegovina 
Haiti 74.4 Syrian Arab  206.7 Macedonia 96.6
China 75.0 Republic Albania 96.8

Morocco 226.2 Morocco 98.9
Zambia 311.3

Source: Claessens and Tzioumis (2006).
a. For the calculations using WBES, firms with state or foreign ownership were excluded because they

probably enjoyed preferential access to finance.
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Given the importance of the institutional environment and financial develop-
ment in firms’ access to finance, the World Bank also has developed two indicator
projects: doing business indicators and financial sector development indicators.
The doing business indicators offer institutional information for a large number of
countries regarding business regulations and their enforcement, as well as other
relevant measures of the institutional environment. In a similar fashion, the finan-
cial sector development indicators (FSDI) provide a framework for assessing finan-
cial systems comprehensively by assessing the level of financial development in each
country across various dimensions such as size, efficiency, and stability of the bank-
ing sector and capital markets. Corporate data also available from FSDI could be
used in assessing corporate vulnerability, which may worsen firms’ access to finance.
The supply side of financing becomes more relevant when one examines firms’ ac-
cess to finance, which is more dependent on the level of financial development
than is household access. For instance, using data from FSDI, Claessens and
Tzioumis show that countries’ corporate sector financing constraints (as measured
by the median Kaplan-Zingales index across nonfinancial listed firms) and the share
of informal financing (as reported by firms participating in the World Bank ICAs)
are negatively related to countries’ financial depth (see figures 2-2 and 2-3). That
relation suggests that, while financial depth is not a perfect or sufficient measure,
it does shed some light on the ease of access to finance. 

Despite such efforts, there is room for improvement in research and data col-
lection pertaining to firms’ access to finance. Developing a conceptual framework
to provide a sound foundation for benchmarking and coordinating data collection
efforts is essential to identifying the demand- and supply-driven constraints to
accessing financial services, designing appropriate interventions to improve access,
and facilitating cross-country comparisons. Other approaches to improving our
measurement and knowledge of firms’ access to finance should include extending
enterprise surveys to underrepresented regions like the Middle East and Africa.36

An increase in both the scope and quantity of variables also is desirable. For exam-
ple, extending the data to variables that include insurance, leasing, e-finance, and
others would open new avenues of research. Finally, by using data from finance
providers, one could analyze the process and timeline of firms’ financing and exam-
ine the effect of institutional aspects of firms’ financing on postcontractual behav-
ior of firms receiving finance.37
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36. A recent study on access to finance for firms in the Middle East region merges data from the Invest-
ment Climate Assessments with financial system data from the FSDI project and macro data (Kumar and
others 2007). ICA data are available on only nine of the seventeen regional countries.

37. See studies undertaken in the field of consumer finance using contract data from credit providers
(Karlan and Zinman 2005).

02-0839-1-CH 02  8/29/07  2:32 PM  Page 25



Other Measures of Financial Access: Microfinance Databases 

Microfinance has gained a reputation as an effective tool for expanding financial ac-
cess for the so-called “unbankables,” and some recent measures of financial access
have focused on that institutional segment. As a result of the increased interest in
the topic, several data sources have recently been established that offer rich insights
on microfinance activity around the world.

The Consultative Group to Assist the Poor (CGAP) has developed a database on
microfinance that accounts for 148 countries covering many institutional types
(for example, microfinance institutions, credit unions, credit cooperatives, postal
savings banks, and commercial banks).38 Nevertheless, as with earlier data collec-
tion attempts already described, the CGAP database cannot distinguish between
numbers of clients and numbers of accounts.39 Because some clients may have mul-

26 kumar, joshi, ronchi, and tzioumis

38. Christen, Rosenberg, and Jayadeva (2004).
39. A difficulty also faced by Beck, Demirgüç-Kunt, and Martinez Peria 2005, described above. 
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tiple accounts and some may have inactive accounts, the number of active clients
could be less than the number of accounts. And some clients with savings accounts
may have separate loan accounts. CGAP attempts to recognize the latter by netting
out borrowers and lenders. Thus, for institutions reporting both savings and loan
accounts, it counts only the larger number in the combined dataset. Although that
procedure eliminates double counting of those who have a savings and a loan
account with the same institution, it does not compensate for clients who have
accounts in more than one institution, clients with multiple savings accounts in a
single institution, or those with inactive savings accounts. Recently, the CGAP
database has been enriched by Stephen Peachey of the World Savings Banks Insti-
tute with added data from savings banks that are members of the World Savings
Banks Institute. That addition has increased the coverage of the CGAP database,
especially in large countries like China and Russia. 

Increasing numbers of microfinance institutions (MFIs) are reporting their per-
formance to various international databases. Three popular databases include the
Microcredit Summit database (MCS), which contains information from 2,153
reporting microfinance institutions on their number of borrowers, number of
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poorest borrowers, and profitability. Second, there is the Microfinance Informa-
tion eXchange (MIX) database, established by the United Nations Conference on
Trade and Development (UNCTAD) and CGAP, which currently contains infor-
mation from 872 MFIs on financial and performance-related variables. Third,
there is the MicroBanking Bulletin database (MBB), which contains information
on 346 MFIs tracking a full range of financial indicators and information. These
three databases have recently been combined into a single database that includes
2,600 MFIs serving approximately 94 million borrowers, after double counting
has been eliminated.40

Gonzalez and Rosenberg analyze this extended version of the MIX database to
examine the state of microfinance in terms of outreach, profitability, and client
poverty. Microfinance predominates in Asia, but the Middle East, North Africa,
Central Asia, and eastern Europe have relatively little microfinance. Governments
continue to be the major providers of microcredit, followed by self-help groups and
nongovernmental organizations. Private licensed banks and financial companies
served approximately one in six microcredit clients in 2004.41

Finally, there has been a noteworthy attempt through the Central Bank of West
African States (BCEAO) to create a microfinance database of the eight countries in
the West African Economic and Monetary Union (WAEMU), which share a com-
mon currency. For each WAEMU country, the BCEAO has maintained over the
past decade a database on formal microfinance institutions that contains a periodic
qualitative assessment of the microfinance subsector as well as time series data on
nineteen key indicators of microfinance performance and outreach.42 While the
BCEAO and other regulator data necessarily concentrate more on formal MFIs,
other data collection efforts attempt to encompass informal providers as well. For
example, the so-called “financial diaries” data of Stuart Rutherford offer an anthro-
pological approach toward the detailed recording of the financial transactions
undertaken by the very poor in South Asia.43

New Directions and Next Steps 

It is worth mentioning some more recent attempts to measure access, such as Hon-
ohan’s effort to combine information from different sources, both regulators and
financial institutions, to develop a synthetic access indicator. Honohan observes
that the data on bank account numbers and on average bank account size as a pro-
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40. See Gonzalez and Rosenberg (2006).
41. Their paper is discussed in greater detail in chapter 5 of this volume. 
42. These microfinance data are available at the BCEAO website (www.bceao.int/internet/bcweb.nsf ).
43. Rutherford (2000).
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portion of GDP are closely correlated with household survey data on the propor-
tion of households with a bank account.44 Using this method, based on “synthetic”
access percentages, he develops a “composite” indicator for more than 150 coun-
tries. Scandinavian countries; western European countries such as the United King-
dom, Germany, and France; and the United States have higher values of the com-
posite indicator than developing countries, ranging from a low of 91 percent for the
United Kingdom and the United States to a high of 100 percent for the Nether-
lands. Not surprisingly, developing countries lag far behind, with access percentages
in single digits for Armenia, Papua New Guinea, Nicaragua, Tanzania, and the Kyr-
gyz Republic. 

Using the new database, the author examines whether financial access reduces
poverty. He finds that access is negatively correlated with poverty rates but that the
correlation is not robust. When per capita income is included in the regression, the
results lose significance. While this is a useful construct in the absence of better
cross-country data, it is limited in terms of the number of variables on which it pro-
vides information and its methodology is not easy to extend.

To summarize the findings discussed above, the new millennium has seen a
radical change in the way in which financial systems are perceived. Size, depth,
and stability are not the only criteria by which financial systems are evaluated; out-
reach and access are now recognized to be as important. Although there have been
huge new efforts to collect data on financial access using a number of different
techniques, current data collection efforts provide an imperfect and incomplete
yardstick for policymakers to use to monitor progress in expanding access. That is
due first of all to limitations of coverage in terms of supply side indicators and also
to the difficulty in constructing sufficiently standardized demand side indicators
across a wide spectrum of countries. Although survey-based approaches are grow-
ing in popularity, they have not achieved the standardization and annual repeti-
tion necessary for serious benchmarking. 

New indicators on access to finance are being contemplated at the World Bank,
with support from its partners in development. Proposals presently under discus-
sion would build on and combine current supply side indicators, using information
from regulators, industry associations, and financial services providers. Those
would be augmented on the demand side by information compiled on users of dif-
ferent profiles, representing, for example, the “average” person of a given country
or a poor person from the bottom quintile. Alternative profiles presented to a finan-
cial institution also could include a male or a female household head. That would
enable the compilation of some demand side information with information from
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providers, thus simulating (at relatively low cost) information that could be gath-
ered from household surveys. 

Those concepts, however, are still in the design phase. Should such ventures
prove to be successful, clearly there will be demand for their output. Meanwhile the
search for better and more comprehensive measures of financial access and finan-
cial exclusion will continue. 
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33

Why Does Access Matter?
Impact on Growth 

and Poverty 

3

The efficiency with which financial markets and institutions overcome
market frictions depends on the macroeconomic environment, market struc-

ture, and overall contractual and informational environment. Market frictions,
namely transaction costs, agency problems, and uncertainty, are the key reason
why institutions and organizations exist;1 institutions offer financial contracts
that take those frictions into consideration. In the case of credit, for example,
lenders solve the problem of asymmetric information by resorting to different
mechanisms, such as reducing the loan amount (credit rationing) and requiring
collateral (for signaling and monitoring purposes) and certain types of informa-
tion (for risk assessment). 

The basic services offered by financial institutions typically are categorized into
savings, credit, insurance, and payment services. Payment services reduce trans-
action costs in the exchange of goods and services between people and over time.
Savings and credit allow efficient use of capital by delinking consumption from
investment decisions. Insurance contracts allow households to hedge and diver-
sify risks and smooth consumption.2

There exists a large variation across countries in the extent to which financial
services are used. For example, while the percentage of households with a bank

xavier gine 

1. North (1990).
2. See Levine (1997, 2006) for an overview.
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deposit account reaches more than 90 percent in most high-income countries, in
many low-income countries bank accounts still are restricted to a small number
of firms and households.3

However, as Beck and de la Torre (2007) reminds us, low use of financial ser-
vices need not imply a problem of access. On the demand side, potential users
may have access to financial services but may decide not to use them. In that case,
it would be inappropriate to argue that voluntary self-exclusion constitutes an
access problem. On the supply side, creditors that cannot diversify risks properly
or that face major difficulties in mitigating informational asymmetries and con-
tract enforcement may decide to deny loans to certain borrowers—a prudent
decision from the creditor’s perspective. Whether this situation constitutes a
problem of access also is debatable. In fact, if lenders made loans to certain bor-
rowers under such circumstances, the whole financial system could be jeopar-
dized, as many banking crises illustrate. The main point is that observed use of
and restricted access to financial services creates the equilibrium that results from
rational agents maximizing their utility and profit functions subject to the con-
straints imposed by existing market frictions.

Yet lack of access to financial services is a major concern for policymakers in devel-
oping countries. Implicit in their argument is the assumption that government inter-
vention can alleviate some of the market frictions and propel the economy to a bet-
ter equilibrium. A large theoretical and empirical literature lends supports to that
assumption. Gine and Townsend (2004), for example, takes the model in the work-
ing-paper version of Lloyd-Ellis and Bernhardt (2000) and adds a sector with a per-
fectly functioning financial market to show that much of the growth that Thailand
experienced from 1976 until 1996 can be explained by the expansion of the added
sector, which mimicked the increase that occurred in Thailand during that period.4

This chapter gives an overview of the papers presented in the second session,
“Why Does Access Matter? Impact on Growth and Poverty,” of the 2006 confer-
ence on access to finance sponsored by the World Bank and the Brookings Insti-
tution. The first paper, Beck, Demirgüç-Kunt, and Levine (2006), employs a
cross-country analysis to show that access to financial services does have a positive
impact on growth and poverty alleviation. However, as the discussant Mark
Schreiner put it, the paper is silent about the mechanisms by which growth and
poverty alleviation are achieved. The rest of this chapter is devoted to exploring

34 xavier gine

3. Beck, Demirgüç-Kunt, and Martinez Peria (2007).
4. Other theoretical papers include, for example, Banerjee and Newman (1993) and Galor and Zeira

(1993). Empirical papers include Rajan and Zingales (1998), Demirgüç-Kunt and Maksimovic (1998),
and Beck, Levine, and Loayza (2000). 
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that topic. Early government efforts to improve access, which performed poorly,
are reviewed first; attention then is turned to microfinance, which is seen by many
as a promising and cost-effective tool for alleviating poverty.5

Zeller and Johannsen (2006), the second paper of the session, studies whether
the type of financial institution delivering microfinance services—nongovern-
mental organization (NGO), private bank, public bank, or government institu-
tion—matters for access for the poor. The authors find different degrees of out-
reach among the different types of institutions, although by necessity their paper,
which does not determine the particular attributes of the various financial struc-
tures that are best suited for serving the poor, is more descriptive than prescriptive. 

Gine and Karlan (2006), the third paper of the session, studies the relative
benefits of the two most prominent lending methodologies used in microfinance:
group-liability loans, as in traditional microfinance, and individual-liability loans,
as might be found at rural banks or in the revised Grameen system. The authors’
findings provide evidence that joint liability can contribute to the growth of a
microfinance program without jeopardizing its sustainability.

Finally, Rutherford (2006) examines how microfinance has adapted and
exploited contract features typically found in informal financial contracts in the
context of Grameen Bank’s overhaul of its services under Grameen II. The author
finds Grameen increasing the flexibility of its products and extending services by
introducing products formerly unavailable to the rural poor. 

Overall, the papers show that there is no simple recipe for fostering access among
the poor. The success of a given policy intervention depends on the environment in
which it occurs, because the constraints imposed by existing market frictions and
faced by households are likely to vary. Advocates of microfinance refer to it as a “rev-
olution” precisely because it provides financial contracts that are compatible with
the incentives of clients in highly diverse contexts. The lesson to be drawn is that in
order to increase access for the poor, the relevant constraints must be identified and
incentive-compatible programs implemented to alleviate them. 

Impact of Access on Inequality and Poverty 

Although a significant relationship exists between financial deepening and macro-
economic growth, it is yet to be seen whether financial deepening has positive dis-
tributional effects for the poor. That is the focus of the first paper of the session,
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5. Morduch (1999); Armendariz de Aghion and Morduch (2005); Microcredit Summit Campaign
(2005).
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by Beck, Demirgüç-Kunt, and Levine.6 Using a standard measure of financial
development—the value of credit issued by financial intermediaries to private
firms as a share of GDP—the authors first show that countries with higher levels
of private credit grow faster. But, noting that high levels of poverty and income
inequality persist around the world, they argue that while economic growth can
help reduce poverty, it is not by itself sufficient to eliminate poverty. Noting the
differences between countries like Thailand (alluded to above), where poverty
was reduced by 90 percent between 1981 and 2000, and Venezuela, where it dou-
bled over the same period, they search for a cross-country comparison that can
explain the impact of financial development on the poor. The authors used mul-
tiple cross-country datasets to examine the effect of financial development on
changes in income inequality, changes in the growth of the income share of the
poor (defined in the paper as the growth of the income share of the lowest quin-
tile), and changes in the number of people living in poverty.

They argue that it is essential to determine the distributional effects of growth-
enhancing policies, because, a priori, those policies can benefit the whole popu-
lation, they can benefit primarily the poor, or they can benefit primarily the rich.
To date, the issue has not been settled. Some theories suggest a negative relation-
ship between inequality and growth, based on the fact that financial market
imperfections such as information asymmetries, transaction costs, and contract
enforcement costs may be especially binding on poor entrepreneurs who lack col-
lateral, a credit history, and connections. For example, where credit market fric-
tions prevent the poor from accessing financial markets, they may not be able to
borrow to finance high-return projects or to send their children to school. Other
theories, however, suggest that since the poor generally rely on informal sources
of capital, most of the benefits of improvements in the formal financial sector go
to the rich. Such models show that credit is channeled to those with the best con-
nections, not to entrepreneurs with the best opportunities.

The dependent variables used in this paper are the average annual growth rate of
the Gini coefficient, the average annual growth rate of the share of the lowest-income
quintile, and the average annual growth rate in the poverty headcount (share of the
population living on less than $1 a day) for two or three decades for fifty-two to fifty-
eight developing and developed countries, depending on the sample.7

36 xavier gine

6. Beck, Demirgüç-Kunt, and Levine (2007). An earlier version of this article (Beck, Demirgüç-Kunt,
and Levine 2006) was presented at the conference.

7. Analysis of inequality is based on data from fifty-two developing and developed economies aver-
aged over the 1960–99 period; analysis of income growth of the poor is computed over the 1960–2005
period; and analysis of poverty alleviation is based on data on fifty-eight developing countries over the
period from 1980 to 2000.
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Looking next at the effect of financial development on inequality, the authors
estimate that the Gini coefficient decreases by 0.004 for every percent increase in
financial development. Figure 3-1 illustrates a strong negative relationship
between financial development and the growth rate of income inequality. While
clearly there is substantial variability in the data, removal of the outliers actually
strengthens the relationship.

Figure 3-2 displays the positive relationship that exists between private credit
and growth of the income share of the poor, defined as the lowest quintile of the
population, when the authors control for GDP per capita growth. Controlling for
GDP per capita growth allows for examining whether financial development ben-
efits the poorest-income quintile relatively more than the overall population.
They find that financial development is especially beneficial to the poor, whose
average income rises approximately one for one with overall economic growth.
The coefficient for private credit is 0.016, implying that for every percent increase
in the share of private credit in GDP, income growth among the poorest quintile
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Figure 3-1. Effect of Financial Development on Inequality

03-0839-1-CH 03  8/29/07  2:33 PM  Page 37



rises by 1.6 percent. To demonstrate the economic significance of that finding,
the authors calculate that the income share of the poor in Brazil would have
grown by 3 percent instead of 2.4 percent a year over the period 1961–2000 if
Brazil had had the same level of financial intermediary development as Canada.

Finally, figure 3-3 shows the relationship between financial development and
the number of poor people in a given country, illustrating that greater financial
development is associated with less poverty. The authors find a 0.095 decrease in
the annual growth rate of the percentage of the population living on $1 a day or
less for every percent increase in the share of private credit in GDP.

According to some critics, the cross-country approach featured in the paper
has limitations. They argue that it establishes clear patterns of correlation between
many of the key variables of interest but that the policy take-aways often are quite
limited because causality is not well established. In addition, this research
approach often is too “black-boxy” to provide practical guidelines. In other
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words, in the context of the paper the authors show that financial development is
pro-poor, but it is not clear how to increase the access of poor people to financial
services. 

It is worth noting several recent and ongoing data collection efforts that the
World Bank is conducting to open up the “black box” of the relationship between
financial development and growth. Beck, Demirgüç-Kunt, and Martinez Peria
(2007) constructs microindicators of the “reach” of the financial sector in an
attempt to improve the understanding of the practical obstacles in accessing
finance. 

Government Early Interventions and Microfinance 

Government efforts to deliver formal credit in rural areas included, among other
policies, the establishment of special agricultural banks (development banks) and
of requirements forcing commercial banks to lend a certain minimum percentage
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of their loan portfolio to targeted sectors. Those efforts, documented in Adams,
Graham, and von Pischke (1984), Besley (1994), and Yaron, Benjamin, and
Charitonenko (1998), generally have failed, for diverse reasons. The most impor-
tant are low repayment rates, loan write-off decisions based on political consider-
ations, policies that lead borrowers to believe that they do not have to repay loans,
and the concentration of subsidized credit among wealthy farmers, since they can
put up the most physical collateral.

While the recognition of the problems led to the gradual abandonment of
such initiatives, Burgess and Pande (2003) uses the Indian experience to assess
whether it had any benefit at all. From 1977 until 1991, the Indian government
followed a policy of “social banking,” which consisted of regulating bank activi-
ties through strict licensing rules: a bank could open a branch in a “banked” loca-
tion (where branches of any commercial bank existed) as long as it opened four
new branches in “unbanked” locations. Using a differences-in-differences analy-
sis with data from before, during, and after the period of social banking, they find
that it reduced poverty significantly.8 However, while the program delivered ben-
efits to the intended population, it was discontinued in 1991 because the associ-
ated high default rates were too onerous for the banks. All in all, the program was
not desirable from a cost-benefit analysis standpoint.

As Morduch (1999) suggests, governments and practitioners around the world
now view microfinance as a valid alternative to past failed initiatives to deliver sus-
tainable, low-cost credit to the poor. Yaron, Benjamin, and Charitonenko (1998)
suggests that microfinance programs like the Bank Rakyat Indonesia should
address specific market failures cost effectively through well-designed and self-
sustaining interventions. 

Several studies attempt to assess the impact of microfinance on the welfare of
clients, but most neglect self-selection issues and endogenous program placement
and thus obtain biased estimates of the impact. Microfinance programs usually
target certain groups of clients, such as women in poor neighborhoods. Such en-
dogenous program placement effectively makes borrowers and nonborrowers dif-
ferent in some set of characteristics (for example, borrowers have lower incomes
than nonborrowers, on average). When participation is voluntary, the fact that
clients select themselves into the program indicates differences (observable or
unobservable) between borrowers and nonborrowers. For instance, borrowers in
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8. A differences-in-differences technique compares the change in outcomes over a given period of time
in treatment areas with the change in outcomes in control areas. The difference in outcomes from t = 0 to
t = 1 in the control areas is subtracted from the difference in outcomes from t = 0 to t = 1 in the treatment
areas to obtain the estimated impact of the policy.
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microfinance programs designed to promote household businesses may be intrin-
sically more entrepreneurial than nonborrowers. 

Because of endogenous program placement and endogenous program partici-
pation, those who are not borrowing often are not a good group to compare with
those who are borrowing because the observed differences in the outcomes have
to be attributed to both the program’s impact and the preexisting differences be-
tween the two groups. 

One of the most thorough attempts to correct for self-selection and nonran-
dom program placement is Pitt and Khandker (1998), which uses data from three
programs in Bangladesh. They exploit a set of exogenous eligibility criteria to
measure impact by comparing outcomes of households with and without pro-
gram choice, conditioning on village fixed effects to control for endogenous
placement. They find positive and significant impacts of the program and larger
effects for women than for men. Although the eligibility criteria prevented house-
holds with more than 0.5 acres of land from borrowing, the rule was not strictly
followed in practice. Morduch (1998) notes that in Pitt and Khandker (1998),
households that in principle should have been excluded received credit in pro-
gram villages but that the eligibility criteria were strictly followed in non-program
villages; hence, he argues, the treatment group did not conform to the control
group and the result is potential overestimation of the program’s impact. 

Coleman (1999) is possibly the cleanest impact assessment to date. The
author uses data from a quasi-experiment in northeast Thailand, where several
NGOs were expanding their coverage to several new villages. He selected six vil-
lages where the program would begin the following year and asked villagers
whether they would become members once the program was in place. Over the
year he surveyed the “control” members, who were not yet receiving credit; the
“treatment” members, who already were receiving credit in eight older program
villages; and nonmembers in both types of villages. The results indicate that pro-
gram loans had little impact, although interestingly enough, “naïve” estimates of
the impact that fail to correct for self-selection and endogenous program place-
ment tend to overestimate the impact significantly. Coleman argues that the lack
of impact could be due to relatively small loan sizes. Average household wealth
was $21,000, and the size of the loans ranged from $60 to $300. Thus they may
have been used for consumption rather than for (lumpy) investments. In another
paper, Coleman (2001), the author uses the same data to assess the impact on
village committee members and rank-and-file members separately. While the
results continue to be insignificant for the rank and file, committee members
experienced positive and significant impacts. Indeed, some of the committee
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members used their influence to avoid the loan size limits by using different
family names.

There are several ongoing studies—see Gine and Karlan (2006)—and other
projects from the Poverty Action Lab and the Centre for Microfinance in Chen-
nai that use experimental methods to assess the impact of microfinance on wel-
fare. The key in experimental methods is random assignment, which removes
any systematic correlation between treatment status and both observed and unob-
served characteristics of clients. Clients (or groups of clients) are randomly as-
signed to a treatment group (which will be given a chance to borrow) and a con-
trol group (which will not be allowed to borrow). The randomization procedure
ensures that the two groups are identical at the outset. Individuals in the groups
live through the same external events throughout the same period of time and
thus encounter the same external intervening factors.

The only difference between the two groups is that those in the treatment
group are allowed to borrow and those in the control group are not; therefore, any
difference in the outcomes between the two groups at the end of the study must
be attributable to the ability to borrow. Random assignment ensures the direction
of causality: the ability to borrow causes an improvement for the client (or the
institution).

Despite the positive (albeit small) effects found in the current literature, many
unresolved issues still exist regarding who should be in the client base as well as
what specific features microfinance contracts should have. Both topics are covered
in the following discussion.

Type of Institution 

Currently some disagreement exists among donors, practitioners, and academics
on what microfinance priorities should be. At the heart of the issue is the poten-
tial trade-off between outreach and sustainability. Outreach refers to the effort by
microfinance institutions to extend financial services to an ever-wider audience
(breadth of outreach) and especially toward the poorest of the poor (depth of
outreach). Sustainability sometimes is taken to be operational sustainability—
that is, the ability of the institution to generate enough revenue to cover operat-
ing costs but not necessarily the full cost of capital. Other times it is taken to be
financial sustainability—that is, whether the institution requires subsidies to
operate. 

Subsidies or donor funds originally were perceived as temporary aids to help pro-
grams overcome start-up costs; however, for some institutions subsidies are an ongo-
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ing reality. Ironically, the availability of donor funds has acted in some instances as a
disincentive to increase the scale of operations and become innovative.9

The Consultative Group to Assist the Poor (CGAP) and the donor commu-
nity at large exhort microfinance providers to pursue sustainability aggressively by
raising interest rates and lowering costs. In their view, ongoing dependence on
subsidized funds is plagued with problems. First, donors may cease to provide
funds in the future, forcing the institution to shut down. Second, as mentioned
before, donor budgets are limited, restricting the scale of operations to the size of
the subsidy. Third, subsidized programs run the risk of becoming inefficient and
losing any incentive to innovate and reduce costs. By reducing donor dependence
and achieving sustainability, microfinance lenders may attract commercial lenders
and should achieve much better leverage on their equity than their subsidized
counterparts, allowing them to greatly increase the scale of outreach. Thus, sus-
tainability and outreach go hand in hand, without an apparent trade-off. 

However, an alternative approach argues that the focus should be on targeted
outreach rather than on scale or sustainability. Proponents of this view claim that
a narrow focus on cost recovery and elimination of subsidies would force micro-
finance institutions (MFIs) to drop the poorest borrowers from their portfolios
because they are the most difficult and costly to serve. In essence, the literature
has outlined a basic trade-off between outreach and sustainability, with advocates
in one side emphasizing social motives and those on the other emphasizing finan-
cial motives.

Unfortunately, rigorous empirical studies that might explain the nature of the
trade-offs and whether they have any practical relevance are lacking. Christen
(2000) uses several case studies from Latin America to conclude that as some
microfinance institutions achieved sustainability, the industry experienced greater
commercialization and competition. Some institutions applied for a banking
license and so became subject to supervision. But more important, those institu-
tions even increased their portfolio of clients, staying true to their initial mission
of serving poorer clients. 

Zeller and Johannsen (2006), the second paper of the session, examines
whether the trade-offs between financial sustainability and outreach vary by the
type of financial institution providing microfinance services. Using a nationally
representative sample of 800 households in Bangladesh and in Peru, the authors
examined differences in outreach among different types of financial institution:
semiformal institutions (NGO-MFIs); member-based institutions such as credit
unions and village banks (supported by NGOs); microbanks using individual
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and group lending or a linkage model (with preexisting self-help groups); and
finally, other institutions such as public banks (sectoral, agricultural, and rural)
and private commercial banks with microfinance operations. In both countries
the authors employed a multistage cluster sampling design to ensure adequate
representation across geographic regions and rural and urban areas. In Peru, eight
of the twenty-four regions were randomly selected and probability proportionate
to size sampling (PPS) was used to select 100 households in each of the depart-
ments, with equal population shares at every subsequent stage of the sampling. In
Bangladesh, ten thanas (the lowest administrative level in Bangladesh) were ran-
domly selected from among five divisions and eighty households were selected by
PPS in each thana.

The Microenterprise Results and Accountability Act of 2004 defines the very
poor as those in the bottom half of the population living in poverty, according to
the national poverty line, as well as all those living on less than a dollar a day in
purchasing power parity terms, an amount often referred to as the international
poverty line. The 2000 National Living Standard Measurement Survey of Peru
found that according to the government’s official poverty line, 54 percent of Peru-
vians were poor. The poorer half of that population (or 27 percent) would be con-
sidered “very poor” according to the U.S. definition. In Bangladesh, which is a
very poor country, more clients count as “very poor” under the dollar-a-day def-
inition. The Household Income and Expenditure Survey (HIES) of 2000 found
that 50 percent of Bangladeshis lived below the poverty line. Thus, only 25 per-
cent of Bangladeshis would be classified as very poor under the U.S. definition,
while 36 percent of the population lives on less than a dollar a day. The authors
therefore use the dollar-a-day benchmark to classify “very poor” households in
Bangladesh. For each country the authors converted $1 into the local currency
according to the purchasing power parity rate and adjusted the poverty line by the
loss in purchasing power due to inflation up to the survey date.

Table 3-1 reveals some interesting patterns among clients of Bangladeshi finan-
cial institutions. While clients of NGOs are overwhelmingly women (and those
of public banks overwhelmingly men), the clients of public banks and govern-
ment institutions are predominantly rural (84 and 92 percent respectively). Of
the clients served by NGOs, 67 percent are rural.

Table 3-2, however, reveals that NGOs serve a greater proportion of poor
clients (32 percent) than do public banks (17 percent) or government institutions
(8 percent). Still, at less than one-third for all three institution types, the figure
may be lower than many people have assumed. Unfortunately, it is impossible to
discern from the data whether it represents a problem (substantial leakage to the
non-poor) or a success (impact on clients). Because of the limited sample size the
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Table 3-2. Poverty Status of Clients and Non-Clients, by Financial Institution

Percent Percent Percent
Daily below the below the below the

expenditures median national international
per capita poverty poverty poverty

Sample (takas) linea linea lineb

Clients by institution
NGO providing microfinance 

(N = 328) 34.6 21 38.7 32.3
Public bank (N = 144) 42.2 7.6 25 16.7
Other government institution 

providing microfinance (N = 24) 52.7 8.3 8.3 8.3
Other (private bank, cooperative, 

etc.) (N = 13) 39.2 30.8 30.8 30.8
Non-clients (N = 1,700) 37.1 16.5 35.7 28.1
Total (N = 2,209) 37.2 16.6 35.1 27.8

Source: Zeller and Johannsen (2006).
a. Adjusted by region.
b. Dollars in purchasing power parity = $1.08 at 1993 prices.

Table 3-1. Gender and Residence of Clients and Non-Clients in Bangladesh, 
by Financial Institution
Percent

Does client live 
in rural area? Sex of client Share of

Sample No Yes Female Male total clients

Clients by institution
NGO providing microfinance 33 67 91 10 64
Public bank 16 84 8 92 29  
Other government institution 

providing microfinance 8 92 54 46 5  
Other (private bank, 

cooperative, etc.) 69 31 54 46 3  

Non-clients 20 80 50 50 0
Total 22 78 53 47 100

Source: Zeller and Johannsen (2006).
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authors were unable to limit their comparisons of outreach to only those clients
who had recently joined their respective programs. It is unclear therefore whether
the presence of non-poor clients implies that programs are targeting wealthier
households or that formerly poor clients moved out of poverty. In the latter case,
the presence of wealthy clients in the sample is, of course, a good thing. The
authors show that clients who have been in a program the longest (more than five
years) have the lowest rate of poverty, although that is not a real indication of
impact; it could reflect changes over time in targeting by programs or it could be
simply because older clients have had more years to improve their income and
accumulate assets. Nonetheless, the lower poverty rate among older clients
squares with the impact analysis in Khandker (2005) and other studies that show
a positive impact on microfinance clients in Bangladesh. 

These findings make it especially difficult to interpret the comparison of out-
reach between Grameen Bank and BRAC (Bangladesh Rural Advancement Com-
mittee) reported in Zeller and Johannsen (2006). While the authors find that
BRAC serves a considerably poorer clientele (48 percent of BRAC clients but
only 35 percent of Grameen clients are within the bottom tercile of per capita
expenditures), they note that, on average, Grameen clients have been members
for much longer. Assuming that membership has a positive effect, it is difficult to
say whether BRAC’s targeting or Grameen’s impact is driving the relationship.

The results from Peru show a different mix of clients across institution types,
although the overall (potential) level of leakage to the non-poor is similar. Here
NGOs, municipal savings and loans (CMACs), and private banks serve a simi-
larly high proportion of women. The lowest percentage of women served, by
public banks, is still more than 50 percent. Households in the Peruvian survey
are far more urban than the Bangladeshi households, as the breakdowns in
Table 3-2 and Table 3-3 reflect. Public banks, however, serve substantially more
poor clients than do private banks (24 percent and 4 percent respectively).
CMACs serve the fewest poor clients, at 3 percent, while NGOs serve 20 per-
cent. A comparison of six MFIs reveals a substantial range in the percentage of
poor clients served, from 16 percent to 44 percent. Unsurprisingly, households
with formal savings accounts were less poor than those without (11 percent and
35 percent respectively).

A comparison of Bangladesh and Peru reveals that twice as many households
are members of financial institutions in Bangladesh (46 percent) as in Peru
(19 percent). In both countries clients use the institutions mainly for credit ser-
vices and less for savings and insurance (29 percent of Bangladeshi households
and 9 percent of Peruvian households use savings and insurance services). The
higher breadth of outreach in Bangladesh may be related to the earlier start of the
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microfinance movement, which began in the 1970s. In contrast, because many
households lost savings during the hyperinflation and economic instability of the
1980s, Peru suffers from public distrust of formal financial institutions. Further-
more, MFIs in Bangladesh benefit from high population density and low admin-
istrative costs, while Peru must contend with heterogeneous geography, including
the Andes and the rainforest. 

The authors conclude that while outreach to the poor appears to differ by type
of microfinance institution, the data analyzed here do not provide conclusive evi-
dence on whether the legal status of the MFI really matters for outreach. In the
meantime, they argue that outreach depends on the MFI’s mission, management,
and targeting strategy. They also cite group lending for its ability to use social cap-
ital to exploit cost advantages for banking with the poor. As shown in the follow-
ing discussion, however, the case for group lending may not be so clear cut.

Type of Liability 

Group-liability lending, in which group members are responsible for the repay-
ment of their fellow members’ loans, has been associated with the success of the
Grameen Bank and its many replications around the world. In a comprehensive
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Table 3-3. Gender and Residence of Clients and Non-Clients in Peru, 
by Financial Institution
Percent

Does client live 
in rural area? Sex of client Share of

Sample No Yes Female Male total clients

Clients by institution
Public bank (Banco de la Nacion) 88.2 11.8 58.8 41.2 22.5  
Private bank (including micro-

banks such as MiBanco) 93.0 7.0 75.4 25.7 37.7  
Municipal savings and loan 

banks (CMACs) 74.3 25.7 77.1 22.9 23.2  
Other (NGO, rural savings bank, 

cooperative, etc.) 72.0 28.0 72.0 28.0 16.6  

Non-clients 70.1 29.9 47.0 53.0 

Total 71.0 29.0 48.6 51.4 100.0  

Source: Zeller and Johannsen (2006).
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survey, Ghatak and Guinnane (1999), the authors suggest four ways in which
joint liability can help overcome problems commonly faced by lenders: ascer-
taining how risky a borrower is (adverse selection); ensuring that funds will be
used properly (moral hazard); ensuring that the borrower tells the truth about his
or her inability to repay in case of default (auditing); and enforcing the repayment
agreement (enforcement). The authors claim that joint liability contracts perform
well because borrowers can better monitor each other’s investment, borrowers
have information about each other’s creditworthiness, and neighbors may be able
to impose powerful nonpecuniary sanctions on each other at low cost to the
lender. Thus, group lending provides a mechanism for overcoming some of the
informational disadvantages faced by commercial lenders.

Most empirical research to date has focused on explaining whether joint lia-
bility lending contributes to its high observed repayment rates. Wydick (1999),
using data from Guatemala, validates the claim that improvements in repayment
rates are associated with variables related to the ability to monitor and enforce
group relationships. Wenner (1995) finds evidence from Costa Rica of screening
of prospective members before they are admitted into the program. In addition,
Wenner (1995) and Sharma and Zeller (1996), using data from Bangladesh, find
that repayment rates are higher in remote towns, although other studies find the
opposite. Karlan (2005) takes advantage of a natural experiment in Peru in which
groups did not self-select and were not neighborhood based, as is typical. The
quasi-random group formation studied provided sufficient variation to test the
influence of the initial social connections of the group members, and the author
found that groups with stronger social capital were more likely to repay their
loans and to save more. 

But, as noted above, the Grameen Bank no longer uses joint liability, and both
Grameen and its competitor, the Association for Social Advancement, have
achieved remarkably high repayment rates with individual-liability loans. Other
MFIs have followed in their footsteps, switching to individual-liability lending. The
shift raises the questions of whether group liability was responsible for Grameen’s
success or whether the poor simply are good credit risks, even in the absence of
group liability.

There are reasons why both clients and MFIs might favor individual liability.
Clients may dislike paying for their fellow group members and they may dislike
the tension that it creates among them. As groups age and loan sizes among group
members diverge, such problems may be exacerbated. MFIs may be concerned
that defaulting group members will cause good clients to drop out of the pro-
gram. The best way to determine the relative merits of group- versus individual-
liability lending is to design a real-world experiment in which all aspects of a
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microfinance program are kept the same but the liability contracts are varied.10

While it is simple enough to offer both group- and individual-liability loans, it
would not be useful to compare the performance of clients who self-selected one
or the other option. It is easy to imagine that certain types of clients might be
more likely to prefer one type of liability option: clients with risky enterprises, for
example, might feel more comfortable with group liability, knowing that their fel-
low group members would cover their payments in bad weeks, while clients who
keep emergency savings might resent that arrangement and prefer individual lia-
bility. Random assignment is the only way to be sure that clients receiving indi-
vidual liability are the same, on average, as those receiving group liability.

Working with the Green Bank of Caraga, a rural bank in the Philippines
engaged in microlending, Gine and Karlan (2006) took 169 group-lending cen-
ters of approximately twenty-five clients each (divided in groups of five) from
Leyte Province and randomly selected half of the centers to be converted to indi-
vidual liability; the others were to serve as the control group. All other aspects of
the program remained the same: clients still met in groups each week and made
the same weekly payments. Group and center savings were dissolved in favor of
personalized savings, but there was no change to clients’ total deposits. That
ensured that the only difference between the treatment (individual-liability) cen-
ters and the control (group-liability) centers was the change in liability and there-
fore that any differences between the two groups at the end of the study period
could be confidently attributed to the change in the program.

After tracking both the group-lending and the converted individual-lending
centers, the authors found that in the converted centers the default rate did not
rise, client retention increased, and more new clients took out loans. That find-
ing provides empirical evidence that clients preferred individual liability. In fact,
new entrants in individual-liability centers had closer ties to previous members
than did new entrants in the group-liability centers, suggesting that under group
liability, clients’ fear of the peer pressure that they might feel if a person that they
recommended later defaulted kept them from bringing new people into the pro-
gram. While the repayment rate did not decrease overall, those with weaker social
networks were more likely to have default problems under individual liability
than under group liability. That outcome may be related to the authors’ finding
that individual liability led to less monitoring of each other’s loan performance—
clients in converted centers remembered less about other members’ defaults and
new clients in converted centers were less likely to predict defaults of other mem-
bers correctly.
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The results suggest that individual-liability lending can work, but they do not
by themselves indicate that individual-liability lending is profitable for the lender.
Repayment is only one aspect of profitability. Group lending shifts the burden of
screening clients and enforcing repayment from the lender to clients and creates
an element of insurance whereby clients can rely on their peers during difficult
weeks, reducing their chance of default. If repayment had been maintained in the
converted centers only through the intense efforts of loan officers, the cost of
individual lending would be prohibitive. The authors examined that possibility
by conducting an activity-based costing exercise in which each credit officer kept
a detailed diary of his or her activities. They found no significant differences in
the way that credit officers allocated their time, and although the results were not
statistically significant, credit officers spent less time on loan enforcement, though
they spent more time on approving new loans.

Observers might note that however interesting the findings may be, they have
only limited applicability to other settings because the subjects are a very particu-
lar group: clients who joined a group-lending program thinking that they would
stay in a group-lending program. It would not be possible to continually surprise
clients by changing the liability rules once they had joined the program. To extend
the generalizability of the findings, the authors are conducting related research
with the same program, in a new area. The procedure to start operations in new
areas is novel and consists of two parts, identification of eligible villages and of
potential clients through a marketing meeting. The identification of the villages is
first done by gathering basic information about the villages from the municipality
office (equivalent to a U.S. county’s administrative office). That information is
used mainly to exclude villages with low population density as it is deemed too
costly to start operations in those villages. 

The credit officer visits the selected barangays to conduct a survey to verify sev-
eral criteria, including the number of microentreprises, residents’ main sources of
income, village accessibility and security, and perceived demand by the residents
for microcredit services. Once the villages are selected, a census is conducted of all
the businesses in them to assess which are interested in obtaining credit and may
eventually become clients. The census records basic information regarding the
size of the businesses and their credit history. While it is being conducted,
microentrepreneurs are told about the marketing meeting. The sample villages are
randomly assigned to one of four groups: BULAK, where Green Bank will offer
the group-liability loan program; BULAK to BULAK II, where Green Bank will
offer a group-liability program and remove the program after the first loan cycle;
BULAK II, where Green Bank will offer an individual-liability loan program;
and a control group. 
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Note that the sample of business women is not made up of actual borrowers
but of “potential clients.” Propensity score matching and weighting uses the base-
line characteristics of potential clients to statistically identify those most likely to
participate in the program. The key in this sample formation is to identify those
who would receive a loan from Green Bank if Green Bank were to operate in the
village. The impact of the program on each client can be measured by comparing
the outcomes of participants to the outcomes of those in the control group with
a similar propensity to participate. Because the sample selection in the four
groups is consistent, sample bias in subsets from the groups is consistent and the
impacts on any of the four groups can be compared.

Microfinance Mechanisms 

Although microfinance institutions use different mechanisms to overcome infor-
mational asymmetries and to elicit repayment from their low-income clients, the
most common are joint liability (also known as group lending); dynamic incentives,
such as offering loans with frequent installments at increased amounts and threat-
ening to cut off any future lending in the case of default; regular repayment, which
takes place in public group meetings; and collateral substitutes, such as forced sav-
ings. However, those mechanisms are not well suited for farmers, whose highly sea-
sonal income conflicts with the regular repayment obligation. For that reason,
most microfinance clients are self-employed individuals or microentrepreneurs.

Rutherford (2006), the fourth paper in the session, addresses a concern ex-
pressed by some that the rapid growth in delivering organized financial services to
the world’s poor may in fact do damage by displacing valuable informal services.
To examine whether that is the case, Rutherford used a research technique called
financial diaries to explore what happened to the rural poor when the Grameen
Bank in Bangladesh radically revised its products in 2001 with the rollout of
Grameen II. Under Grameen II the bank greatly increased the variety of loan
terms, repayment schedules, and loan amounts and allowed borrowers to top up
their loan midway through the term. The bank entirely changed its approach to
deposits, doing away with forced saving in favor of an open passbook account and
an optional long-term pension savings plan. In addition, Grameen eliminated
joint-liability loans, though borrowers still form groups. Since Grameen has
formed the template for much of the microfinance industry worldwide, its high-
profile overhaul is of considerable interest to the microfinance industry.

Financial diaries record in as much detail as possible the financial behavior of a
small sample of households, which are interviewed at two-week intervals for at least
a full year. With the first financial diaries, recorded in Bangladesh in 1999–2000,
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households were interviewed every other week for a year to gather details on every
cash flow to come in or out of the household—including income and expendi-
tures; changes in physical assets; and the opening, closing, or servicing of financial
instruments—as well as to determine whether any person joined or left the house-
hold or took or left a job (including casual labor). From an initial level of cash on
hand, the household’s income, expenditures, deposits, and withdrawals were tabu-
lated after each interview and cross-checked against the current cash on hand to
ensure that no transactions were missed (Collins 2004). Through the diaries Collins
found that poor rural and urban households indeed had active financial lives. All
had both assets and liabilities, and even the poorest used at least four financial
instruments over the course of the year.

The analysis in Rutherford (2006) is based on a sample of fifty-three house-
holds from various areas served by Grameen Bank over three years (2002–05).
Rutherford found that Grameen Bank’s revamped services related to informal
finance in four principal ways:

—Grameen II products are incorporated into existing practices. While it is well
known that female microfinance clients often channel their loans to their hus-
bands, it is surprising that of the 239 loans tracked through the financial diaries,
twenty-seven (11 percent) were wholly lent by the borrowers to other villagers
outside of the household. Microfinance clients have thus become moneylenders.
Whereas in the 1999–2000 financial diaries this practice typically was under-
taken using traditional loan terms, such as a given amount of rice per taka bor-
rowed, it seems that clients have adopted MFI practices; they now charge a fixed
repayment per week to cover principal and interest.

—Grameen II products complement existing practices. Ten percent of loans
tracked were wholly used and another 30 percent were used in part to pay down
other debt. While some observers have worried that such borrowers could end up
in an expensive cycle of debt, Rutherford argues that debt levels among the fifty-
three households remained modest relative to their income over the three years
that they were tracked.

—Grameen II products extend existing practices. The majority of members in
the sample opened a Grameen pension savings account, which is a ten-year com-
mitment savings plan, and many made monthly deposits greater than the mini-
mum required. With this type of long-term savings plan, Grameen Bank is pro-
viding a service unavailable in the informal market at a higher interest rate than
commercial banks offer. Without ways to save over the long term, the poor tra-
ditionally have locked their savings into livestock, buildings, gold, and land.
Rutherford offers the example of a longtime Grameen client who left the bank
after she could no longer repay loans regularly yet retained her pension account,
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which will be worth $3,400 when it matures in 2010. She makes the $15
monthly payment with the help of her sons.

—Grameen II products are beginning to replace existing practices. The flexibil-
ity of deposit and loan products under Grameen II is leading a small but growing
number of households to use Grameen Bank as their sole financial service provider.
For the first time, the range of products offered by Grameen gives the poor access
to banking services that are the same as those the non-poor take for granted.
Grameen staff were initially nervous about allowing members unfettered access to
their savings, but they now see that allowing members to make withdrawals to
make loan payments in difficult weeks helps borrowers manage their loans.

Conclusion 

Each of the four papers presented in the second conference session brings a key
piece of information to the case for expanding financial access to the poor. To
merit the considerable attention and resources required of the public and private
sectors, increasing financial access must be beneficial and it must be achievable.
The first paper, Beck, Demirgüç-Kunt, and Levine (2006), makes a strong case
for the benefits of deepening financial access, showing that with private credit
comes economic growth that is shared by the poor. That finding provides a man-
date to expand financial access, but not a roadmap. The level of private credit in
a country cannot simply “grow”; it must be put somewhere. No doubt financial
deepening should be occuring among the types of financial institution that serve
and benefit the poor. Zeller and Johannsen (2006), the second paper, shows that
the type of institution matters for poverty outreach, although popular notions of
which types of institutions serve the poor may not hold.

Even among institutions that focus exclusively on serving the poor there are
many potential variations in products and services offered to clients. The third
paper, Gine and Karlan (2006), offers one example of a way to cleanly evaluate
the importance of a single mechanism central to the methodology of thousands
of microfinance programs worldwide: group liability. Its findings indicate that at
least in certain settings the poor can be good credit risks, even in the absence of
group liability. Perhaps more important, they demonstrate the feasibility of using
randomized controlled trials to evaluate the impact of a microfinance product or
mechanism.

As already discussed, randomized trials have been used to evaluate a variety of
key aspects of microfinance and many more are currently under way. Ashraf, Kar-
lan, and Yin (2006) evaluated the impact—on clients and the program—of offer-
ing a specialized commitment savings product and found that clients randomly
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selected to be offered the product increased their savings substantially more than
the control group. Bertrand and others (2005) compared the effects of various
marketing techniques with those of changes in interest rates, finding that while
clients are sensitive to rate changes, they are much more sensitive to marketing,
such as the description of the loan. De Janvry, McIntosh, and Sadoulet (2006)
offered training to randomly selected clients about the importance of credit
bureaus for their future credit opportunities. Clients who were informed about
the benefits and pitfalls of credit reporting (that is, that paying late harms their
access to credit elsewhere while paying on time gives them access to credit else-
where at potentially lower rates) had higher repayment rates and also borrowed
elsewhere after establishing a good credit record. 

But randomized controlled trials also have limitations. Despite providing a
cleaner method for establishing causality, they tend to be localized and small scale.
Generalizations that stem from these evaluations have to be taken with a grain of
salt, because the institutions, context, and population elsewhere may be very dif-
ferent. A solution to that problem is to replicate the same experiment in a variety
of different contexts.

The final paper of the session, Rutherford (2006), uses detailed financial
diaries to offer a glimpse of the future of expanded financial access in perhaps the
best-known financial institution for the poor, the Grameen Bank. The author
finds that Grameen’s financial products complement and extend the existing
informal financial options available to the poor. Only after increasing the flexi-
bility of its services and offering a range of products unavailable in the informal
market did Grameen start to replace existing financial sources, becoming the sole
financial service provider for a small but growing number of clients.

In sum, the papers presented in the session show that there is no uniform
approach to improving access to financial services among the poor. Thus the rel-
evant constraints need to be measured and identified and incentive-compatible
programs designed to alleviate them. 
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57

Microfinance Institutions
and Financial Access: 

The Double Bottom Line 

4

This chapter gives an overview of the financial institutions that provide
the bulk of accessible finance in developing and transition economies.

Evocatively named double bottom line institutions by Richard Rosenberg, one of
the contributors to the conference session that this chapter summarizes, in an ear-
lier paper with colleagues at the Consultative Group to Assist the Poor (CGAP),
these institutions serve in total some 1.5 billion accessible account relationships
across the developing and transition world.1 The chapter starts by broadening the
concept of accessible finance from a narrow focus on microfinance to include
access provided by all institutions that combine a financial bottom line (making
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a profit) with a social bottom line: bringing access to finance to individuals and
businesses that often find themselves excluded from commercial banking services.
The double bottom line group includes a range of microfinance entities, such as
nongovernmental organizations, nonbank financial institutions, and specialist
schemes run by commercial banks. But this chapter defines such double bottom
line institutions even more broadly, to include other institutions with a long tra-
dition of fostering access. Among them are community banks and credit unions
and cooperatives as well as some government-run policy lending institutions and
various types of savings bank around the world. 

Providing access is part of the fabric of the operations of double bottom line
institutions. They work in close proximity to the mass market, either as locally
constituted entities or through a widespread national distribution network. Their
product design and pricing facilitate access even for those with small-scale needs.
They may have accessibility written into their operating mandate, either in legal
form in their founding statutes if they are public or philanthropic institutions or
in their guiding mission and business strategy if they are private organizations.
Some of these institutions, including many microfinance schemes, explicitly tar-
get the poor with their services; others aim to provide universal access for all.
Some commercial banks may consider that a down-market focus, but they are
mistaken. The focus is universal, and many a double bottom line institution has
built a formidable universal retail banking franchise based on that focus.

After introducing the wider group of institutions that have a mandate to pro-
vide access, this chapter looks at what each type of institution brings to the acces-
sible finance market. The chapter examines the scale and scope of activity against
the World Bank’s four dimensions of access, reworked from the perspective of
those who supply financial services. The chapter then seeks to answer the ques-
tion that lies at the heart of the conference session that it summarizes: can access
be provided at prices that at least cover the proportionately higher costs of doing
what often can be a small-scale and irregular business? What lessons do different
types of access-oriented institution offer about the trade-off, if any, between pro-
viding access and staying profitable? 

The double bottom line—a social bottom line as well as a financial bottom
line—is a concept that can be communicated quite well to those who need ser-
vices as well as those who deliver them. It is a way of saying that a reasonable
profit is necessary to support the continuous investment needed to sustain and
improve any services offered. The consensus is now predominantly in favor of
sustainability and against subsidy. The biggest argument is one of potential vol-
ume of supply—a subsidized program eventually will be limited by the availabil-
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ity of the subsidy, whereas a sustainable program, especially one that mobilizes
savings as well as provides credit, tends to be limited only by its clients’ needs.2

In any case, there is ample evidence that subsidized lending tends to get
diverted from target groups, particularly in the field of rural finance, and becomes
concentrated on a few privileged borrowers.3 Indeed, there seems to be an almost
perverse inevitability that a subsidy will end up disproportionately supporting
nonperforming borrowers. Nonetheless, the three papers presented at the confer-
ence session examined the evidence from microfinance and savings banking to
determine whether access can be delivered profitably and found that it can, for all
institutions other than most government-run microcredit schemes.4 The route to
profitability differs, however, depending on whether an institution focuses pri-
marily on the provision of credit or the mobilization of savings and the provision
of affordable payment services. 

The focus of this chapter is how institutional form and product focus affect the
ability of a range of double bottom line institutions to function without subsidy.
The chapter first analyzes the other two papers presented at the conference session
and then turns to my work on savings banks. Next it broadens the concept of
institutions providing affordable financial access to include more than microfi-
nance institutions and discusses key questions about accessibility and the supply
of access. It then summarizes a commentary on the three papers by Marguerite
Robinson, who identifies in her contribution to the conference session three
cross-cutting findings on profitability and access. First, providing access to the
poor need not be an unprofitable activity, and indeed, access is provided more
often when the process is kept profitable. Second, reaching scale in outreach to
poor clients improves profitability. Third, while accessible finance is provided by
many thousands of institutions worldwide, the vast bulk of customers are served
by a few market leaders. The chapter concludes with thoughts on the structure
and performance of the accessible finance industry and what in particular deter-
mines the chances of achieving breakthrough on the path toward full access.

The State of Microfinance: Outreach, Profitability, and Poverty

Working with a large dataset drawn from the three main sources on microfinance,
CGAP’s MicroBanking Bulletin (MBB) and Microfinance Information eXchange
(MIX) and the Microcredit Summit (MCS), Gonzalez and Rosenberg put
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together a single database on some 2,600 organizations that declared themselves
to be in the microfinance market and that provided a total of 94 million micro-
loans.5 In effect, their paper is a partial version of the earlier work done by Rosen-
berg and colleagues for the CGAP study on double bottom line institutions.6 It
includes microfinance nongovernmental organizations (NGOs) and nonbank
financial institutions (NBFIs), plus microfinance schemes run by commercial
banks or policy lending institutions and some credit unions and cooperatives. It
excludes most savings bank activity, most agricultural and development bank
lending, and credit unions that do not see themselves as microfinance institutions.

The dataset contains a mix of information about institutional type, number of
borrowers, loan size, and mix of borrowers (including management estimates of
the number of borrowers in the “poorest” category), plus a measure of financial
performance. The data are not of the quality used in the next paper by Robert
Cull, Asli Demirgüç-Kunt, and Jonathan Morduch, but they cover far more insti-
tutions.7 The main gaps are that there is no independent verification of inputs,
the criteria for declaring nonperforming loans are not standardized, and the def-
inition of sustainability makes no adjustment for differences in funding structure
or level of subsidy received.

Despite those shortfalls, a number of interesting results emerge about who
supplies microcredit. Typical microcredit penetration rates are still very low when
measured as a percentage of a whole population—on the order of 2.5 percent in
Asia and 1 percent elsewhere. Bangladesh remains the most penetrated country
(18 percent of the whole population), followed by El Salvador (7 percent),
Nicaragua (6 percent), and Bolivia (5 percent). Public sector programs and the
self-help groups that they support account for about 60 percent of microcredit
supply. NGOs, which are commonly perceived as the core of microfinance, in fact
supply only 24 percent of total microloans, and licensed private microfinance
institutions supply only 17 percent of the total. Supply of microcredit is growing
at about 12 percent annually. At that rate, supply doubles every five to six years.
Like many other industries, microcredit tends to be concentrated. The typical
share of the largest microfinance institution (MFI) in a country is one-third of the
entire market. The median share is 81 percent for the top five MFIs and 95 per-
cent for the top ten. Microcredit also is concentrated on the global level, with the
largest 10 percent of institutions supplying 75 percent of all microcredit covered
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by the dataset. Given that the dataset misses a lot of very small institutions with
tiny loan volumes, the concentration would be even more acute if all microcredit
institutions could be captured.

Gonzalez and Rosenberg also examine sustainability. Defined as whether insti-
tutions cover their operating costs with operating revenue, operational sustain-
ability appears difficult to achieve. Overall, more microloans (55 percent of the
total) are supplied by unsustainable (loss-making) institutions than by sustainable
ones, but there are significant differences by institutional type. Roughly 60 per-
cent of microloans from NGOs and licensed private microfinance institutions are
made by sustainable institutions. In contrast, public sector microcredit is rarely
sustainable; more than 80 percent of public sector microloans are supplied by
loss-making institutions—and that is after any subsidies. Moreover, the propor-
tion of NGO microloans coming from sustainable institutions is trending upward
quite strongly, from 53 percent in 2001 to 64 percent in 2004. Loss-making
microfinance institutions dominate small-scale supply, but sustainable institutions
are taking over among institutions that have more than about 10,000 customers.
That may reflect early loss making in the start-up phase, when microfinance insti-
tutions necessarily have small numbers of borrowers. 

The authors’ regression work suggests that good managers can sustain both
growth and profitability. Interestingly, there are few signs of economies of scale
beyond 5,000 to 10,000 borrowers, and an institution that has failed to become
sustainable by that point is unlikely to become profitable through further growth.
Moreover, there are signs that institutions that are going to become profitable are
reaching breakeven sooner and that overall, half of what are now sustainable insti-
tutions reached breakeven in three years or less.

The final issue addressed by Gonzalez and Rosenberg is whether reaching out
to the poorest people affects profitability. That is not an easy question to answer
because there are no really firm estimates of outreach. Loan size is assumed to be
a proxy (smaller average loan size implies more outreach to the poorest people),
but that needs testing. Institutions may offer management estimates of their out-
reach to the poorest people (defined as those living on less than one dollar a day
or those in the bottom half of the group of people living below a nation’s poverty
line), but only very rarely are they independently verified. What Gonzalez and
Rosenberg do find is that average loan size and self-estimates of outreach to the
poorest people are negatively correlated, with an almost one-for-one trade-off, but
that there is a lot of variation around the relationship, which overall is weak. In
addition, the relationship between average loan size and profitability is weak, con-
firming the findings of the second paper, Cull, Demirgüç-Kunt, and Morduch,
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which uses a smaller sample of better-quality data. Gonzalez and Rosenberg’s esti-
mates of the trade-off show a very slightly negative correlation between return on
assets and average loan size and very large variation around the estimate, particu-
larly at the smallest average loan sizes.

Overall, therefore, Gonzalez and Rosenberg show that small loan size is a
proxy, albeit a crude one, for outreach to the poorest people; that sustainability is
not related to either loan size or the share of poor borrowers; and that the MFI
market already is very concentrated and indeed is now concentrating around
institutions that already are profitable. If that is the case, one might ask whether
it is a good use of donor funds to let, as the authors put it, “a thousand flowers
bloom.” However, their data also show that current new entrants to the market
are getting profitable more quickly than previous entrants. Moreover, economies
of scale, in terms of customer numbers, are limited and apply only in the early
stages, when an institution begins to build its client base. 

Financial Performance and Outreach: 
A Global Analysis of Leading Microbanks

Cull, Demirgüç-Kunt, and Morduch worked on a much smaller but higher-quality
dataset for their paper, which takes as its starting point the challenge of realizing the
full promise of microfinance: to reduce poverty without ongoing subsidies. Doing
that requires translating high repayment rates into profits, a challenge for most
microbanks and one that requires looking at more than repayment performance
alone. This issue is addressed econometrically by using MicroBanking Bulletin data
on 124 institutions in forty-nine countries—unusually high-quality data from insti-
tutions that are united in claiming a strong commitment to achieving financial self-
sufficiency and willing to open their accounts to scrutiny. Cull, Demirgüç-Kunt,
and Morduch feel that those institutions represent some of the best hopes for com-
bining poverty reduction with profitmaking or, at least, for achieving a profit with-
out an ongoing subsidy. Having wide-ranging cross-country data provides substan-
tial variation in contractual types, prices, institutional sizes and locations, and target
markets; that variation in turn provides a means to describe the nature and trade-
offs implicit in different lending relationships. The dataset therefore allows the
authors to examine for the first time several important questions in a large com-
parative survey: 

—Does raising interest rates exacerbate agency problems, indicated by lower
loan repayment rates and less profitability? 

—Is there evidence of a trade-off between the depth of outreach to the poor
and the pursuit of profitability? 
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—Has “mission drift” occurred—that is, have microbanks moved away from
serving their poorer clients in pursuit of commercial viability?

The results of the study bring some good news for microfinance advocates.
While the average return on assets was negative overall, more than half of the
institutions in the survey already were profitable (even after accounting adjust-
ments were made) and others were approaching profitability or at least financial
self-sufficiency. Moreover, simple correlations on the whole set of institutions
show little evidence of agency problems or trade-offs between outreach and prof-
its. Nor is mission drift necessarily a consequence of striving to achieve prof-
itability. That is, it may be possible to stay true to an initial social mission even
while aggressively pursuing commercial goals.

Disaggregating institutions by lending type, however, uncovers trade-offs and
tensions that are not apparent when no differentiation is made. The patterns of
profitability and the nature of customers revealed by the dataset vary considerably
with the design of the institutions, particularly in regard to the contracts that
they sign with their clients. The Cull, Demirgüç-Kunt, and Morduch paper
focuses on three main types of lending:

—The best-known approach is group lending, made popular by Grameen Bank
and BancoSol. This method uses self-formed groups of customers who assume
joint liability for the repayment of loans given to group members. This sort of
joint liability contract can, in principle, mitigate moral hazard and adverse selec-
tion by harnessing internal group information and enforcement possibilities and
putting them to use for the bank. 

—Another method is village banking, which is based on larger groups than
group lending but on a similar notion of joint liability, with a view to bringing the
same potential benefits to the lender. 

—The third main method is individual-based lending, which involves a con-
ventional bilateral relationship between lender and borrower. Individual-based
lending lacks the internal information and enforcement possibilities of joint lia-
bility lending. This type of microcredit is most vulnerable to the information
problems in dealing with informally organized customers who have a limited
track record and no collateral to offer as a way of improving contract compliance.

The dataset contains institutions representative of each approach—including
twenty institutions based on village banks, fifty-six individual-based lenders, and
forty-eight group-based lenders—enough to give generally robust findings for at
least the two larger sets of institutions. Consistent with predictions from the eco-
nomics of information, direct evidence on loan repayments shows that the fraction
of a lender’s portfolio that is at risk rises with interest rates for most of the institu-
tions using the individual-based lending model. Moreover, raising interest rates
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beyond a certain point (60 percent is the estimate given) is counterproductive in
terms of profit. That is absolutely consistent with adverse selection—only the
worst borrowers who know that they carry a high risk of failure will rationally bor-
row at excessive rates. In contrast, raising interest rates in order to invest relatively
more in training the institutional workforce is associated with greater profit for
individual-based lenders because the extra employees can do more of the screening
and monitoring that group- or village-based lenders get from their customers. To
confirm that these relationships really are related to the lending method, the equa-
tions tested were structured to see whether the same effects applied to the two
forms of joint liability lending. With one exception, they did not.

The Cull, Demirgüç-Kunt, and Morduch paper then addresses the question of
why an institution would ever favor the individual-based approach over either of
the joint liability methods. It shows that individual-based lenders mitigate the
cost of individual screening by providing substantially larger loans (five times as
large, on average). That way they can exploit a U-shaped cost curve for lending
that the authors suggest bottoms out at roughly 2.5 times per capita gross domes-
tic product (GDP)—interestingly, the upper limit of what the MBB calls high-
end microfinance. Few institutions in the sample operate beyond that level. 

Loan size typically is taken as a proxy for a customer’s poverty level. The evi-
dence suggests that for customers who are less poor and who are willing and able
to invest in larger businesses, joint liability methods become cumbersome. Work-
ing with relatively few customers who take out larger loans can be a path to finan-
cial self-sufficiency for lenders, but they must develop the capacity to do individ-
ual-based lending. That path veers from the traditional focus of microfinance,
with its emphasis on making smaller loans on as wide a scale as possible. However,
Cull, Demirgüç-Kunt, and Morduch point out that the shift could still improve
overall welfare—it is not just the poorest people who demand and can take advan-
tage of better access to finance. Nevertheless, the authors note that larger institu-
tions, particularly the older and more established ones, have on average lower
measures of outreach and that there appears to be a trade-off between breadth of
outreach (number of customers served) and depth of outreach (size of loan). 

While that finding is not, strictly speaking, evidence of mission drift (that is,
by pursuing improved financial performance, institutions reduce their focus on
the poor), the results for larger and older institutions are consistent with the idea
that as institutions mature and grow, they might focus increasingly on clients
who can absorb larger loans. That said, the paper’s results also suggest that finan-
cially self-sustaining individual-based lenders (as opposed to all lenders) tend to
have a smaller average loan size and lend more to women, suggesting that pursuit
of profit and outreach to the poor can go hand in hand. The question of whether
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larger institutions serve an absolutely greater number of the very poor remains
open, and it can be answered only with disaggregated data.

Overall, the paper concludes that there are agency problems in microfinance
that are overcome by joint liability lending or by spending more to screen indi-
vidual customers. It also concludes that there are cost economies from increasing
loan size that end only at the upper ceiling of the microfinance target market.
Interestingly, however, cost efficiency itself is not a predictor of profitability,
because of the net profitability to individual-based lenders of spending more on
staff to improve credit screening. Moreover, just raising interest rates does not in
itself raise profitability because it is accompanied by more bad debts and because
beyond a certain threshold (estimated here at 60 percent), it actually becomes
counterproductive. Finally, while older, larger institutions have worse outreach
indicators, financial self-sustainability can go hand in hand with greater outreach,
at least for individual-based lenders.

The authors find that institutional design and orientation have a substantial
effect on patterns of profitability, loan repayment, and cost reduction. They find
in particular that lenders who do not use group-based methods experience weaker
portfolio quality and lower profit rates when they just raise interest rates sub-
stantially. For individual-based lenders, the key to achieving profitability is to
invest more heavily in staff costs, a finding consistent with the economics of infor-
mation. The authors go on to demonstrate that economies of scale are limited in
terms of loan size, undermining the view that microfinance is by definition expen-
sive because of its small loan sizes.

Savings Banks and the Double Bottom Line

My contribution to the conference tests three propositions: Do the 1.1 billion
account relationships at savings banks worldwide truly count as accessible? Do dif-
ferent types of savings bank have different levels of outreach? If a microfinance busi-
ness is accessible, has it been built at the expense of profitability?8 The paper shows
how outreach can be assessed by using the World Bank’s identified dimensions of
access and gives savings banks a relatively good score on how usable they are for even
low-value and irregular financial needs; their openness to all levels of society and
household members; their balance of formality and approachability; and the capac-
ity of many of them to meet the full spectrum of customers’ functional needs.

Although savings banks generally are accessible on all four dimensions, there are
differences among types. The paper identifies three distinct types of savings bank
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in terms of operational focus: payments and savings institutions that do not do
credit business with customers; payments, savings, and (micro) credit institutions
that do at least some small-scale crediting; other payments, savings, and credit
institutions for which the World Savings Banks Institute (WSBI) has no informa-
tion on credit mix. Savings banks are first ranked by a composite indicator of likely
outreach that balances account numbers against average balances relative to per
capita income; next they are split into the groups outlined above. They then can
be plotted in terms of their operational focus, country income band, probable out-
reach, and assessed level of access in the countries within which they operate. No
absolute case can be made that one particular operational focus is guaranteed to be
superior to another in terms of outreach. That said, there are more examples of
broad-outreach payments, savings, and credit banks doing at least some low aver-
age value lending than there are examples of broad-outreach payments and savings
only banks. Moreover, having a demonstrable capacity to do small-scale lending
reinforces outreach more than having just a generalized credit capacity. The paper
concludes that combining savings and payment services with small-scale credit
provision offers the best chance of broadening outreach.

The paper also establishes that it is difficult to increase access without having
a strong savings bank movement, although occasionally a retail-focused agricul-
tural bank may partially fill any gap left by an underdeveloped savings bank. That
is illustrated in figure 4-1. The grey area represents accounts per adult at savings
and other policy lending banks. The dark line represents all accounts at double
bottom line institutions, expressed per adult. The white spaces under the line
represent supply by microfinance NGOs and NBFIs, plus credit unions and
cooperatives and microbanks, plus specialist microcredit schemes run by com-
mercial banks. The figure suggests that much microfinance may substitute for
savings banking only in countries with repressed access (less than one accessible
account at a double bottom line institution for one in five adults).

The paper then looks at savings bank profitability (see figure 4-2a). Two strik-
ing conclusions emerge. Despite a high degree of social ownership, savings banks
are a predominantly profitable group of institutions; only six of the seventy WSBI
members reporting profit data made a loss in 2003. That suggests that for those
that do lending, where that credit goes is less significant than it historically has
been in policy lending institutions such as agricultural or development banks.
Moreover, profitability does not vary systematically with relative outreach—that
is, as savings banks broaden their outreach, there is no reason why their prof-
itability should fall. The exception might be at the very top end of the spectrum,
where the very large broad-outreach savings banks in stable, advanced economies
are able to operate at finer net profit margins. 
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Underpinning the ability to sustain profitability as outreach broadens is the abil-
ity to keep cost ratios under control (see figure 4-2b). For the savings banks with the
broadest outreach, all but three have cost-to-asset ratios below 5 percent. That said,
there are some narrow-outreach savings banks that also have cost-to-asset ratios
below 5 percent, but far more of them have ratios above 5 percent. The paper sug-
gests that underpinning generally good cost ratios is the very high productivity of
the staff of savings banks, which typically have around 1,000 accounts per employee
(see figure 4-2c). A microfinance NGO or NBFI, in contrast, typically has around
150 loans per employee. There are differences between loan and savings businesses,
but even with lending, the savings bank model seems to work best when it delivers
a high volume of simple operations efficiently. The relationship between produc-
tivity and outreach is complex. As outreach broadens, it tends to require a broader
range of products, thereby increasing complexity and limiting productivity. But to
achieve really broad outreach, savings banks must keep costs under control and
therefore productivity high. The overall conclusion of the paper is that savings
banks can broaden their outreach without compromising profitability and therefore
can justifiably be called double bottom line institutions, balancing as they do the
twin objectives of providing access and making a necessary profit.

microfinance institutions and financial access 67

Number of accessible accounts per adult

Less than one account per five adults
Intermediate phase

Full access

0.5

1.0

1.5

2.0

Source: WSBI (2006). 

Figure 4-1. Double Bottom Line Accounts, by Type of Supplier
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Figure 4-2. Distribution of Savings Bank Profitability and Cost Efficiency
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Double Bottom Line Institutions and the Supply of Access

In recent years, the conception of the range of institutions involved in providing
access to affordable financial services has been expanded beyond microfinance insti-
tutions to include other kinds of financial institution that have a similar commit-
ment to providing access. That expansion has brought in a range of policy lending
institutions, particularly agricultural and rural finance institutions, which operate at
loan sizes within the CGAP definition of microfinance, albeit toward the top end.
A few of them would classify themselves as microfinance institutions—for example,
Bank Rakyat Indonesia (BRI)—but many would not. It also has brought in credit
unions and credit cooperatives that operate at loan sizes very similar to those of
explicitly microfinance-oriented institutions but that have a clearer commitment to
mobilizing savings. And finally, it has brought in the savings bank movement, with
its billion-plus accessible savings accounts around the developing world and a hith-
erto unrecognized number of small-scale loan accounts as well.

This conceptual expansion does not follow any unidirectional, chronological
sequence. The microfinance idea has not spread out from the established microfi-
nance industry to other institutions taking up the same model; rather, recognition
has expanded that there is more than one tradition that shares a fundamental con-
cern about access to finance. Savings banks and credit unions and cooperatives
have been operating in this field for centuries, and not just in the industrialized
world; the model was taken up wholesale in many newly independent developing
countries and often was implanted even during colonial times. Agricultural banks
and rural finance institutions have an equally long history of trying to expand
finance outside the major urban centers, although there might be legitimate doubts
as to their success in regard to delivery. 

That is not to say that learning cannot take place. Some commercial banks have
opened units that focus specifically on microfinance, having seen the profit that can
be made from small-scale lending. Further, some agricultural and rural finance insti-
tutions have moved themselves almost entirely over to an explicitly microfinance
footing. Many savings banks in developing countries around the world run major
microfinance programs either as one of their standard services or as special schemes.

Double bottom line finance has operated in similar ways in advanced indus-
trial economies. The term “double bottom line” emerged from the Johnson ad-
ministration’s Great Society program in the United States in the late 1960s, which
led to the creation of a number of community development financial institutions
(CDFIs), which have made in total several billion dollars of investment in under-
banked communities. Banks followed with similar approaches, providing several
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more billions of dollars of finance. But those amounts are dwarfed by the trillion
dollars or so of commercial bank finance provided to poorer communities under
the Community Reinvestment Act—an amount that in turn is barely half the
funds managed by ethical investment vehicles in the United States, some of which
are now beginning to target the communities served by CDFIs. Even these very
large numbers are smaller than the deposits mobilized and loans advanced by sav-
ings banks across the industrialized economies of the world. These banks all share
a commitment to retail banking—that is, serving the mass household and enter-
prise markets—and maintain a deep regional presence, not just a presence in
major money centers. They are operating in a socially responsible way and often
remain or even strengthen their presence in communities and market segments
that have been abandoned by other, purely commercial, banks.

The definition of microfinance can be expanded, first, beyond microcredit
provided by the self-declared microfinance industry—the sort of institutions that
submit data to CGAP’s MIX-MBB or Microcredit Summit or both—estimated
at some 94 million loans in number, or 162 million account relationships. When
one adds similar double bottom line institutions that do not explicitly define
themselves as MFIs, the numbers of account relationships expand to some 1.5 bil-
lion. These figures broaden the quantitative measure of access to cover not just
loans but also savings, deposits, and membership contributions.

Such broader measures offer a new way to measure the potential supply of ac-
cessible finance, based on account relationships. Account relationships are calcu-
lated as the larger of loan numbers, savings/deposit account numbers, or mem-
bership numbers.9 The presumption is that deposit-taking or membership-based
institutions would lend primarily to depositors or members, so in those cases the
number of savings/deposit accounts or the number of members would be a good
representation of the potential loan market for these institutions. For MFIs that
require only compulsory savings contributions from borrowers and take no vol-
untary savings or deposits, counting savings and deposit accounts reveals nothing
new about the potential loan market. Only the number of loans is counted, and
indeed it often is the only number supplied. For some microlenders, there are no
savings accounts at all, and, again, the number of loans is the only measure of the
potential for accessible finance. 

Broadening the universe of institutions doubles the measure of the supply of
credit. But it is the combination of broadening institutional coverage and expand-
ing the definition of the potential loan market to include account relationships
that dramatically expands the measure of potential supply (see table 4-1).
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All the quantitative analysis leaves two major questions to be answered:
—Are the institutions with a mandate to provide access really accessible?
—With so many potentially accessible accounts across the developing world—

enough for nearly every second adult to have one—is there really a problem with
access to finance? 

The answers to those questions—a qualified yes to the first question and an
emphatic yes to the second—are explored next. 

Are Double Bottom Line Institutions Accessible?

The World Bank and others have developed a coherent framework for measur-
ing access.10 Kumar and Ellis lay out four dimensions of access from the de-
mand side: 

—Does access exist? Is it used? Is it usable? 
—Is access available at the individual level or household level? 
—Are the institutions that offer access predominantly formal or informal?
—What functional products and services must customers be able to use to

qualify as having access? 
Interestingly, geographical accessibility is not featured as a prime dimension of

access in this framework, only as an explanatory variable. Affordability, another
traditional aspect of access, also is not an independent measure but a factor re-
garding usability. 

These demand-driven dimensions of access can be reframed in terms of the
supply of access; by reframing, one can avoid holding a debate over access entirely
in terms of what the customer wants. Instead, these measures can help to bridge
the gap between consumer demand and the needs and conceptual frameworks of
financial services firms. The supply side counterparts to the four demand-driven
dimensions described above might include:
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Table 4-1. Supply of Accessible Finance

Other institutions Total platform
Self-declared with a mandate for the supply  
microfinance to provide access of potentially

Item institutions to finance accessible finance

Loans only 94 million 143 million 237 million
Total account relationships 162 million 1,336 million 1,498 million

Source: WSBI (2006).
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—Usability. Are users able to open accounts with small balances and maintain
low-value and generally irregular flows without paying charges that make the
account a value-destroyer?

—Openness. Do account opening and operating procedures discriminate
against family members other than heads of household? Is the customer interface
approachable by both?

—Formality/informality. Where on the spectrum, from fully regulated deposit
money banks to unregulated informal institutions, does a supplier lie? Is regula-
tion sufficient to protect customers’ money without compromising usability and
openness?

—Functional capacity. Does the supplier have the capacity to meet some or all
of the four core product needs (payments, savings, credit, and insurance)?

The five main double bottom line institutional groups covered in this chapter
can, building out from the self-declared microfinance community, be character-
ized as shown in table 4-2.

Overall, the double bottom line institutions discussed here can be described as
reasonably but not always fully accessible. Organizational form and entrepre-
neurial constraints seem to hold back the more grassroots organizations, such as
NGOs, credit unions and cooperatives, and community microbanks. There are,
of course, exceptions, but the data suggest that the problem must be widespread.
As formality increases, so does product range. Formality, however, often is accom-
panied by less openness to the poor, whether because of government regulation or
business strategy. Moreover, many policy lending institutions have serious legal
and governance constraints and suffer from political interference, which leads
them to lend to the wealthy or well-connected even when they offer subsidized
credit, which is supposed to target the poor and financially excluded.

The issue remains of why access cannot be left to mainstream depositary banks.
Here a recent World Bank study presented at the conference gives some clear
pointers.11 At first glance the results are surprising—deposit money banks (that is,
mostly commercial banks) service large numbers of loans and deposits. Even in the
poorest countries, they still probably represent the biggest suppliers of financial ser-
vices, in terms of numbers as well as value. They typically run twice as many de-
posit accounts as savings banks do and 1.5 times as many loan accounts as micro-
finance NGOs and NBFIs. But in terms of accessibility, they are out of the range
of even the high-end microfinance target market, with average loan sizes and sav-
ings balances equivalent to more than 1,000 percent and 500 percent respectively
of per capita GDP in the poorest countries. In middle-income and particularly
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Table 4-2. Characteristics of the Five Main Double Bottom Line 
Institutional Groups

Type Description Size

Microfinance
NGOs and
unregulated non-
bank institutions

Commercial bank 
microcredit and 
regulated non-
bank institutions

Credit unions
and cooperatives
and community
microbanks

Savings banks

Policy lending
institutions and
government-
backed self-help
groups

These institutions operate mainly in poorer
countries, providing low average value cred-
its but overall accessibility. They are held
back by limited savings services and almost a
nonexistent payment capacity. That often is
a reflection of their less formal structure and
seems to be a significant constraint on
building scale.

A more formal operating framework gives
these institutions more scope to offer credit
plus savings and payment services. They
operate, however, upward from the top end
of the broad target market for microfinance,
suggesting some trade-off between usability/
openness and increased formality.

These organizations have stronger self-
regulation and a fuller product range than
most microfinance NGOs. They appear to
be able to scale their business to country
income levels, but they are not significant
players in the poorest countries.

These banks are capable of scaling core savings
and payments business to country income
level and are not insignificant providers of
small-scale credits. Although balancing of
functional capacity, openness, and formality
can be achieved under special regulatory
regimes that usually apply to savings banks,
it is not always done.

These institutions manage significant volumes
of lending and savings business and have the
capacity to process payments as well.
However, apart from a few notable excep-
tions, this group is known for its vulnerabil-
ity to political influence, which perversely
reduces the openness and usability even of
subsidized credit.

43 million accounts
50 million total

account
relationships

25–30 million loan
accounts

50–55 million total
account
relationships

30–40 million
small-scale loan
accounts

1.15 billion total
account
relationshps

Around 125 million
loan accounts

245 million total
account
relationships

Source: WSBI (2006). 
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upper-income countries, the gap in average loan and deposit sizes narrows
markedly and deposit money banks clearly become a much greater part of the fab-
ric of access.

Improving access in the poorer and poorest developing and transition
economies is therefore, at least in part, an issue of creating the right conditions for
a full range of double bottom line institutions to function effectively, not just an
issue of proliferating institutions and providing finance.

Do Double Bottom Line Institutions Deliver Access?

Another question arises: if there are approximately 1.5 billion predominantly
accessible account relationships spread across double bottom line institutions in
developing countries and even more commercial bank accounts, why is there a
problem with access? At first glance, enough account relationships exist to allow
one for almost every second adult and at least every household in developing
countries, but field experience indicates that access remains a very real problem
across much of the developing world. The answer has two parts: First, figure 4-3
shows the marked disconnect between who does accessible lending and who pro-
vides the bulk of accessible savings mobilization. Barriers are beginning to break
down, but the heterogeneity of double bottom line institutions may impede the
crossover of business models and make collaborating on business opportunities
rather difficult. Second, the country coverage of double bottom line account rela-
tionships is skewed toward a few large countries (China, India, Indonesia, Russia,
and so forth) and a penetration level of less than one account relationship for
every two households is indicated for some 60 percent of the developing and
transition economies in figure 4-4.

What then can be said about how access might be built in developing countries?
One way of exploring this question would be to examine the progression of access
in countries at different levels of income. Table 4-3 shows, for each institutional
type, the median number of loans supplied and the median number of deposit
accounts serviced per thousand households, for each country income quintile from
the poorest fifth of developing countries to the richest fifth. The first striking fea-
ture of table 4-3 is that it confirms the point made above—that even in the poorest
fifth of countries, commercial banks on average serve significant numbers of loan
and deposit accounts (and have even higher lending and savings balances). But that
cannot be taken as constituting access because overall account provision is still low
(with just twenty-eight loan accounts and 254 deposit accounts per thousand
households) and because the average value outstanding per account is high relative
to per capita GDP. Who fills the gap left by commercial bank loan and deposit
activity, which is so far out of reach of the mass market? First come savings banks,
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which provide significant volumes of deposit accounts at average balances and are
much more within the reach of the mass middle market. Unfortunately, within the
typical poorest country, savings banks provide only one account for every tenth
household. Moreover, all of the other double bottom line institutions taken together
do not quite match the deposit penetration of savings banks on their own. When
all double bottom line institutions are taken as a group, there is barely one deposit
account for every fifth household in the poorest fifth of countries. Taking into
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Figure 4-3. Mix of Loans and Deposits at Double Bottom Line Institutions
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account the households that are rich enough to have multiple commercial bank
accounts, the resulting estimate would suggest that up to two-thirds of households
in the poorest fifth of developing countries use informal, often high-cost finance.

The picture is even starker when it comes to the supply of credit. The half of
total loan accounts provided by commercial banks are at such a high multiple of
per capita GDP that they must pertain mostly to large-scale enterprises and high
net worth individuals. That leaves slightly less than thirty loans per thousand
households from double bottom line institutions at average sizes that are any-
where near affordable for the mass market.

Interestingly, deposit provision rises quite fast as countries progress up the
income scale. Typical savings bank provision of both deposit and loan accounts
jumps sixfold as one moves up from the poorest fifth of countries to the next fifth,
which are still poor. Provision by policy lending institutions and credit unions and
cooperatives also jumps sharply, but total provision by microfinance NGOs, NBFIs,
and private commercial bank microfinance schemes falls slightly. Overall the net
effect is still strongly positive, with deposit account supply by double bottom line
institutions almost up to one account for every 1.5 households in poor (but not the
poorest) countries. Even loan account provision from these institutions rises to
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Table 4-3. Loan and Savings Penetration, by Institutional Type 
and Country Income Band

Average Average
Loan loan size Deposit deposit

accounts (percent accounts (percent of 
Institution and country per 1,000 of per capita per 1,000 per capita
income quintile households GDP) households GDP)

Commercial banks
5 richest 1,257 235 5,183 44
4 829 275 2,788 56
3 276 502 1,948 55
2 187 719 687 256
1 poorest 28 1,074 254 510

Savings banks
5 richest 169 23 1541 31
4 244 17 1,637 5
3 80 31 462 9
2 10 55 580 30
1 poorest 1 274 94 33

Policy lending institutions
5 richest
4 6 239 521
3 42 245 198
2 22 112 85
1 poorest 5 279 20

Credit unions/cooperatives and community microbanks
5 richest 66 50 205 20
4 105 28 272 14
3 22 44 51 17
2 11 26 31 13
1 poorest 3 46 10 13

Microfinance NGOs
5 richest
4 3 12 1 0
3 24 17 3 2
2 10 9 6 2
1 poorest 13 20 12 6

(continued)
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nearly sixty loans per thousand households, still very low but improving. In sum, at
least half of all households have some sort of account at a double bottom line insti-
tution. Thus, the typical country in the poor (but not poorest) income band already
has a platform for providing access to the majority of households, as measured by
account relationships.

By the time the middle fifth of countries is reached, there is a dramatic change
in commercial bank provision, with twice as many deposit accounts as there are
households. The number of deposit accounts at double bottom line institutions
barely changes (750 per thousand households), but lending surges to 175 loans
per thousand households. By this stage, therefore, commercial banks must be
penetrating down into the mass middle market. But double bottom line institu-
tions also are holding their own in the same market and are capable of reaching
further through it because they can still operate at significantly lower average
deposit balances and loan sizes. The data would suggest that what the World
Bank defines as the “access strand” (see Kumar and Ellis 2005) is fully covered by
banks and near banks in middle-income countries. Moreover, the role of micro-
finance institutions is to provide financial services to the 10 or 20 percent of
adults who are left after commercial and savings banks have provided mass access.
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Table 4-3. Loan and Savings Penetration, by Institutional Type 
and Country Income Band (continued)

Average Average
Loan loan size Deposit deposit

accounts (percent accounts (percent of 
Institution and country per 1,000 of per capita per 1,000 per capita
income quintile households GDP) households GDP)

Microfinance NBFIs
5 richest
4 4 8 0 5
3 3 46 17 16
2 3 58 2 6
1 poorest 6 78 12 21

Private commercial bank microfinance
5 richest
4 1 19 42 3
3 3 201 4 47
2 2 96 6 38
1 poorest 1 118 3 45

Source: WSBI (2006).
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Above the middle-income bands, accounts proliferate at both commercial and
double bottom line institutions (apart from specialist microfinance institutions) and
average balances fall. At that level, there remains a small but persistent core of
excluded adults, and issues of sex, race, and literacy (both basic and financial) require
focused interventions to help them bridge the seemingly impenetrable barriers
thrown up by product design, operating procedures, and required documentation.12

Summarizing Double Bottom Line Institutions’ Supply of Access

The analysis presented here leads to three main conclusions. First, accessible finance
is much more than microfinance. Bringing in parallel traditions of providing
access—some of them centuries old—increases the potential platform for access
enormously. Moving from microfinance to accessible finance doubles the measur-
able supply of small-scale loans and increases by a factor of fifteen the overall plat-
form for access by bringing in more than a billion small-scale savings accounts, plus
much more access to payment services. Second, expanding the range of institutions
to include all those with a mandate to provide access moves the balance of provision
toward more formal institutions. As more formal institutions are included, one can
consider new possibilities in the range of services supplied, particularly in regard to
voluntary savings and payment services. But relying on formal institutions can work
against actual accessibility. Third, poor supply of access now seems to be more of a
problem in the poorest fifth of developing countries. Moving from the bottom to
the next-to-the-bottom income quintile suggests that access is increasing through
double bottom line institutions and that the majority of households now have an
account. For middle-quintile countries, commercial banks penetrate the mass mar-
ket and the special role of double bottom line institutions is to ensure that the less
advantaged do not miss out on the general expansion of access. 

Cross-Cutting Issues 

As Marguerite Robinson pointed out during the conference, the three papers dis-
cussed here are rich in thought—and in data, analysis, and findings.13 And they
are much needed at this particular time in the development of the accessible
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12. For an overview of the difference between lack of access and exclusion, see my work with Alan Roe
(WSBI 2004) and Kempson, Atkinson, and Pilley (2004). These measures of penetration are all per thou-
sand households, rather than population. I am grateful to Marguerite Robinson for making such a strong
case for using households as a single financial unit for measuring penetration and to John Bongaarts of the
Population Council for his fascinating paper on household size and composition in the developing world
(Bongaarts 2001). 

13. This section reproduces edited comments presented at the conference by Marguerite Robinson. I
am grateful to Robinson for permission to reproduce them in this chapter.
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finance industry. None of the papers could have been written ten years ago—or
even five years ago—at anything like the level of quality that their authors have
now achieved. And so it seems appropriate to recognize the underlying databases
for the papers and all those who have contributed to building them. The data-
bases—by the Consultative Group to Assist the Poor, the MicroBanking Bulletin,
Microfinance Information eXchange, World Savings Banks Institute, the Micro-
credit Summit, and others—are among the industry’s most crucial resources. 

Each of the papers discussed has a global perspective and provides findings of
multiple kinds. The focus here is on some of the junctures at which the major
findings of the papers converge—and on what that convergence says about the
provision of accessible financial services today and as it may develop in the com-
ing decades. Each paper brings to the table different expertise, interests, and per-
spectives. Each has as a result a different set of questions, data, and conclusions.
And yet some of the most important findings are common to all the papers. In
their varied ways, the papers show how profitability and outreach can go together.
As the Cull, Demirgüç-Kunt, and Morduch paper puts it, “pursuing higher prof-
its and focusing on poorer customers can go hand in hand.” 

Providing Access Can Be Profitable

Most of the institutions in the microfinance databases used for the three papers,
excluding most government-directed lending schemes, are profitable. Moreover,
many currently unprofitable MFIs are coming close to reaching profitability. Of
the savings banks reported on, more than 90 percent are profitable. Of particular
interest is the finding from the Gonzalez and Rosenberg paper that profitable
MFIs grow faster than nonprofitable ones. That is not an especially surprising
finding, but it is very useful to have it documented on this scale—with data from
2,600 MFIs from around the world. 

What then do the papers say about how institutions committed to providing
mass access become profitable? Competent management is critical for any finan-
cial institution that hopes to reach profitability and to grow. That finding is
entirely consistent with field experience with MFIs in many parts of the world,
and it is borne out by both the Gonzalez and Rosenberg and the Cull, Demirgüç-
Kunt, and Morduch papers:

—Gonzalez and Rosenberg show that with the exception of government-
directed lending schemes, the majority of institutions serve their customers prof-
itably. Moreover, apart from the very smallest NGOs, profitable MFIs grow faster
than unprofitable ones, and they are steadily taking over the market. Their data
suggest that the trend should be sustainable, because today MFIs reach prof-
itability more quickly (half of them have done so in three years or less). 
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—The Cull, Demirgüç-Kunt, and Morduch paper makes the important,
although not so widely understood, point that higher labor costs associated with
learning the market and training staff actually pay off and improve profitability.
Investing in learning and training is exactly what Bank Rakyat Indonesia’s micro-
banking system did twenty years ago in Indonesia and what it still does today.
Moreover, BRI’s microbanking was profitable in 1986 and has been profitable every
year since, even throughout the East Asian crisis of the late 1990s, when Indonesia’s
banking system collapsed. BRI’s focus on market knowledge and staff training has,
of course, been a necessary but not sufficient condition for its performance over the
years. Management has been a key factor, and other factors also have played a role. 

It is, however, interesting that the Gonzalez and Rosenberg paper on MFIs and
my paper on savings banks report opposite findings from their respective data-
bases on how different institutions reach profitability. Profitability is reported to
be driven mainly by interest rates and spreads in MFIs and by low costs and high
productivity in savings banks. As competition in the microfinance sector in-
creases, MFI interest rates and spreads will be driven down, and the MFIs that
succeed will be those that learn to decrease costs and increase productivity. More-
over, as savings banks increase their microcredit activities, they may see higher
costs and lower productivity, at least for some time. All institutions that focus on
providing access will need to plan and manage their profitability and growth as
the industry moves forward. 

Outreach to Poor Clients and Profitability Can Go Together

All three papers agree that there need not be a trade-off between profitability and
outreach; with a little variation in caveats, the authors all conclude that outreach
to poor clients and commercial profitability can go together. And there is consid-
erable evidence to that effect:

—Gonzalez and Rosenberg show there is absolutely no significant statistical
relationship between the proportion of all borrowers who are classified as very
poor and operational self-sufficiency for the more than 2,000 MFIs in the Micro-
credit Summit database. Admittedly, the data have their weaknesses in that the
proportion classified as very poor is a self-estimate by MFI managers and the def-
inition of self-sufficiency is not as full as it could be.

—The Cull, Demirgüç-Kunt, and Morduch paper shows, if anything, some
evidence of reverse mission drift for MFIs following the individual lending model
once all other factors are adjusted for. In other words, pursuing higher profits and
focusing on poor clients can go hand in hand. 

—I find that, apart from the largest savings banks in advanced economies,
broad-outreach savings banks operate at exactly the same rates of return on assets
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(up to 2.5 percent) as narrow-outreach savings banks. Moreover, I find that ex-
plicitly providing a microfinance facility is a major determinant of whether a sav-
ings bank achieves broad outreach, suggesting that savings banks can push into
the less well-off segments of society without compromising their profitability.

Scale and Market Share

Accessible finance is provided by thousands of institutions worldwide, but the
bulk of customers are served by the market leaders. Gonzalez and Rosenberg find
that worldwide, just 9 percent of MFIs attract 75 percent of all microcredit bor-
rowers. Looking at median shares across individual country microcredit markets,
they find that the single largest MFI typically accounts for one-third of an entire
country market, the top five MFIs typically account for just over 80 percent of a
market, and the top ten MFIs account for 95 percent. 

If the platform for this analysis is expanded to include savings banks and pol-
icy lending institutions, as in my paper, and to include savers as well as borrow-
ers, then the concentration would be even starker. Just 182 institutions in the
combined savings bank and policy lending group together have some 1.4 billion
account relationships, while there are 94 million total microcredit borrowers in
the Gonzalez and Rosenberg database. 

The data do need to be interpreted with care, however. There are a great many
countries with five or fewer double bottom line institutions; in such countries, con-
centration may be a sign of immaturity, not maturity. But figures 4-5a and 4-5b
show still high median five-firm concentration ratios in countries with more than
fifty institutions. That suggests a mature industry. Figure 4-5c reinforces the di-
chotomy. Household penetration can be as high or as low in a country that has be-
tween one and five double bottom line institutions as it is in a country that has
between five and ten institutions—or indeed between ten and one hundred. If any-
thing, having a large number of institutions often seems to increase penetration only
to every second household and rarely any further.

On balance, the evidence suggests that commercial microfinance is becoming
an industry, much like other industries. In this context, Marguerite Robinson
points out that a recent development in microfinance is instructive. In April
2006, the Harvard Business School held its first-ever executive education course
for microfinance industry leaders from around the world. Conducted with
ACCION International, the course, entitled “Strategic Leadership for Micro-
finance,” exposed CEOs and other MFI managers to a variety of experiences of
corporate leaders in different industries. Course participants seemed to find the
faculty discussions on strategic leadership in other industries—which covered
organizational structure, strategic planning, market positioning, decisionmaking
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processes, hiring practices, and the like—to be quite directly relevant to their
MFIs. In many cases, the MFIs are now expanding, very rapidly in some institu-
tions. Some institutions have changed their legal status, and some are currently in
the process of doing so. Many face changes in ownership, governance, or manage-
ment or any combination of the three. And all appeared well aware of the transi-
tions, additions, and metamorphoses taking place in the emerging microfinance
industry—including new kinds of competition, mergers and acquisitions, strate-
gic alliances, technology-driven competitive advantages, and so on. 

Accessible Finance: What Do We Know Now?

Together, the three papers presented at the conference session suggest the extent
to which accessible finance already is well established within the financial sector
or is rapidly moving into it. With the exception of most government microfi-
nance lenders, most of the MFIs discussed already are profitable and providing
substantial access to poor clients. Other MFIs are getting close. Industry leaders
are dominating their country’s markets, and microfinance is developing in ways
that are similar to those in other industries. And it is the clients of MFIs, most of
all their poor clients, who are benefiting. Savings banks, with their 1.1 billion sav-
ings accounts—little recognized in microfinance literature until recently—have a
long history of combining profitability with wide access, and many provide other
products and services, including small-scale loans, in addition to the savings
accounts for which they are better known.

Now that it is becoming known that specifically “micro” finance can be prof-
itable and that there is a very large unmet demand for it, many new kinds of orga-
nizations are entering the commercial microfinance market, playing a variety of
roles. They include some existing institutions, such as savings and agricultural
banks, that have a mandate to provide accessible financial services and that are
broadening their outreach, but they also include players that traditionally have
not been interested in the bottom of the pyramid (BoP) market, such as multi-
national banks, domestic banks, large retailers with wide branch networks, and
service companies. Sometimes such institutions expand access to the poor directly
or set up their own specialist financial institutions; sometimes they form alliances
with MFIs or commercial banks already operating in the low-income market. 

In the twenty-first century, for the first time in history, the financial sector will
become largely inclusive. Its transformation is now in progress. And given that
accessible finance can be profitable, that such a range of businesses—for example,
the world’s largest cement producer, India’s largest private bank, and Mexico’s
largest retailer—are becoming interested in BoP markets, and that large unmet
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demand for financial services exists, the trend is probably irreversible. But the
industry leaders of today will not necessarily be those of tomorrow. 

In their own ways, all these papers and others signal that in its coming of age,
accessible yet commercial finance may be reaching the end of what might be
called the “Versus Decades”—the years of endless debates on MFI profitability
versus service to the poor, subsidies versus sustainability, for-profits versus not-for-
profits, group versus individual lending, savings versus credit, and the like. By
documenting and analyzing a crucial transitional stage in the development of the
commercial microfinance industry, these papers help to shift the industry’s mind-
set from the past to the present and on to the future.

Conclusion: Structure, Performance, and Breakthrough

What is needed now, for policymakers and practitioners alike, is a more useful way
to evaluate suppliers of accessible finance than just by using institutional form. If the
data could capture a recurring theme of the conference—namely that microfinance
is a functional capacity, not an institutional form—then it would be easier to under-
stand how a breakthrough in the provision of accessible finance has occurred in
some countries and what has stopped it from happening in others. For example, is
any failure in supplying access the result of a shortfall in provision by commercial
banks or double bottom line institutions? Is it because the mobilizers of microsav-
ings have not lived up to the potential clearly demonstrated in breakthrough coun-
tries? Is it because savings mobilization and credit creation are too disconnected? Or
is it because the credit side of the business is too fragmented, with lots of small-scale,
high-cost NGOs where, despite all good intentions, the market that has been cre-
ated works no better in economic terms to deliver affordable finance than does the
imperfect competition typical of informal money lending?14

This last point is a controversial one in an industry in which all the players are
essentially on the “good” side. But it has to be faced. In some countries the devel-
opment of the machinery of microfinance—either through new institutions or
the reinvigoration of older double bottom line traditions—has brought greater
access, deeper financial systems, and demonstrable reductions in poverty. By con-
trast, in many other countries the proliferation of microfinance institutions may
have led to worthwhile microlevel poverty alleviation—the evidence is mixed15—
but it has not delivered widespread access, nor has it delivered deeper financial
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systems. Those countries have missed out on the extra growth and generalized
reduction in poverty that comes from financial deepening.

One point that will have to be addressed in future work on the supply of acces-
sible finance is the one made by Marguerite Robinson regarding the evolving
financial pressures on institutions achieving breakthrough. For credit-based insti-
tutions, reaching scale means making a profit without relying so much on very
high spread and fee yields—that is, somehow achieving economies of scale on
costs. For savings-based institutions, however, the pressures may work in the
opposite direction, with profitability best maintained by spending a bit more to
develop a good-quality, small-scale lending service and opening it to the classic
microfinance target market. Table 4-4 shows the current gap in the way that the
two different ends of the double bottom line spectrum make their profit. Savings
banks operate at cost/income ratios that are much closer to those of commercial
banks than even the more financially sustainable MFIs, let alone all MFIs.

The dichotomy on costs, in particular, is an important issue for the supply of
access. Finance is, despite its special place in the economy, an industry like any other;
it has a cost of production, an equilibrium price (maybe free, maybe distorted), and
a return on capital. If some supply side factor means that the provision of banking
services to everyone is necessarily expensive, there are two ways that access will be
denied to the poor. If the higher cost is passed on in prices, the service will be priced
out of the reach of the poor. All finance is the dematerialization of spending power
and its transmission between places or over time or both. If the cost of that demate-
rialization is more than the insecurity cost of cash or the inefficiency cost of barter,
the poor will not waste scarce resources paying for it. Alternatively, if higher costs are
not passed on, the return on capital will be depressed and eventually supply will be
repressed, because the activity will not be profitable and cannot attract capital.

But the data behind table 4-4 do not yet allow any answers regarding what
makes the difference between continued lack of access and the process of institu-
tional breakthrough that ultimately moves a country toward full access. To go back
to a point made earlier, if this analysis is to be of any use to policymakers and prac-
titioners alike, a more useful assessment is needed of suppliers—by their accessi-
bility, not just their institutional form. That means merging the currently disparate
databases, getting more comparable financial performance indicators, and then
grading institutions by how accessible they are and how much financing they offer.
Only when that is done can useful questions be answered with any confidence
about the substitutability or complementarity of different institutional forms along
the path to full access. Moreover, only then can international organizations really
assist local policymakers in identifying gaps in the infrastructure of access that
need to be filled before there is any chance of moving closer toward full access.
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Finally, there is a real need for case studies of cases of successful breakthroughs—
and failures—by individual organizations drawn from across the double bottom
line spectrum.
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89

Commercial Banks 
and Financial Access 

5

In recent years, there has been a paradigm shift in the concept and practice
of providing financial services to traditionally underserved segments of the

population such as low-income individuals, microenterprises, and small enter-
prises. Once the exclusive domain of development banks, special programs, and
nonprofit organizations, accessible finance increasingly is becoming the domain
of private commercial banks and for-profit financial institutions. First, several
nonprofit microfinance institutions (MFIs) have converted to banks and non-
bank finance companies; more than thirty-nine such MFIs had converted to
banks by 2003. Second, many commercial banks have started providing services
that take the character of microfinance. By mid-2006, for example, ICICI Bank
in India had a microfinance portfolio of US$321 million.1 Third, apart from
direct engagement in microlending, some banks are lending to or taking equity
stakes in microfinance institutions. In 2005 nine international banks reported
providing wholesale loans to microfinance institutions and three reported having

ajai nair 
j. d. von pischke 
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equity stakes in MFIs.2 Private investment funds increasingly are investing in
microfinance; the global portfolio of such funds was reported to be nearly
US$1 billion in 2005.3

The Old Paradigm 

Traditionally, until around a decade ago, private commercial institutions believed
that providing credit to low-income individuals and to micro- and small enter-
prises, particularly those located in rural areas, was too costly and too risky. Fur-
thermore, it was believed that those groups could not afford credit at market
interest rates and that therefore they had to be directly subsidized by the state. If
commercial institutions were to serve them, they would have to do so through
special state programs and policies. Essentially, the argument was that there was
market failure in those financial markets and that direct state intervention was
required to address that failure.4

In response, governments created a range of specialized banking institutions—
agricultural development banks, rural banks, and industrial development
banks—generally referred to as development finance institutions. Second-tier
institutions and lines of credit to provide wholesale financing to finance retail in-
stitutions were established and targeted policies were devised to support that ob-
jective. Policies included requiring commercial banks to open rural branches and
establishing sector-specific credit quotas and caps on interest rates for small loans
or underserved borrowers such as small farmers. Donors and international finan-
cial institutions financed the creation of such institutions and special programs.
The World Bank alone provided US$16.5 billion for agricultural credit between
1948 and 1992 through stand-alone projects or components of other projects.5

During 1980–93, the World Bank lent US$11.5 billion to ninety-one develop-
ment finance institutions.6

However, for the most part those initiatives failed to have the expected impact.
Access to financial services among the targeted groups did not significantly im-
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2. Crijns and others (2006). 
3. Matthäus-Maier and von Pischke (2006); Abrams and Stauffenberg (2007).
4. The market failure argument also applied to other financial markets, such as housing finance, long-term

finance, and export financing. Development banks to address such market failures were established in many
countries across the world. Addressing market failures, however, was only one among the justifications for cre-
ating development banks and public commercial banks. Others included countering the economic and polit-
ical power of large private banks, government ownership of strategic sectors of the economy as part of a planned
model of economic development, and government takeover of weak banks (Caprio and others 2004).

5. World Bank (1993). The report was prepared by the World Bank’s independent evaluation department.
6. Murgatroyd (2004).
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prove. Interest rate subsidies that effectively converted credit into capital transfers
distorted credit allocation.7 Lending by government banks was found to be asso-
ciated with higher borrowing by politically connected firms that subsequently
had higher default rates.8 And in terms of final impact, a recent multicountry
study found government ownership of banks to be associated with slower subse-
quent financial development and economic growth.9

The most striking result of the government initiatives, however, was a high
level of failure of the development finance institutions themselves, along with
their special programs. A review of five Kenyan institutions found 93 percent of
their portfolio to be in nonperforming loans. Another review of three such insti-
tutions each in Pakistan and Bangladesh found that all six had negative net worth.
A 1994 World Bank review of ninety-one development finance institutions con-
cluded that only 13 percent could be considered successful; 30 percent were con-
sidered failures, and the status of those remaining was inconclusive.10 Many failed
institutions were closed, although some have been successfully restructured
through the use of devices such as private management contracts.11

The immediate causes of institutional failure were extremely high levels of
loan losses, which often wiped out the net worth of the institutions, and excessive
costs. The fundamental causes were political and agency problems. Political prob-
lems included pressures to lend to favored individuals and firms and to hire more
employees than required, difficulties in collecting loans and enforcing collateral
agreements, and failure to curb corruption. Agency problems included pursuing
multiple objectives, which made it difficult to set up appropriate incentives for
management and staff, and the conflict between government ownership of an
institution and the government’s regulatory and supervisory role.12 In essence,
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7. Adams, Graham, and von Pischke (1984); Yaron, Benjamin, and Piprek (1997).
8. Khwaja and Mian (2005) found that government banks in Pakistan gave preferential treatment to

politically connected firms, which borrowed 45 percent more and had 50 percent higher default rates than
firms that had no such connections. The economywide costs of the rents identified were estimated to be
0.3 to 1.9 percent of GDP every year. 

9. Using bank-ownership data from ninety-two countries across the world, La Porta, López-de-Silanes,
and Shleifer (2002) found that “higher government ownership of banks is associated with slower subse-
quent development of the financial system, lower economic growth, and, in particular, lower growth of pro-
ductivity.” A study that notes a positive final impact of mandated programs is Burgess and Pande (2005),
which found that the Indian rural bank branch expansion program between 1977 and 1990 significantly
lowered rural poverty.

10. Murgatroyd (2004).
11. Pearce, Goodland, and Mulder (2004) reports the cases of the Agricultural Bank of Mongolia and

the National Microfinance Bank of Tanzania, which have been restructured using management contracts
financed by donor financing from USAID and the World Bank respectively.

12. Caprio and others (2004).
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the failures were the result of the intrinsic inability of government institutions and
programs to adopt the commercial approach critical to long-term sustainability of
financial institutions and programs.

The performance of government-owned commercial banks, while generally
better than that of development finance institutions and programs, still lagged
behind that of their private counterparts. In China, the share of nonperforming
loans in state-owned commercial banks was estimated to be 24 percent before the
Asian crisis and 29 percent afterward.13 In India in 2000, 14 percent of public
commercial bank loans were nonperforming loans, a rate that was about 25 per-
cent higher than that of private banks that had a similar clientele. Those banks also
lent 40 percent of their deposits to government and public sector enterprises.14

The New Paradigm 

Today a new paradigm is emerging that maintains that banks do have a legitimate
and even commercially profitable role to play in providing financial services to low-
income individuals and micro- and small enterprises. This paradigm is based on a
sound and competitive financial system that expands financial access though com-
mercial and privately owned banks and nonbank financial institutions, supported
by an incentive-compatible framework of regulations. It reflects a departure from
the use of dedicated-purpose public institutions or directed credit for underserved
segments. It advocates efficient management of public finances, financial liberaliza-
tion, and public sector reform. It argues for creation of an appropriate legal and reg-
ulatory infrastructure to enable the functioning of a wide range of financial institu-
tions and their effective supervision when required. It supports narrowly targeted
use of public funds for creating institutions such as well-functioning asset registries
and credit bureaus, for financing innovations, and for providing limited start-up
subsidies to establish sustainable financial institutions.15 The increased acceptance
of the new paradigm has led to several results. Several old programs and policies
were discontinued; many development banks were either closed or privatized; and
lending from international financial institutions for such programs and institutions
was reduced dramatically.16 In addition, donors started shifting their resources to
support the emerging microfinance sector.
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13. Bonin and Huang (2001).
14. Hanson (2004).
15. Adams, Graham, and von Pischke (1984); von Pischke (1991); Yaron, Benjamin, and Piprek

(1997); Ledgerwood (1998); and Zeller (2003).
16. Nevertheless, government-owned banks continue to hold a significant share of bank assets in many

countries. Caprio and others (2004) lists eighteen countries where the share was more than 60 percent and
twenty-three countries where it was 25 to 59 percent.
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The emergence of microfinance as a specialized form of lending to targeted
clients using unique lending techniques was pioneered around the world by a
combination of not-for-profit organizations such as BRAC and the Grameen
Bank in Bangladesh, PRODEM in Bolivia, and K-Rep in Kenya. Some state-
owned banks—Bank Rakyat Indonesia and Banco do Nordeste in Brazil, with its
CrediAmigo program—also ventured successfully into microfinance. Initially,
some of the programs depended on grants and soft loans to start and expand
their programs. Soon, many demonstrated a reduced need for subsidies and were
able to charge market or near-market interest rates and exhibited extraordinarily
low rates of loan losses. As microfinance began to be seen as a sustainable way to
address poverty, the movement accelerated. The Microcredit Summit, a global
microfinance forum, reported that at the end of 2005 more than 3,100 microfi-
nance institutions were providing services to 113 million clients.17 At the end of
2006, Grameen Bank reported nearly 7 million borrowers and an outstanding
loan portfolio of US$481 million.18

But the rapidly expanding microfinance sector also began to exhibit con-
straints that could limit further growth. Microfinance institutions that were not-
for-profit nonfinancial organizations could provide only a restricted menu of
products because of regulatory restrictions stemming from their lack of official
oversight, limited access to commercial funds such as deposits and equity, and
lack of the operational systems needed to efficiently serve large numbers of peo-
ple. Several of the most progressive microfinance institutions responded by con-
verting into regulated financial institutions. The advantages of operating as regu-
lated financial institutions included better access to depositor and commercial
funds and the ability to provide a broader range of financial products. 

By 2003, thirty-nine MFIs in fifteen countries had been transformed into
regulated financial institutions; while most became nonbank finance companies,
five were converted into banks.19 The increasing commercialization of the micro-
finance sector was also supported by the growth of rating agencies such as Micro-
Rate, M-CRIL, CRISIL, and Planet Rating, which made rating services available
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17. Daley-Haris (2006).
18. Figures from the MFI database at the MIX Market (www.mixmarket.org), an online portal serving

the microfinance sector. 
19. Fernando (2004). The MIX Market (www.mixmarket.org) currently lists more than sixty banks

that provide retail microfinance services. Apart from Grameen Bank, some major ones include Compara-
tamos in Mexico, Mibanco in Peru, and Equity Bank in Kenya. At the end of 2006, Compartamos re-
ported more than 616,000 active borrowers and a US$275 million loan portfolio; Mibanco reported more
than 223,000 borrowers and a US$320 million loan portfolio; and Equity Bank reported more than
252,000 borrowers and loans of US$164 million.
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to microfinance organizations. By 2005, private investments in microfinance,
both as debt and equity, amounted to nearly US$1 billion.20

Institutions such as ACCION promoted the commercialization of microfinance.
ACCION supported the first transformation of a nongovernmental organization
(PRODEM) into a bank (BancoSol) and also pioneered the concept of equity funds
that invest in microfinance institutions (ProFund, Gateway Fund).21 At the end of
2006, ACCION’s partners had 2.46 million active clients and a loan portfolio of
US$2 billion. Three of its partners (Banco Solidario of Ecuador, Compartamos of
Mexico, and Mibanco of Peru) each reach more than 100,000 low-income
microentrepreneurs.22

The changing conceptual paradigm regarding financial access and the evolution
of the microfinance sector set the stage for commercial banks to focus on microfi-
nance. Their sustained ability to move in this direction, discussed below, depends
on several factors, both external and internal. Public policy toward financial access,
competitive pressures, the potential for partnerships, corporate citizenship imper-
atives, and the availability and cost of technology are among the external factors
affecting banks’ decisions to undertake microfinance. Internal factors include the
willingness of banks to invest in market development, their aptitude for handling
the risks inherent in developing new business lines, and their ability to innovate. 

Details of the microfinance operations of a number of commercial banks,
based on conference presentations, are discussed below. They illustrate the role of
external and internal factors in shaping bank decisions as well as the success of
banks’ ventures into microfinance and the likelihood of sustainability. Also dis-
cussed are key public policies and programs to facilitate commercial banks’ role in
enhancing financial access and innovations adopted by commercial banks them-
selves to provide services to low-income individuals and small businesses. Finally,
lessons are drawn for major stakeholders.

Commercial Banks and Financial Access: Examples of Providers 

Several commercial banks across the world, public and private, domestic and inter-
national, have demonstrated that it is possible to provide financial services prof-

94 ajai nair and j. d. von pischke

20. Abrams and Stauffenberg (2007). In 2005, five bond issues raised more than US$100 million and
four debt issues nearly US$150 million. In 2006, commercial investors purchased US$72 million of a
US$99 million issue by Blue Orchard, a microfinance investment vehicle, with Morgan Stanley. Equity
Bank in Kenya made an initial public offering for US$28 million.

21. Rhyne (2006). 
22. Statistics for 2006 for ACCION partners are available at www.accion.org. 
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itably to low-income individuals and microenterprises.23 The menu of micro-
finance services offered by such institutions includes both retail and wholesale
products (table 5-1). Major private commercial banks offering microfinance ser-
vices include ICICI Bank in India, Banco Wiese Sudameris in Peru, Stanbic Bank
in Uganda, and Capitec Bank in South Africa. ICICI Bank has a loan portfolio of
more than US$321 million in microfinance. Khan Bank of Mongolia, a public
development bank that was privatized, reports nearly 235,000 active borrowers
and a loan portfolio of nearly US$201 million; 50 to 60 percent of that amount is
reported to be in microfinance.24

Public commercial banks with large microfinance programs include Bank
Rakyat Indonesia, Banco do Nordeste in Brazil, Banque du Caire in Egypt, and
a large number of banks in India, including the State Bank of India, which has the
largest branch network in the world. At the end of 2003, Bank Rakyat Indonesia
had nearly 29 million microfinance depositors, US$3.5 billion in deposits, and
more than 3 billion borrowers with nearly US$1.7 billion in outstanding loans.25

The entry of international banks into microfinance is more recent. A recent sur-
vey identified twelve international banks involved in microfinance, of which most
offered wholesale products, both financial and nonfinancial.26 Nine banks pro-
vided wholesale loans and three had equity stakes in MFIs; Société Générale Bank
and HSBC Bank had the largest wholesale loan portfolios. Six banks provided
technical assistance to MFIs, and four provided grants. Five banks had retail loan
products; two offered savings and remittance products. Spain’s Grupo Santander
reported the largest retail microloan portfolio, US$96.7 million, which included
loans to some 63,000 microentrepreneurs. ING reported a retail microloan port-
folio of US$3.4 million and microdeposits of more than US$2.6 million. 

The service delivery models used by the banks vary. Frequently banks have
undertaken microfinance delivery, especially for the provision of retail financial ser-
vices, by creating a separate cost and profit center within the institution or by cre-
ating a subsidiary that may take the form of a separate but regulated financial insti-
tution or a nonfinancial service company.27 Citigroup and ING offer their services
through domestic commercial banks that are subsidiaries. Citigroup offers its
remittance products in Mexico through Banamex, a domestic commercial bank
that it acquired in 2001. ING offers savings and loan products through ING
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24. MFI database at the MIX Market ( www.mixmarket.org); DFID (2005).
25. Harper and Arora (2005); Kumar (2005).
26. Crijns and others (2006). 
27. Isern and Porteus (2005).
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Vysya, the domestic bank that is its subsidiary in India. Spain’s Grupo Santander
offers products through its specialized Chilean subsidiary, Banefe. 

The presentations made by banks engaged in microfinance at the Brookings–
World Bank conference provide a closer look at the spectrum of innovations
adopted by a number of such institutions that have facilitated the provision of
microfinance services. The experiences of individual banks with low-income indi-
viduals and small businesses, as presented at the conference, are summarized in
table 5-2. A brief description of each institution and its role in the area of micro-
finance also is given. All but two of the banks are privately owned. 

ICICI Bank 

ICICI Bank, India’s second-largest bank, had total assets of about US$38.5 bil-
lion as of March 2005. It has a network of about 610 branches and more than
2,000 ATMs. ICICI Bank originally was created by ICICI, a development bank,
as a fully owned subsidiary in 1994. It was privatized through successive public
stock offerings in India and the United States, and through secondary-market
sales to institutional investors between 1998 and 2002. ICICI and ICICI Bank
were merged in 2002. 

ICICI Bank’s foray into microfinance came through the acquisition of Bank of
Madura, a small private bank that does significant rural outreach and lending to
microfinance groups. ICICI continued to lend to microfinance groups, then
shifted to lending through microfinance institutions as service agents. Figure 5-1
shows the phenomenal growth of ICICI Bank’s microfinance portfolio from 2001
to 2006. 

96 ajai nair and j. d. von pischke

Table 5-1. Microfinance Products offered by Commercial  Banks

Business Financial products Nonfinancial products

Wholesale Loans to MFIs Technical assistance
Guarantees Credit, risk management, and 
Securitization IT systems
Equity stakes Entry to banking networks and 
Bank accounts platforms

Retail Bank accounts Business services for SMEs
Individual or group loans
Savings
Insurance
Remittances

Source: Crijns and others (2006).

05-0839-1-CH 05  8/29/07  2:37 PM  Page 96



In addition to lending through microfinance institutions serving as service
agents, ICICI Bank provides long-term subordinated debt (quasi-equity) and life
and non–life insurance products (through its subsidiaries). It facilitates venture
capital investment in microfinance institutions through partnerships with local
venture capital firms. In addition to financial services, the bank offers nonfinan-
cial services in areas such as business process engineering, internal control and
audit systems, cash flow management, and automation. The bank also has set up
six microfinance resource centers in partnership with other institutions and the
Center for Microfinance, which is involved in impact assessment, product devel-
opment, and financial training. 

ABN AMRO 

ABN AMRO is a multinational bank operating with more than 3,500 branches
in seventy countries. In Brazil, Banco ABN AMRO Real, a subsidiary, is present
in every state; in 2002 it served 6 million clients through 600 branches. In part-
nership with ACCION, Banco ABN AMRO Real established Real Microcredito
in 2002. Since then, Real Microcredito has made 18,400 loans totaling more
than US$13.5 million. Forty percent of its loans are for less than US$500. As of
early 2006, it had more than 8,000 clients and outstanding loans amounting to
about US$5.4 million. 

In India, ABN AMRO has twenty-three branches and operates in sixteen
cities. It started its microfinance operations in India in 2003 by making wholesale
loans to MFIs. By April 2006, it had a loan portfolio of about US$20.5 million
that included eighteen MFIs, which in turn retailed the loans to 190,000 clients.
In addition to providing loans, ABN AMRO provides advisory services to MFIs
on information technology, credit management, and governance.28

ANZ 

ANZ, with assets of US$319 billion, is the leading bank in the Pacific. ANZ
launched its microfinance program in Fiji in 2004 in collaboration with the
United Nations Development Program (UNDP). UNDP assisted ANZ with the
feasibility study, served as liaison with the central bank and the government, and
designed a financial literacy program for people in the villages to be targeted by
ANZ; it also is involved in the program’s impact monitoring. Initial market
research revealed that more than 400,000 people in Fiji had no access to banking. 

ANZ’s microfinance program in Fiji is a mobile banking service that has a fleet
of six mobile banks that travel on a regular schedule to 250 villages. The service
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offers two savings products—a long-term savings account and a transaction
account—and a microloan product. Within a year of its launch at the end of
April 2006, the program had opened 54,000 rural accounts with total deposits of
more than US$2 million and 400 loan accounts with an outstanding portfolio of
US$200,000. Clients who have been regular savers for six months are eligible for
loans, which do not require any physical collateral; instead, support is required
from a community leader—a chief, priest, or provincial council manager. The
loan portfolio has arrears of less than 2 percent. The current cost of the program
is US$12 per client per year; ANZ expects to bring that down to US$10 and to
break even by mid-2007.29

ProCredit Bank 

ProCredit Bank, previously known as the Microfinance Bank of Kosovo, is the
largest bank in Kosovo. The bank was created in the UN-administered territory
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Figure 5-1. ICICI Bank Microfinance Business
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of Kosovo after the civil war in Yugoslavia by Frankfurt-based IPC (Internationale
Projekt Consult) with equity funding from several international financial institu-
tions. In 2000, the year it was created, the economy was devastated: unemploy-
ment and poverty rates were more than 50 percent, infrastructure was severely
damaged, and the financial sector had ceased to exist. A market survey revealed
that only 6 percent of the population had a savings or a current account and that
only 2 percent had access to credit during the three years prior to the survey.
Table 5-3 shows ProCredit’s growth in operations and profits since 2000.

By May 2006, ProCredit Bank had over 214,000 deposit accounts with sav-
ings of more than €340 million and over 43,000 outstanding loans in a loan
portfolio of €140 million. Its market share is 40 percent for deposits and 30 per-
cent for loans. ProCredit’s core business is microfinance. Approximately 88.3 per-
cent of its deposit accounts held less than €1,000, and approximately 89.5 per-
cent of its loan accounts were for less than €10,000. The bank offers current,
savings, and time deposits and micro loans, loans for small and medium-size
enterprises, housing loans, and agricultural loans. Agricultural loans are available
from €100, with a maximum tenure of thirty-six months; flexible repayments are
permitted. No collateral is required for loans up to €5,000. The bank, which has
more than 82,000 active debit cards, operates thirty-four ATMs and 256 point-
of-service (PoS) terminals. It is a member of the Maestro Card network.30

BancoEstado 

BancoEstado is a public commercial bank in Chile formed in 1953 by the merger
of four development banks. Operating 312 branches and 1,050 ATMs, it has the
largest outreach in the country. One of every two Chileans is a customer, and it
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30. Hagen and Koehn (2006).

Table 5-3. ProCredit Bank, Kosovoa

Particulars 2000 2003 2005

Deposit accounts 26,000 124,241 196,794 
Deposits 89 263 343
Loans 3.3 72 171
Money transfers 488 583 483
Profits 3.2 3.9 3.8

Source: Hagen and Koehn (2006).
a. Financial data in € millions.  
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is the only bank in nearly 41 percent of localities in Chile. BancoEstado has assets
of US$20.5 billion, 8 million savings accounts, and more than 500,000 mort-
gages and credit cards. It has 80 percent of the savings accounts in Chile, 13 per-
cent of the credit market, and 65 percent of the mortgage market. Its insurance
subsidiary serves 1.3 million customers. Nearly 70 percent of the bank’s transac-
tions have been automated. BancoEstado has consistently been profitable, with a
return on equity that has exceeded the average for the banking system in Chile
over the past twenty years. 

BancoEstado started its microfinance subsidiary in 1996. Special branches
serve its micro- and small clients, and mobile vans are used in remote places. By
2005, the subsidiary had 170,000 clients and a US$272 million loan portfolio.
The bank does not require collateral on its microfinance loans; it uses credit scor-
ing instead. Figure 5-2 shows the growth of BancoEstado’s microfinance business
from 2002 to 2005.31
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Wells Fargo 

Wells Fargo Bank, which has more than 23 million customers, is part of the Wells
Fargo Company, which had assets of US$482 billion at the end of 2006. Founded
in 1852, it is the fifth-largest bank in the United States and the only U.S. bank
with an AAA rating from Moody’s. 

In 1995, it started making direct loans of up to US$100,000 to small busi-
nesses—firms with sales of less than US$2 million. It became the largest U.S.
lender in that segment in 2001, with a market share of 15 percent. By 2005, it
had 450,000 small business customers in the United States and Canada; the busi-
nesses, 70 percent of which had five or fewer employees, had median sales of
US$325,000. The bank’s average credit line loan balance was US$15,000 and the
median deposit was US$7,000. Outstanding loans totaled US$8 billion, of which
91 percent was unsecured.32

Scaling up Microfinance Services 

How did these banks succeed in scaling up their microfinance services? While
there is no direct evidence, the institutions described above maintain that their
new lines of business are able to cover costs and, in some cases, to make substan-
tial profits. Two broad groups of factors appear to have helped to shape their suc-
cesses. The first are internal factors related to the banks’ ability to come up with
innovative responses to the challenges posed by their provision of microfinance
services. The second are the external factors that provided an appropriate enabling
environment for the institutions’ operations. 

Private Innovations: Converting Opportunities into Businesses 

Commercial banks’ strengths include access to adequate resources, existing out-
reach, capacity to provide multiple services, and well-developed risk management
systems. Their challenges are their limited knowledge of the microfinance or small
business finance markets and their relatively high cost structures. Many commer-
cial banks address the challenge of profitably providing relatively low-value finan-
cial services by creating innovative service delivery models, which effectively dele-
gates provision of retail microfinance services to MFIs or service companies. Those
involved in direct provision of financial services have developed business process
innovations that reduce the costs of financial transactions. Clearly, direct provision
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of microfinance services is a larger challenge for commercial banks.33 Table 5-4
lists the innovations and their benefits. 

providing wholesale lending. Wholesale lending is one of the most com-
mon models of commercial bank involvement in microfinance.34 In this model,
banks lend to a microfinance institution, which then undertakes the retail lending.
Lending to microfinance institutions is innovative because, unlike typical clients of
commercial banks, they do not have strong balance sheets or assets to serve as col-
lateral. Lending decisions are based on the bank’s assessment of the microfinance
institution’s quality of governance and management, the transparency of its sys-
tems, and its capacity to do retail lending. Often commercial banks providing
wholesale loans also provide technical assistance to the borrowers. 

using risk-sharing service agents. While several banks provide whole-
sale loans, microfinance institutions’ weak financials constrain the scaling up of
that model of lending. The service agent innovation attempts to overcome that
constraint. Under this innovation, which is used by ICICI, microfinance institu-
tions originate, monitor, and collect loans on behalf of ICICI; the loans remain
on ICICI’s books. The microfinance institution shares risk through a first loss
deficiency guarantee, which requires it to be responsible for a pre-agreed initial
share of loan losses based on expected losses in the loan portfolio. This innovation
achieves three benefits. One, it ensures that the microfinance institution has a fi-
nancial interest in minimizing loan losses. Two, it restricts the microfinance insti-
tution’s contingent risk to the maximum value of the guarantee, thereby limiting
its capital requirements. Three, the first loss deficiency guarantee serves as a credit
enhancement if the portfolio is securitized. 

In other variations on the service agent model, the agents are not microfinance
institutions but commercial entities or mobile phone operators. The most well-
known example of the former is found in Brazil, where a range of entities such as
supermarkets, drug stores, and lottery houses are engaged as “banking correspon-
dents” to provide savings, credit (to a limited extent), and payment services on
behalf of the bank. The advantage of using correspondents as agents instead of
microfinance institutions is their larger number and local knowledge. The provision
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33. Isern and Porteus (2005) identifies the following factors as necessary for banks interested in pro-
viding retail microfinance services: commitment from board and management, strong internal champions,
and alignment with the bank’s core commercial strategy; knowledge of microfinance best practices and how
to serve microclientele; conveniently located infrastructure to serve clients; products especially adapted for
low-income and informal markets; systems and procedures adapted to microfinance operations, for exam-
ple, systems that support immediate follow-up on missed payments; and appropriate staff training and
incentives.

34. Isern and Porteus (2005).
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of financial services through mobile phones is being pioneered by mobile phone
operators and banks in the Philippines, Kenya, and South Africa.35

using service companies. Microfinance is a low-margin, high-volume
business that requires special skills and systems. A service company is a nonfinan-
cial subsidiary often created in partnership with a service provider. Real Micro-
credito in Brazil is a service company in which a 97 percent stake is held by Banco
ABN AMRO Real and a 3 percent stake by ACCION. Banco ABN AMRO Real
funds and carries the loans on its books and provides the management team,
managerial support (human resources, legal, accounting, and marketing services),
infrastructure support, and access to its branch network. Real Microcredito
defines the microfinance strategy, hires the commercial and operational teams,
identifies clients, makes loan decisions, and coordinates the credit process from
approval to collection. ACCION transfers the methodology and manages port-
folio growth. 

Apart from ABN AMRO, other banks that have used this model include
Banco de Pichincha, the largest bank in Ecuador, to start Credife in 1999, and
Sogebank, the largest bank in Haiti, to start Sogesol (both in partnership with
ACCION). In a variation on the service company model, the subsidiary itself is
a regulated financial institution. Institutions that have used that approach include
Teba Bank in South Africa and the National Bank in Jordan. Yet another varia-
tion is seen with Unit Desas of Bank Rakyat Indonesia and CrediAmigo of Banco
do Nordeste in Brazil, in which the microfinance operation is a profit center
within the bank.36

establishing greenfield microfinance banks. Unlike the other inno-
vations discussed here, which allow existing commercial banks to increase their
financial access, ProCredit Bank in Kosovo represents the creation of a private
commercial bank. ProCredit Bank was created by the company Internationale
Projekt Consult; majority equity was provided by the international financial insti-
tutions FMO, EBRD, KfW, and IFC.37 Other investors include Commerzbank,
a German commercial bank, and ProCredit Holding, an affiliate of Internationale
Projekt Consult. 
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35. Frederik (2006); Ivatury (2006); Lyman, Ivatury, and Staschen (2006); and Kumar and others
(2006). 

36. Isern and Porteus (2005).
37. The latter three invested indirectly through the FEFAD Foundation in Albania and the Micro

Enterprise Bank of Bosnia (IFC: International Finance Corporation, a member of the World Bank Group;
EBRD: European Bank for Reconstruction and Development; FMO: an official development bank of the
Netherlands government; KfW: an official development bank of the German government).
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The example of ProCredit Bank suggests the potential of creating commercial
banks that focus on providing microfinance and small enterprise finance where
private commercial banks do not exist or have no interest in providing those ser-
vices. Post-conflict Kosovo was a good example. With this model, international
financial institutions can facilitate creation of a new bank by taking the major
share of risk and having an interested private minority shareholder take a smaller
risk, provide know-how, and retain management responsibility. 

The ProCredit family includes nineteen banks in eastern Europe, Africa, and
Latin America. While some were new banks, others were formed from existing
banks that were taken over and restructured. At the end of 2006, the banks to-
gether reported €2.1 billion in outstanding loans and an average loan amount of
€2,800. More than 85 percent of the portfolio is financed through local deposits,
and the consolidated return on equity was 15.3 percent in 2005.38

introducing business process innovations. Business process innova-
tions simplify service requirements and improve operating processes, thereby
allowing a firm to reach new clients, retain existing clients, reduce the cost of pro-
viding services, and ultimately increase profits. Table 5-5 summarizes the changes
in business processes that Wells Fargo introduced as it started to focus on small
business lending. Its strategic innovation was to adopt standard consumer lend-
ing practices and adapt them for small business lending: 

—Simplifying eligibility requirements and the application process: Individuals
from low-income households and small businesses often do not apply for bank
services because of the cumbersome procedures involved. These individuals and
businesses can least afford the time and resources required to obtain the different
documents that banks often demand; hence they opt for more easily accessible
but costlier service providers. Also, they often do not have assets that can be used
as collateral.

Wells Fargo and ANZ recognized that it is critical to simplify bank processes
to attract and retain good clients. Wells Fargo changed its loan application process
to permit consumers to apply by mail and telephone, did away with requiring
copies of tax returns, and stopped requiring collateral for most loans. The loan
application was made short and simple so that it usually can be completed within
five minutes. Wells Fargo also uses data-driven, targeted marketing to attract low-
risk small businesses. ANZ decided to accept, instead of a letter from an
employer, a letter from a village head or district commissioner plus a birth or
baptism certificate or inclusion on a school roll as proof of an applicant’s identity.

106 ajai nair and j. d. von pischke

38. ProCredit Institutions section at www.procredit-holding.com.
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Wells Fargo and BancoEstado do not require any collateral for their microfinance
loans. 

—Using credit scoring and automating loan decisions: ABN AMRO, BancoEs-
tado, and Wells Fargo use credit scoring to make their loan decisions; only Wells
Fargo uses it to significantly automate credit decisionmaking. That is not sur-
prising given that the quality of client data available in Chile, Brazil, and India
does not match that in the United States. Approximately two-thirds of Wells
Fargo’s small business applications are approved or declined automatically; only a
third are reviewed by a loan officer. Automated credit decisions are based on sta-
tistical credit-scoring models that employ rules and models for small business
lending and use information on businesses and their owners available from both
public and private sources. 

In the Wells Fargo small business model, the estimated credit score reflects the
credit risk of a business, but that score alone does not determine the lending deci-
sion. Rules described as limits or parameters determine lending decisions, with
scores as inputs. For example, rules forbid lending to bankrupt individuals or
businesses, gambling casinos, and so forth. A client’s other relationships with
Wells Fargo, such as use of business deposits and payment services, also may be
considered in defining rules. In microfinance lending in most countries, however,
credit scoring is likely to continue to be more useful as a way to help loan officers
make a credit decision than as a substitute for them.39
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39. Schreiner (2006).

Table 5-5. Wells Fargo Business Process Innovations

Traditional process New process

Applications are submitted in a branch with Applications are taken by mail or phone, or 
a loan officer service outlets

Tax returns and financial statements required No tax return or financial statements needed
Application reviewed in detail by lender Most decisions made automatically based on

scorecard
Annual review required No review, lines of credit are  “evergreen”
Collateral often required Unsecured
Booked on commercial loan system Booked on consumer loan system
Focus on very low losses Higher losses acceptable with risk based 

pricing

Source: Xiao (2006).
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—Risk-based pricing: Risk-based pricing allows Wells Fargo to lend to riskier
clients but to offset the risk of higher losses by charging a higher interest rate.
Wells Fargo believes that this approach has allowed it to reach a large number of
clients whom it would have rejected under an approach that uses fixed pricing
and aims to minimize loan losses. 

Public Policies and Programs: Creating Opportunities 

Even innovative financial institutions would find it difficult to succeed without a
supportive environment for developing private financial markets, and the govern-
ment plays a critical role in creating that environment. As is now recognized, how-
ever, the most effective approach does not lie in devising policies and programs that
aim to increase access directly. The government role encompasses a number of other
approaches, such as strengthening the overall business environment by supporting
appropriate legal, physical, and financial infrastructure; undertaking efficient
macroeconomic management; and adopting specific policies that facilitate the mar-
ket functioning of financial institutions through financial liberalization. 

efficient macroeconomic management. A stable, low-inflationary
macroeconomic environment facilitates financial sector development. Low inflation
protects the capital base of financial institutions and encourages individuals and
firms to hold financial assets, thereby making it possible for financial institutions to
mobilize deposits and provide long-term financial products such as mortgages,
annuities, and insurance products. Stable exchange and interest rates facilitate finan-
cial institutions’ access to funds in foreign currencies and to long-term funds.40

Reduced public borrowing increases credit to the private sector, drives down
interest rates, and forces banks to find new investments. In contrast, high public
borrowing crowds out private credit. When the less risky option of investing their
funds in Treasury bills is available, banks do not need to take the risk of making
and collecting loans; they have even less incentive to find new markets such as
microfinance and small enterprise finance.41

India and Brazil have had relatively stable and low to moderate inflationary
environments in the past decade. Both countries had only one year of double-

108 ajai nair and j. d. von pischke

40. Using a dataset of eighty-six developing countries, Detragiache, Gupta, and Tressel (2005) finds
that high inflation is negatively correlated with private sector credit. 

41. Hanson (2003) finds evidence of crowding out of private sector credit in an analysis of data for
twenty-five large developing and transition countries from 1990 to 2000. During that period, bank credit
to governments in these countries, on average, more than doubled as a percentage of GDP, from 3.6 per-
cent to 8.4 percent. Banking system deposits in these countries accounted for 84 percent of banking sys-
tem deposits in all developing countries in 2000. 
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digit inflation in the period 1996–2006.42 However, public borrowing continues
to be high in both countries, potentially crowding out private credit. 

legal, physical, and financial infrastructure. A system of laws that
create property rights and contracts is a prerequisite for economic development,
including that of the financial sector. Laws that permit easy creation and enforce-
ment of collateral agreements and provide for adequate protection of creditors’
rights reduce the transaction cost of lending. Legislation that creates a legal frame-
work for specialized financing instruments, such as leasing, that increase financial
access for small firms also are important. The legal framework also needs to evolve
to clarify contracts arising out of new technological developments, such as online
and mobile phone banking. However, laws are useful only when they are effectively
and efficiently enforced. A well-functioning system of courts is therefore critical in
translating the potential benefits of a good legal system into real benefits. 

The availability of good physical infrastructure (especially for transportation,
communications, and power) reduces the transaction cost of providing financial
services. Well-functioning asset registries and efficient credit bureaus facilitate
financial transactions by reducing the information costs associated with providing
credit. Asset registries reduce the cost of creating liens, and credit bureaus help
consumers build a credit history that can reduce the need for physical collateral
to secure lending.43

financial liberalization. Financial reforms facilitate competition and
thereby improve services. Measures that strengthen the financial sector in gen-
eral include permitting easier and orderly entry and exit of commercial banks,
leveling the playing field for different types and categories of financial institu-
tions, requiring low levels of reserves, establishing nondistortionary and rea-
sonable tax rates, and, perhaps the most critical, permitting the market to deter-
mine interest rates. Freedom to set interest rates that cover all costs and provide
a reasonable return is critical because the cost of providing microfinance ser-
vices typically is higher than that of other bank services because of the small size
of the transactions. 

India and Brazil have undertaken significant financial reforms in the past decade,
although both countries still impose a large number of mandates that act as taxes,
and they maintain a ceiling on interest rates on small loans by commercial banks.
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42. World Bank (2006).
43. In Beck, Demirgüç-Kunt, and Martinez Peria (2006), a cross-country analysis of factors associated

with barriers to banking access, the authors find that in countries that have better contractual and infor-
mational frameworks, banks impose lower barriers to access. They also find that physical infrastructure is
one of the most robust predictors of level of access.
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Reforms in India allowed the creation of ICICI Bank by public financial institu-
tions and its eventual privatization by permitting it to raise equity from the domes-
tic and international markets. Reforms also allowed ICICI Bank to enter into inno-
vative arrangements with microfinance institutions and to price its loans flexibly.
India also stopped its obligatory branch licensing program for commercial banks.
Reforms in Brazil in the 1990s increased financial stability and transparency. A
number of government financial institutions were closed, and the proportion of
credit subject to administered interest rates was decreased. 

enabling interventions. Major steps have been taken to reorient the pro-
vision of financial services by restructuring development banks into banks or devel-
opment agencies with a limited mandate. Financiera Rural, created by restructuring
BanRural, a large loss-making development bank in Mexico, is a good example. The
restructured entity is a development agency whose incentives have been designed to
address the key incentive problems of traditional development banks. Key features
of the new institution include a narrow service mandate, hard budget constraints,
and a legal mandate to maintain the value of its initial endowment.44

Financiera Rural is legally barred from raising additional funds through de-
posits or any other type of market funding. Its initial capital was provided by the
government, financed in part by a US$500 million loan from the World Bank. Its
mandate is to provide credit to individuals and community-based financial orga-
nizations, primarily credit unions, and to provide technical assistance to credit
unions. Since its inception in 2003, it has provided more than US$3.5 billion in
loans, and at the end of 2005 it had assets of US$1.89 billion. In 2005, its return
on equity was 2.1 percent and the ratio of delinquent loans to total loans was only
2.5 percent. Financiera Rural operates through more than 5,600 commercial
bank branches. Its long-term success, however, depends on the political will of the
government to retain the organization’s incentive structure.

A number of smaller innovations also have been attempted in order to foster
increased access. Examples include the development of financial literacy pro-
grams, increased use of banks to route government payments, and government
action to encourage or require banks to offer “basic” bank accounts. The UNDP
designed and implemented a financial literacy program along with ANZ’s rural
banking program in Fiji. ANZ considers the literacy program, which takes four
hours to complete and is available in Fijian, Hindi, and English, crucial to the
success of its banking program.45 In the United States, the government’s Financial
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44. Meade (2006).
45. The topics covered in the program include understanding one’s personal financial situation;

understanding income and spending patterns; setting goals and priorities; planning household budgets;
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Literacy and Education Commission develops educational materials, coordinates
activities related to financial literacy with various government agencies, maintains
a financial literacy website (www.mymoney.gov), and operates a toll-free hotline.
Nongovernmental organizations, academic institutions, and banks also have
shown interest in financial literacy.46

Lessons 

The stories of successful commercial bank engagement in microfinance discussed
in this chapter suggest that the new paradigm on financial access can work. Pro-
vision of financial services to low-income individuals and small businesses by
commercial banks appears to be a growing trend rather than a rare occurrence.
While disaggregated data on the profitability of this business segment are not
available, the involvement of an increasingly large number of private commercial
banks suggests its commercial feasibility. 

The stories discussed here also offer some important lessons for key stake-
holders such as governments, commercial banks, and donors that are interested in
enhancing access to finance. Moreover, there is significant potential for collabo-
ration among these stakeholders, an example being the collaboration between
UNDP, ANZ, and the government of Fiji. 

Lessons for Governments 

Low-income individuals and micro- and small enterprises demand a broad range
of financial services besides credit. Commercial banks are better placed to provide
those services because they are regulated and they are part of the national payment
system. Publicly funded financial literacy programs are a potentially useful instru-
ment for educating low-income individuals and small enterprises to make better
use of financial services. 

Past experience suggests that direct provision of financial services by govern-
ments generally does not work. Even when it does work, it entails very high costs,
often much higher than initially expected. When a failed development bank is
restructured, an option that may work is to convert it into a development agency
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rationale for and means of saving; information on microfinance and service providers; and preparing a
savings plan. 

46. Citibank and INSEAD have jointly organized three annual conferences (in 2004, 2005, and 2006)
on financial education that have brought together various stakeholders and have contributed to improving
understanding of the benefits of improved financial literacy (http://financialeducationsummit.org). Micro-
finance Opportunities and Freedom from Hunger have jointly published a set of training guides on finan-
cial literacy (Cohen, Sebstad, and Stack 2006). 
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with a narrow mandate, support it through transparent subsidies from the budget,
and create an incentive structure that encourages sustainable operations. 

Key government actions to encourage commercial banks to provide services to
underserved segments include maintaining a stable, low-inflationary macroeco-
nomic environment, keeping public borrowing low, creating an effective legal
framework for property rights and contracts, and developing good physical infra-
structure. Financial liberalization to create a competitive and level playing field for
different financial institutions also provides incentives for commercial banks to
increase their outreach to underserved segments. Among the different measures of
financial liberalization, particularly important is permitting financial institutions
to charge market prices for their services. 

Lessons for Commercial Banks 

Improving macroeconomic environments and increasing financial liberalization
are improving the business environment in many countries, thereby creating an
opportunity for domestic and international commercial banks to expand their
business. The examples of India and Brazil discussed in this chapter suggest that
that is the case even in countries that continue to retain many policies and pro-
grams created under the old paradigm. 

Providing financial services to low-income individuals and micro- and small
enterprises can be a profitable business if commercial banks can develop innova-
tions or adapt existing practices to reduce transaction costs. In some contexts, that
might simply mean lending to existing microfinance institutions. In others it
might mean using microfinance institutions as service agents, and in yet other
contexts it might mean promoting a financial subsidiary or a service company.
Business process innovations are more important for banks aiming to provide
retail financial services. 

The rapid improvements in technology and its falling costs can help reduce the
transaction costs of dealing with a large number of small financial transactions.
Commercial banks already are using ATMs, point-of-sale terminals, hand-held
computers, the Internet, and geographical information systems to increase their
outreach and better manage clients and portfolios. Many business process inno-
vations developed by Wells Fargo, ABN AMRO, and BancoEstado draw on
improvements in technology. 

Partnerships and alliances with MFIs and commercial entities offer a new
opportunity for commercial banks to increase their outreach. Because these part-
nerships and alliances help both banks and their partners increase their outreach
while reducing the overall costs of providing services, they create a win-win situ-
ation. The service agent model being used by ICICI in India and the partnership
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between ABN AMRO and ACCION in Brazil suggest that the potential of such
links is tremendous. Other examples include correspondent banking in Brazil
and mobile phone banking in the Philippines, South Africa, and Kenya.47

Lessons for Donors 

As in the case of governments, donors’ primary role in increasing commercial
banks’ provision of financial access is indirect. Donors can help governments
carry out financial and public sector reforms and help create and improve their
legal, physical, and financial infrastructure. They also can finance service delivery
and product innovation, assess the effectiveness of innovations, and disseminate
successful innovations and best practices. UNDP’s financing of the financial lit-
eracy program in Fiji is a good example of financing an innovation. 

The case of Financiera Rural suggests a potential role for donors in helping
governments restructure failed development banks by facilitating technical assis-
tance and providing financial assistance. The case of National Microfinance Bank
of Tanzania is another example. However, there are too few examples to conclude
that such restructuring will succeed in the long run.

The example of ProCredit in Kosovo (and that of other banks in the ProCredit
family of banks) suggests the potential for donor support in helping to create banks
in contexts where private financial institutions themselves are unlikely to make
investments. Donors also can support the transformation of well-performing MFIs
into banks, as in the case of MFIs such as Mibanco in Peru and K-Rep in Kenya.
However, care needs to be taken to ensure that donors do not crowd out private
capital.48

Conclusion

There are promising new ways in which private commercial banks can step into
the provision of financial services for the underserved segments of the popula-
tion—poor people, microentrepreneurs, and residents of a remote rural area.
Commercial banks are recognizing the potential for profits in this area but under-
stand that success depends on thinking “out of the box” and finding new ways to
do business, whether through new partnerships, new technologies, or new insti-
tutions unencumbered by the mandates of the past. And governments and donors
are increasingly recognizing that the new entrepreneurial efforts of commercial
banks can be aided by appropriate policies. 
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47. For additional examples, see Gallardo, Goldberg, and Randhawa (2006); Matthäus-Maier and von
Pischke (forthcoming).

48. Abrams and Stauffenberg (2007).
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117

Financial Infrastructure
and Financial Access 

6

If unbanked people are to have greater access, two key aspects of the deliv-
ery of financial services must be addressed: providers must be able to manage

and price for the risk of each product and they must be able to distribute prod-
ucts cost effectively to convenient locations. 

Information and communications technology (ICT) has provided the infra-
structure that has supported innovation in risk management and in the distribu-
tion of products in the financial sector over the past fifty years. ICT applications
enable a constant flow both of information, allowing better risk management, and
of payment instructions, reducing the cost of transactions and changing the geog-
raphy of access.

In the field of risk management, two specific applications of ICT have had a
major impact on access to credit: credit bureaus have grown in number and cov-
erage across the world in the past twenty years and banks and other lenders have
increasingly made use of credit scoring systems to grant and manage retail credit.
Those developments have been documented elsewhere.1 The focus of this chap-
ter is on another aspect of service delivery: the role of the financial infrastructure
supporting the wider distribution of financial services. Advances in ICT over the
past thirty years have greatly changed the financial infrastructure for payment
and banking transactions: at one time, banking transactions were restricted to
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bank branches; now, they may take place on widely distributed automated teller
machines (ATMs), in even more widespread merchants’ premises, and most
recently, even by mobile phone.

The papers presented during the third session of the conference, “Infrastruc-
ture: How Can It Support Outreach?” all addressed different aspects of the finan-
cial infrastructure for the distribution of financial services, focusing especially on
the development of electronic payments in a variety of forms. Massimo Cirasino
and his colleagues from the World Bank and the Bank of Italy reported on the
development of retail payment systems, contrasting the recent experience in
Europe of customer adoption of electronic payment instruments with efforts in
the Latin America and Caribbean (LAC) region to improve the payment infra-
structure.2 Their central premise is that well-functioning infrastructure that can
efficiently and safely process modern e-payment instruments such as credit trans-
fers, direct debits, and card payments is necessary to enhance access to banking.
Those instruments are important for providing access to the unbanked, since
their cost is usually one-third to one-half that of their paper-based alternatives.
Given the high initial costs of setting up e-payment infrastructure, a cost advan-
tage is reached only at large volumes of usage. 

Cirasino and his colleagues reported on an empirical study of the factors that
have influenced the shift toward electronic payments in Europe. Three possible
factors are identified: institutional framework; technology and security; and inter-
operability; studies show that the latter two factors are more important than the
first. That suggests that in advanced countries, regulators may catalyze processes
that result in greater security of payment instruments or greater interoperability
but that they may not need to intervene directly. The single euro payments area
(SEPA) project in Europe provides a case study of the balance between self-
regulation and the active involvement of regulators to achieve the objective of an
integrated European payment infrastructure. Questions have arisen as to whether
the self-regulatory approach to date has been effective. 

The authors note that in developing countries, more pervasive market and
coordination failures may justify a more activist role by regulators. Citing evi-
dence gathered from twenty-three country assessments conducted by the World
Bank as part of the Western Hemisphere Payments and Securities Clearance and
Settlement Initiative (WHI), they find that the migration to electronic instru-
ments in most LAC countries has been slow, with low levels of interoperability
resulting in inefficient use of infrastructure and often limited involvement by
central banks. There also is no equivalent to SEPA, which seeks to develop a
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regional infrastructure. The authors propose elements of an agenda for develop-
ing countries in which central banks in particular play a more active role in pro-
moting an efficient, interoperable payment infrastructure that results in safe, con-
venient instruments for consumers.

Core banking technology is the back office engine on which all products, ser-
vices, and information are processed. In his conference paper, Murray Gardiner,
from Temenos, one of the top four banking system vendors worldwide, made the
case for financial institutions to upgrade their core banking systems as a means of
maintaining their competitive advantage.3 As microfinance becomes more com-
petitive, through commercial banks’ downscaling, entrance of new providers, and
microfinance institutions’ (MFIs) growing to scale, the need for accurate, robust
information systems grows. Gardiner suggested, however, that PC-based systems
were adequate for smaller entities such as small credit cooperatives and MFIs. In
comparing the cost of ownership of in-house and of shared applications, he found
that shared applications reduced initial and capped costs. The fees charged de-
pend on the number of transactions.

My conference paper presented an overview of three recent papers that address
the potential and risks of emerging distribution systems for the provision of retail
financial services, especially cash withdrawal and deposit, to low-income popula-
tions.4 The first is Kumar and others (2006), which reports on the explosive
growth of banking correspondent networks in Brazil following the passage of
enabling regulations in 1999. The spread of correspondents, which numbered
more than 25,000 by 2004, has reduced to zero the number of municipalities in
Brazil without a financial presence. Second is Lyman, Ivatury, and Staschen
(2006), which considers the regulatory risks involved in the provision of branch-
less services and how those risks may be addressed. The authors distinguish the
functional risks of outsourcing front-end banking roles to agents from the pru-
dential risks of new nonbank players effectively taking deposits through issuing
electronic money (e-money). Third is Porteous (2006b), which surveys develop-
ments in mobile banking (m-banking), especially in Africa, and assesses the poten-
tial for emerging models to be transformational, in the sense of leading to reach-
ing out to unbanked people. While the potential for transformation exists, this
study argues that it may not happen spontaneously. To be sure, m-banking as an
add-on channel for existing customers will continue to grow as functionality
improves, but there are complex, overlapping regulatory or policy factors, often
not specific to m-banking models alone, that inhibit transformational models. The
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study identifies six key principles that will enable a more certain and more open
environment for the emergence of transformational m-banking in low-income
countries. 

Remittance flows to developing countries are material, and they are growing.
Remitters and receivers both are looking for cheaper, faster, more convenient,
and more reliable service. In the final paper of this conference session, Bharat
Sarpeshkar of Citibank sketches some of the macro issues in the remittance infra-
structure that may constrain the ability to address these needs fully:

—Lack of a level regulatory playing field for banks and nonbanks
—National payment systems with limited working hours, no international

standards, and no access by smaller institutions 
—Lack of a universal instruction format for remittances, including lack of a

worldwide account number format and codes for the purpose and method of
payment.5

Banks can and do play many roles in the remittance value chain at both the
retail and the wholesale level. However, Sarpeshkar identifies four areas in which
banks can innovate: improving their customer interface, improving their core
processing capability, packaging appropriate products around remitters, and,
most notably, developing remittance ecosystems through new forms of linkage
with nonbank providers.

Drawing on these papers and the discussions that followed, this chapter seeks
to answer in turn the following main questions about the deployment of retail
financial infrastructure:

—How does the rollout of infrastructure affect access to financial services? 
—Can unbanked people use the electronic infrastructure?
—What constrains the rollout or adoption of electronic instruments? 
—How are developed and developing world different or similar?

First, the chapter places the development of retail financial infrastructure in his-
torical perspective. 

Waves of Development in Financial Infrastructure 

Retail financial infrastructure has developed in successive waves over the past fifty
years (figure 6-1). The first wave started in the 1950s, following the development
of mainframe computing. In the early days, banks—at least large banks—imple-
mented their own information technology (IT) systems, which Murray Gardiner
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calls “core banking systems.” By eliminating the need for manual record keeping,
computing reduced the cost of processing transactions substantially. Communi-
cations networks then extended computers’ processing power across branch net-
works to the point of contact with the customer. Subsequent waves of infrastruc-
ture built on the platform provided by bank IT systems, allowing remote devices
to interface electronically with the core system, where clients’ account details were
stored. Today, most banks around the world have deployed core banking solu-
tions of some sort. Because of developments in electronic communications tech-
nologies, such systems no longer need to be located on a bank’s own computers;
they can be accessed from a service provider as needed on a fee-for-service basis. 

The second wave brought the deployment of ATMs. First invented in the late
1960s, ATMs were widely used in developed countries in the late 1970s and
1980s.6 Human tellers were no longer required for basic banking services such as
balance inquiries, cash withdrawals, or even deposits. By automating the processes
involved, ATMs changed the geography and convenience of basic banking: since
it costs less to install an ATM than to open a bank branch, banks could now offer
basic services in more areas and outside of regular banking hours. Today, there are
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Figure 6-1. Waves of Development of Financial Infrastructure
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more than 1.2 million ATMs in the world, twice as many as there are bank
branches,7 and ATM deployment continues apace in larger emerging economies
like Brazil.8

The third wave involved the widespread deployment of electronic fund trans-
fer point-of-sale (EFT POS) machines. These devices replaced the mechanical
“zip-zap” machines that merchants used previously to obtain a customer’s credit
card imprint on a signed authorization slip, telephoning for authorization from the
bank if the size of transaction required it. The EFT POS devices automatically
obtain the authorization and print the slip for signature or accept a personal iden-
tification number (PIN) instead. An important advantage was that real-time access
for authorization at the point of sale enabled the spread of debit cards as another
channel to existing bank accounts, alongside checks and proprietary ATM cards.
By the 1990s in developed markets, EFT POS devices also offered the convenience
of obtaining cash back at checkout, meaning that retailers’ checkout clerks served
in effect as bank tellers for simple transactions and their tills became “manned
ATMs.” EFT POS devices initially required dial-up over fixed telephone lines.
Their diffusion therefore depended on reliable, cost-effective, and pervasive fixed
telephony, which was limited outside of developed countries. Now, POS devices
are increasingly available with wireless modems that use global system for mobile
communications (GSM) or general packet radio service (GPRS) networks to send
messages. As mobile phone infrastructure expands in developing countries, the
network of EFT POS devices is able to grow there too. 

The rapid spread of Internet access in developed countries in the 1990s gen-
erated the fourth wave: Internet banking. Customers could now access their
account information and initiate transactions online from their own homes, more
conveniently than they could by using phone banking, which was available ear-
lier. Most retail banks in developed countries today offer Internet banking, adding
yet another channel of access for their clients. Many developing country banks
have followed suit, but widespread use of Internet banking in most developing
countries is still restricted by relatively limited Internet access.9

Finally, the rapid adoption around the world since the mid-1990s of mobile
phones has led to the emergence of a new, fifth wave: banking and making pay-
ments by mobile phone (m-banking and m-payments). Today, more than 2 bil-
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7. See data in figure 6-2.
8. The number of ATMs almost doubled between 2000 and 2004; see figure 6-4.
9. The International Telecommunication Union (ITU) reported that in 2005, 15 percent of people

around the world used the Internet, but there was wide variation, from 3.2 percent in Africa to 9.6 percent
in Asia and more than 70 percent in European countries, such as Sweden. ICT Statistics Database, “Hosts,
Users, and Number of PCs” (www.itu.int/ITU-D/icteye/Indicators/Indicators.aspx [May 22, 2007]).
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lion people use mobile phones, more than half of them in developing countries.10

Even in low-income countries, over half of the population lives in areas that
already have wireless coverage.11 Many customers already make micropayments
using their phone to buy ringtones and other value-added services; however, rel-
atively few outside of a few Asian markets such as Japan, Korea, or the Philippines
are using the full line of m-banking services.12

Figure 6-2 summarizes the number of touch points created by each wave of
development in financial infrastructure. Also included for comparative purposes
are the number of offices of the world’s largest money transfer operator, Western
Union, and the number of postal offices, which are often, although not always,
also used by customers of postal banks or other banks to make transactions.

Building on one another, these technologies have changed how people access
banking and payment services. Underlying the changes at the retail level have
been developments in the wholesale payment infrastructure connecting financial
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10. Based on an increase from the most recent figure of 2.2 billion mobile subscribers reported by ITU
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icteye/Indicators/Indicators.aspx# [May 22, 2007]).

11. ICT Statistics Database, “Mobile Cellular Subscribers per 100 People.” 
12. Porteous (2006b).
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intermediaries and financial markets. Great efforts have been made to improve
this “bulk” infrastructure—an example in Latin America and the Caribbean is the
Western Hemisphere Payment and Securities Clearance and Settlement Initiative,
led by the World Bank.13 However, as Cirasino and his colleagues point out, the
development of retail payment systems has often been underplayed in national
payment system development. Official guidance on payment system develop-
ment, such as a report recently released by the Committee on Payment and Set-
tlement Systems (CPSS) at the Bank for International Settlements (BIS), tends to
focus mainly on systemically important payment systems.14 The need for the
development of retail systems is increasingly recognized but to date has not been
the main focus of most regulators and policymakers.

How Does Infrastructure Improve Access to Financial Services? 

Financial infrastructure provides a platform for the execution of the payment
transactions that are the core of financial service provision. Good infrastructure
improves access by reducing the cost of each transaction, both the cost to the
provider of executing the transaction and the cost to the consumer of using the
service. The total transaction cost to the consumer should be measured both in
financial terms and in terms of the time required to use the service and the con-
venience of using it, which are approximated by measures of geographic access.
Today’s new models of financial infrastructure have reduced costs and increased
geographic access to banking services, even as they continue to evolve.

Cost 

Information from surveys and from econometric estimation of cost functions
consistently shows that electronic payment instruments may cost one-third to
one-half of the paper-based alternatives.15 Figure 6-3 graphically depicts cost dif-
ferences in line with that norm across a range of manual (branch, call center,
mail) and electronic channels (ATM, Internet), using data from a survey of devel-
oped country banks by Bankers Administration Institute (BAI).16 Even in a devel-
oping country like India, where the relative price of labor to capital is lower, the
use of new electronic interfaces has reduced the transaction cost for ICICI Bank.
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13. Described in Cirasino and others (2006).
14. Bank for International Settlements (2006).
15. Cirasino and others (2006), citing work by Humphrey, Kim, and Vale (2001), Humphrey and oth-
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16. Cited in Ivatury (2006).
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While cost numbers are not shown for m-banking transactions in figure 6-3, they
are likely to be similar to those for Internet transactions on the supplier side;
indeed, one of the reasons that these transactions are cheaper for providers is that
more of the costs of transacting (the hardware and cost of the connection) are
borne by the customer. 

Underlying the cost numbers is the reality that electronic payment systems
usually require a high initial fixed investment but operate at low marginal cost
once implemented; in other words, they are subject to strong economies of scale.
Once scale is achieved on a new network, the low average cost of executing a
transaction may enable each individual transaction to be priced cheaply. However,
as Cirasino and others (2006) points out, uncertainties over the rate and size of
take-up may deter private providers from making the large initial investment nec-
essary to create new payment infrastructure. 

Third-party providers can help. Banks can avoid the fixed costs of imple-
menting a basic core banking system by instead buying the service from an appli-
cation service provider on a fee-for-service basis, as Gardiner (2006) illustrates.
Third-party providers also create ATM and EFT POS networks—for example,
they operate some of the Brazilian correspondent networks on behalf of banks.
However, third-party providers are not immune from the underlying cost dynam-
ics; they too must rely on providing specialized services at sufficient scale in order
to be profitable.
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Geography 

In Brazil, the deployment of EFT POS devices through correspondent networks has
significantly changed the geography of access to financial services. Kumar and others
(2006) shows that the percentage of Brazilian municipalities without a single point of
financial presence fell from 26 percent in 2000 to 0 percent in 2003. That change in
coverage resulted from the large-scale rollout by Brazilian banks of correspondent net-
works. Starting from scratch in 1999, the number of correspondents reached almost
40,000 in 2004 (figure 6-4). Notwithstanding a rapid increase in ATM deployment
over the same period, banking correspondents also increased as a proportion of all
bank service points from 12.8 percent to 42 percent over that period.

It is not only in Brazil that the value of electronically linking agents to provide
basic financial services is recognized. For example, Firpo reports from a recent
technology pilot project in Uganda that “the model which showed the greatest
potential and return was the agent model in which merchants were designated as
virtual bankers.”17

Emerging Models for Deploying New Infrastructure 

New infrastructure not only changes the cost of financial service provision and the
geography of access but also may change the playing field by enabling new en-
trants to enter the market and new relationships to be formed among them. 
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The new relationships formed around correspondents in Brazil can translate
into lower cost to the consumer because they harness the capacity of merchants
who already are dealing with cash. However, lower cost to the consumer does not
follow automatically from lower cost to the provider. Merchants often are happy
both because they reduce the cash in their tills and because banking customers
often spend more on other goods and services in the store when they conduct
their banking business. According to Kumar and colleagues, 88 percent of corre-
spondent business owners in Brazil reported an increase in their sales; as a result,
there was strong demand to become bank correspondents.18 While the corre-
spondent model has come to scale in Brazil, some issues still need to be re-
solved—for example, the high incidence of fraud experienced by banks and the
need to manage liquidity at the agent level so that sufficient cash is available on
demand.19 In addition, Cirasino and others (2006) points out that while plenti-
ful, Brazilian payment networks often are not interoperable. That limits their
usability by consumers and their viability to their owners.

Nonetheless, the correspondent networks offer a useful example of what
Bharat Sarpeshkar would call an emerging ecosystem, meaning that new mutually
sustaining relationships are entered into by banks with nonbank partners. Such
relationships characterize his vision for the international remittance system as
well. Because large banks may not be well equipped to service the “last mile” for
the remitter or the receiver in a developing country, he argues for “co-opetition,”
whereby banks offer at least their wholesale infrastructure and cooperate in new
ways with other remittance providers.

Correspondent networks are one way in which banks can effectively outsource
the front-end retail process in the financial service value chain while retaining
control of the client’s account. However, some of the emerging infrastructure
models challenge this last redoubt of the banking system as well. Nonbank enti-
ties such as telephone companies (telcos) or prepaid card issuers effectively offer
basic bank account services to clients, often pooling the aggregated balances of
retail clients in one account with the banking system. This “pooling of deposits”
approach is common, especially in countries where retail bank systems are obso-
lete or interfaces for online connections are limited. The pooling of deposits con-
stitutes the issuance of e-money by the telco to its client in exchange for bank
money. The issuance may not be intentional, but when prepaid airtime balances
at telcos are used to buy non-telco services not supplied to the telephone directly,
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the telco is effectively providing e-money (from the prepaid balance) for the trans-
action, as recent regulator guidance in Europe has shown.20

The emerging models that use the new payment infrastructure can be most
usefully distinguished by:

—which entity is legally responsible for the deposit—whether a bank or non-
bank (including a telco)

—the nature of the agency relationships involved.
Table 6-1 cites examples of each type, drawing on Lyman, Ivatury, and Staschen

(2006) and Porteous (2006b). 
The risks of each of the different models are the main subject of Lyman,

Ivatury, and Staschen (2006). Lyman and his colleagues at the Consultative
Group to Assist the Poor (CGAP) locate the regulatory risks arising from the new
agency relationships in the broader spectrum of risks from outsourcing bank
activities. The BIS has issued general guidelines on this subject, although most
outsourcing to date has been in the areas of back office systems and functions,
rather than front office client interfaces.21 The main category of risk in agency
models arises from the potential for customer abuse, although, from the Brazilian
experience and from analysis of the possible risk events, that risk appears to be
manageable. There are other risks, however, that are less well understood: for
example, how banking correspondents manage the liquidity risk associated with
accepting large volumes of cash in payments at particular times of the month or
with having insufficient cash available at other times to meet withdrawal requests.
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20. See, for example, Financial Services Authority (2003). 
21. See BIS, “Outsourcing in Financial Services: 2005” (www.bis.org/publ/joint09.htm [May 9,

2007]).

Table 6-1. Categorization of Models

Non-bank

Account held at Mobile phone 
deposit-taking entity Bank company Non-bank entity

Distribution Merchants Merchants, including Merchants, including
airtime agents airtime agents

Example Caixa/Banco Postal Globe (2004, 
(2000, Brazil) Philippines)

Example—Africa MTN Banking (2005, M-Pesa (2005, SmartMoney
South Africa) Kenya) (2006, Kenya)

Source: Derived from Lyman, Ivatury, and Staschen (2006); Porteous (2006b). 
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However, the lack of liquidity at a particular agent does not appear to create the
systemic risk of a run on the associated bank or the banking system. 

The risks of unregulated e-money issuance are usually less well understood
than other risks and often are not addressed in national legislation or regulations.
Approaches in developed countries to regulation in this area have differed. The
European Union adopted the E-Money Directive, seeking to create a certain
enabling environment for a new type of nonbank e-money issuer.22 A recent re-
view concluded that the legislation had not fully succeeded in enabling innova-
tion and in fact may have limited it.23 The U.S. approach has been to avoid over-
arching federal legislation for nonbank prepaid cards, leaving room for innovation
but also for uncertainty.24

Can and Do Unbanked People Use Electronic Infrastructure? 

While the expansion of the electronic payment infrastructure may make banking
more accessible in terms of cost and availability, are unbanked people actually able
and willing to use electronic payment instruments? 

To be sure, by volume if not value, cash remains the most common medium
for retail transactions in almost all countries. However, empirical evidence is lim-
ited on how or why consumers choose particular payment instruments from the
other options that have become available. That is true for consumers in general,
even in developed countries, not to mention the unbanked.25 However, the fact
that electronic channels are now visibly displacing traditional paper payment
instruments such as checks has prompted an upsurge in scholarly and regulatory
interest in the subject. As Stacey Shreft notes: “The question ‘What’s in your wal-
let?’ is finally interesting.”26

There are wide differences in the use of electronic payment instruments across
Europe. In 2004, the average Finn used non-cash instruments 237 times, whereas
the average Italian used only them only forty-five times. Cirasino and others (2006)
reports on empirical studies by Banca d’Italia that have sought to explain such cross-
country diversity by using macroeconomic variables. Their results suggest that
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22. Directive 2000/46/EC (http://europa.eu.int/eur-lex/pri/en/oj/dat/2000/l_275/l_27520001027
en00390043.pdf [May 22, 2007]).

23. Commission Staff Working Document on the Review of the E-Money Directive (2000/46/EC)
(http://ec.europa.eu/internal_market/bank/e-money/index_en.htm [May 9, 2007]).

24. See comments made at 2005 Conference on Payment Cards and the Unbanked, “Conference Sum-
mary” (www.phil.frb.org/pcc/conferences/2005/PaymentCardsandtheUnbankedSummary.pdf [May 22,
2007].

25. See Shreft (2005).
26. Shreft (2005, p.1)
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higher use of electronic channels is related more to the functionality available—for
example, having cards with multiple functions and interoperability—than it is to
level of central bank oversight and intervention. 

This finding accords with intuition: after all, consumers want enhanced func-
tionality from the use of technology, not the technology itself. Fast, reliable, con-
venient, low-cost service is what both remitters and receivers of remittances look
for in providers, as Sarpeshkar (2006) notes, and technology is useful to con-
sumers only to the extent that it delivers that kind of service. In the process, the
technology itself fades into the background of the customer experience, as does
any infrastructure.

There is limited evidence specifically on the appeal and adoption of electronic
instruments by the unbanked in developing countries; what is available comes
largely from middle-income countries, such as Brazil and South Africa, where
major efforts have been made to understand the profile of unbanked people and
to provide banking services to them. 

Kumar and others (2006) shows that of clients who used the correspondent
banking services of two of the largest retail Brazilian banks, Caixa and Banco
Postal/Bradesco, 88 percent and 73 percent respectively earned below R$400 per
month, the national poverty line (approximately US$175 at current exchange
rates).27 Caixa in particular has developed a low-cost bank account (Conta Caixa)
linked to a debit card that can be used at its correspondent outlets. The conve-
nience of access means that those accounts were widely used, although to date
mainly for payment services. There is no evidence that low-income people in
Brazil resist the use of bank cards for basic banking services. 

In 2004, South African banks launched a basic bank account targeting un-
banked people, under the umbrella Mzansi brand. The account has no fixed fees
and is accessed using a debit card. Within seven months of launch, more than
1 million new accounts had been opened by first-time users at that bank, al-
though they may have banked at another bank before.28 Mzansi builds on the suc-
cess of electronic offerings such as E-Plan, launched by South African banks in
the 1990s as a way to provide bank services to unbanked workers of low and of
moderate income.29 Again, from the take-up there, there is no evidence that the
use of the electronic instrument was a barrier to adoption by the unbanked.
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27. Kumar and others (2006, table 14).
28. See Banking Association press release, “One Million Mzansi Account Holders” (www.banking.org.

za/documents/2005/MAY/PresReleaseonemillionaccount.pdf [May 9, 2007]).
29. For history of the development of E-Plan and electronic transaction banking, see chapter 2 of Por-

teous and Hazelhurst (2004).
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FinScope surveys of South African adults nationwide, also presented at the
Brookings–World Bank conference, provide a picture not only of financial instru-
ment usage but also of consumers’ attitudes toward technology and financial ser-
vices. Those surveys show little evidence of systematic differences in attitudes
toward technology between lower-income and higher-income people: 73 percent
of low-income adults, who were mainly unbanked, reported that they were pre-
pared to learn to use new technology, while among adults with higher income,
who also were more literate and mainly banked, the proportion, at 83 percent,
was not much higher.30 Among both groups, a majority expressed a preference for
face-to-face transactions, and a sizable minority (a fifth and a sixth respectively)
showed antipathy toward ATMs. For those people at least, “manned ATMs” like
the Brazilian correspondent banks may be a more appealing alternative. Advances
in the EFT POS infrastructure allow for such instruments, but they are only now
becoming widely available in South Africa. 

The case that the deployment of new technology does not systematically dis-
criminate against poorer people is strengthened by the rapid adoption of mobile
phones in low-income countries. Even among individuals in Bangladesh and
South Africa who qualified for government grants because of their destitute or
very-low-income status, 20 percent or more reported that they either had used or
had access to a mobile phone.31

However, mobile banking (m-banking), which uses the mobile phone to initiate
financial transactions, is very recent in most countries. Only in parts of Asia, such
as Japan and Korea, has m-banking recently reached anything like critical mass.
The Philippines, with 4 million m-banking users, is likely to have the largest num-
ber of users among developing countries, but relatively little public information is
available there on the client profile.32 Most clients are likely to be already banked. 

Nonetheless, m-banking has at least the potential to reach the close to one-
quarter of the 55 percent of South African adults who were unbanked and had
cell phones, which offer a ready-made, low-cost channel of access.33

Such great potential is not the same as the current reality in actually reach-
ing out to poor people: as Porteous (2006b) points out, it is highly likely that
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30. Porteous and Hazelhurst (2004, table 2-3).
31. David Porteous, “Scoping Report on the Payment of Social Transfers through the Financial Sys-

tem,” report commissioned by DFID.
32. See Infodev, “Micro-Payment Systems and Their Application to Mobile Networks: An Assessment

of Mobile-Enabled Financial Services in the Philippines” (http://www.infodev.org/en/Publication.43.html
[May 22, 2007]). 

33. From analysis of the FinScope South Africa 2004 database; a summary of the survey results and
questionnaire in various years can be downloaded at www.finscope.co.za/southafrica.html [May 22, 2007]).
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m-banking will be adopted initially as an add-on channel for existing banked
customers. It is still uncertain that m-banking offerings will be “transforma-
tional” in the sense of enabling previously unbanked customers to access bank-
ing services, as mobile phone access has been for individuals without telephone
service. To distinguish additive services from ones that may be transforma-
tional, Porteous (2006b) suggests a list of characteristics based on research
undertaken by MicroSave, among others, into the characteristics desired by
unbanked customers:34

—no minimum balance requirement
—low or no fixed maintenance fees
—easy access for depositing or withdrawing small amounts of cash
—ability to make person-to-person payments.
Since the empirical evidence on outreach to the poor is not yet sufficient, these

indicators serve as proxies for the potential of the services enabled by new infra-
structure to reach the unbanked.

One delegate at the conference suggested that certain electronic channels may
increase the potential for consumer abuse: specifically, she referred to the use by
creditors of direct debit mechanisms to deduct or “pull” funds from a customer’s
bank account, often at uncertain times or in uncertain amounts. Such random-
ness can create great risk for poorer customers. Since there may be penalties for
rejecting a debit instrument or for accepting it but placing the account in over-
draft, that risk may even discourage low-income people from using electronic
accounts at all. “Pull” mechanisms, whereby the customer is not required to
authorize every payment, are inherently uncertain compared with “push” mech-
anisms, whereby the customer specifically authorizes a deduction. Previously, it
was too expensive to obtain authorization on deductions that varied from period
to period. Now, newer technologies may reduce the risk of surprise by presenting
each debit request electronically to the customer through a text message to a
mobile phone for confirmation prior to processing. 

Constraints on and Accelerators of New Infrastructure Rollout 

Technology itself clearly is not a barrier to the rollout of new infrastructure. The
communications technology used to maintain widespread EFT POS networks,
such as V-SAT in Brazil, is already available and stable. Similarly, the coverage of
GSM and GPRS wireless networks is increasing quickly, and the cost of mobile
handsets necessary for consumers to access the networks is falling.

132 david porteous

34. See Cracknell (2004); Wright and others (2006).
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Is it possible or likely therefore that the rollout of later generations of financial
infrastructure will occur spontaneously in developing countries? In fact, there are
several factors inherent in the nature of the infrastructure that may inhibit rollout.
The first has already been pointed out: high initial costs may prevent providers
from undertaking the initial investment if they are unsure that they can achieve
the volume of transactions needed to recover the investment. If systems with no
interoperability compete, the fixed costs of each are spread across lower transac-
tion volumes, making each system less financially viable; as Cirasino and others
(2006) points out, that is often the case in Latin America. The economics are fur-
ther complicated by a two-sided market effect regarding payment networks: the
number of users is linked to the number of places at which they can use the
instruments and the number of places is in turn linked to the number of users.
That effect raises the risk of coordination failure.35 It is therefore quite possible
that while new infrastructure is both technologically and even economically fea-
sible, it may fail to be widely deployed in practice. 

Porteous (2006b) finds that the barriers to growth identified by four current
m-banking providers in Africa are in fact similar to those found in developed
countries. The study groups these into issues related to business model, such as 

—The speed and nature of customer adoption. Will customers trust the mech-
anisms and find them simple and convenient enough to use on scale? That uncer-
tainty is common to all new service offerings, although perhaps the trust issue is
heightened for financial services.

—Interoperability. Will different means of making payment transactions be
interoperable, so as to achieve greater scale? That, of course, is applicable only in
markets in which infrastructure already exists. 

However, there also are regulatory and policy obstacles. In particular, the study
identifies the need for a policy and regulatory environment that is both suffi-
ciently open to allow for trying out innovative approaches and sufficiently certain
(that is, subject to no arbitrary changes) that the initial investment will be made;
further investment then will be needed to take successful approaches to scale.
While many low-income countries may start from a position that is more open
(due to the absence of prohibitive regulations), more certainty may be needed
before significant infrastructural investment takes place; equally, middle-income
countries may have more certainty but be less open to the full range of experi-
mentation necessary to find appropriate competitive offerings. The contrasting
positions are shown in figure 6-5 below.
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35. For a recent summary of the academic literature on two-sided markets, such as payment cards, see
Jean-Charles Rochet and Jean Tirole, “Two-Sided Markets: A Progress Report,” November 29, 2005
(http://idei.fr/doc/wp/2005/2sided_markets.pdf [May 22, 2007]).
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Creating an enabling environment for the deployment of new infrastructure
means that regulators must strike an appropriate balance between openness and
certainty. That may require regulations to be loosened in some cases and intro-
duced in others. Even then, regulatory change may be a necessary but not suffi-
cient action.

The development of correspondent banks in Brazil provides a useful example.
The Brazilian Central Bank passed new regulations in 1999 that allowed the
appointment of correspondents, creating the initial openness and certainty nec-
essary for banks to develop correspondent networks, although initially on a lim-
ited basis. Since then, the regulatory framework has evolved to become even more
open—allowing agency relationships for more classes of institution and for all
areas of the country. In Brazil, the passage of enabling regulations was clearly a
necessary condition for the take-off of correspondent relationships; however, it
may not have been sufficient. Kumar and others (2006) points to other factors
that combined to increase the appeal of agency relationships to banks, such as pre-
scriptive labor laws and regulations that imposed high standards and therefore
costs on bank branches. 

Clearly the role of regulators will differ in different contexts. While Cirasino
and others (2006) suggests that institutional arrangements, including direct inter-
vention by the regulator, may be a less significant factor in explaining take-up of
electronic instruments in Europe, they take pains to justify a stronger catalytic
and facilitative role for regulators in the context of developing country markets
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Figure 6-5. Moving toward an Enabling Environment
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such as those in Latin America and the Caribbean, where more market and coor-
dination failures occur. Even in their description of the slow rollout of SEPA in
Europe following the hands-off approach of European regulators, they leave open
the possibility that a more active role may be required there too in order to meet
the agreed-on target: that a critical mass of transactions in Europe will migrate to
SEPA instruments, making the process irreversible.

Developed and Developing Countries: Is Leapfrogging Possible? 

By contrasting developments in retail payment systems in Europe with those in
Latin America and the Caribbean, Cirasino and others (2006) highlights the
differences in this area between developed and developing countries. To be sure,
they also describe the large differences within the European Union and how the
SEPA project has struggled to make progress toward agreed deadlines for a com-
mon euro-zone payments area. However, the problems in Latin America and
the Caribbean are more deeply ingrained: heavy use of expensive paper instru-
ments like checks is still common, and automated clearing houses (ACH) have
only recently been established in some countries for clearing retail electronic
payment instruments among banks. Although Brazil has a well-developed bank-
ing system, Cirasino and his colleagues note fundamental problems with the
retail payment systems there, such as lack of interoperability, which could hin-
der the viability of correspondent networks going forward or at least increase
their cost unnecessarily. The Brazilian Central Bank has focused until recently
on the wholesale payment system of the country, including building a real-time
gross settlement system, but it is now embarking on a second phase with the
explicit purpose of improving the efficiency and extending the coverage of the
retail payment system.

Although developing countries start with less financial infrastructure for elec-
tronic payments, can they leapfrog some of the waves of development mentioned
previously? Leapfrogging in the field of e-finance was identified as a prospect in
Claessens, Glaessner, and Klingebiel (2001). 

In this context, leapfrogging may carry two meanings, relative or absolute.
First, the earlier adoption of later generations of technology may make it unnec-
essary to deploy older-generation technology. Developing countries therefore may
bypass stages on the path traversed by developed countries and move relatively
sooner onto lower-cost, more efficient technology platforms. Second, leapfrog-
ging in an absolute sense means that developing countries can bypass the current
stage of developed countries by their more rapid adoption of new-generation
infrastructure. 
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The ability to obtain cash back or to pay bills at the point of sale has been
available for a while in many developed countries. The rapid growth of the cor-
respondent network in Brazil, which offers similar features, is therefore not
leapfrogging in the second or absolute sense. However, it may mean that Brazil is
able to deploy fewer ATMs than it would otherwise. In fact, as figure 6-4 shows,
ATM rollout has proceeded in parallel with the growth of the correspondent net-
work in Brazil. However, in countries that are less developed than Brazil, where
ATMs may be less affordable, it is possible that the rollout of EFT POS networks
will have this relative leapfrogging effect.

A stronger candidate for leapfrogging is the rapid deployment of m-banking
using the expanding mobile phone infrastructure. That would displace demand
for ATMs and EFT POS, since anyone with a mobile phone may in theory offer
cash in exchange for a real-time electronic credit transfer. Furthermore, since so
far m-banking has been slow to develop in most rich countries because of the
alternatives available, developing countries may come to lead in this area. Even
here, absolute leapfrogging may not happen because, after all, m-banking is start-
ing to grow fast in certain developed countries, such as Japan and Korea. How-
ever, in those countries, most m-banking customers already are banked, so the
mobile phone is an add-on channel. Truly transformational models of m-banking
targeting the unbanked are more likely to originate in countries with a large
unbanked market. They may then be applied to unbanked populations in devel-
oped countries.

Porteous (2006b) considers an emerging question within the m-banking wave
about an approach that could be transformational and would constitute leapfrog-
ging if widely adopted: Will airtime itself become a virtual currency in develop-
ing countries? Mobile operators increasingly offer person-to-person transfers of
airtime, which enable one person to top-up the airtime balance of another user on
the same network, for a small fee. The transfer of airtime in that way may func-
tion as a remittance. So far, only anecdotal evidence exists of such use: in 2005,
the Economist carried the story of a woman in the Democratic Republic of Congo
(DRC) settling a bribe to officials in another part of the country by sending them
airtime.36 In countries like DRC where safe, fast, convenient payment infrastruc-
ture is very limited, the attractions of airtime transfers as a substitute are obvious. 

In fact, airtime balances share to some extent the underlying features of money:
they are denominated in a common unit of account, they are a store of value
(within airtime expiry windows at least), and may be a medium of exchange (at
least among users on the same network). However, unless and until airtime itself
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is accepted widely in place of cash, a major impediment to its usefulness as a
medium of exchange may be the cost of redeeming it for cash: because networks
pay a substantial commission, often 15 percent to vendors on the sale of “new” air-
time, the same vendors will be reluctant to buy or accept “second-hand” airtime at
face value. Sales or other taxes on airtime further exacerbate the wedge between
cash value and face value. However, a discount of the magnitude of 15 to 20 per-
cent on cashing a small remittance would not be out of line with the costs of remit-
tances on many international corridors today. If airtime were increasingly remain-
ing in circulation longer, rather than being consumed quickly, presumably the
holding time on prepaid balances would lengthen. It would be an interesting exer-
cise to monitor the extent to which this is happening, especially in low-income
countries where there are few competitive alternatives.

If airtime does indeed become accepted as money in some places, then the
issue identified earlier of how to supervise e-money issuers and holders becomes
more pressing still. 

Conclusion 

Developments in information and communications technology have enabled
great changes in the infrastructure of retail financial services over the past fifty
years. There have been five successive waves of infrastructure development affect-
ing retail distribution:

—First, the implementation of core banking systems from the 1950s onward,
which enabled banks to process electronic transactions with consumers, between
branches, and with other banks 

—Second, the deployment of automated teller machines, which expanded
delivery of basic banking services beyond bank branches and regular banking
hours 

—Third, the rollout of electronic point-of-sale devices, which enabled mer-
chants to accept debit card transactions and to provide cash back 

—Fourth, the development of Internet banking from the mid-1990s, which
brought convenient at-home access to consumers with Internet service

—Fifth, mobile banking, the most recent deployment, which currently is most
advanced in certain Asian markets, such as Japan and the Philippines, although
pioneering deployments also are available in Africa.

This chapter has focused especially on how the rollout of electronic retail pay-
ment infrastructure enables branchless banking, especially through electronic
point-of-sale and mobile banking infrastructure. To integrate the underlying
papers, four main questions have been asked and answered. 
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How does the rollout of infrastructure affect access to financial services? 
Because of the economies of scale possible on retail payment infrastructure,

the cost to the provider of each transaction is reduced. The lower cost per trans-
action, together with the availability and reliability of new communications
technology, enables providers to offer more points of service, increasing conve-
nient access for customers. In addition, the new infrastructure allows new rela-
tionships to be formed—between agents and principals for deposit taking—and
new players to enter the arena of basic banking in ways that can reduce the end
cost to the customer.

Can unbanked people use new electronic infrastructure?
Although the reasons why consumers choose to use certain payment instru-

ments are not well known in general, there is evidence from Brazil that low-
income people, including the previously unbanked, use the correspondent net-
work for payments, deposits, and withdrawals from basic bank accounts. There
is no systematic evidence that the technology per se discriminates against poorer
people; rather, they, like all consumers, seek the safe, convenient, fast, and cheap
financial service offerings that appropriate technology can offer.

What constrains the rollout or adoption of electronic instruments?
Infrastructure requires a high initial fixed investment, which increases the risk

of its deployment, especially if future volumes are uncertain or interoperability
with existing infrastructure is unlikely. Retail payment systems also are subject to
positive network externalities that may slow initial rollout but accelerate it in later
phases. In general, an enabling environment is needed in which there is both suf-
ficient openness to innovation and sufficient certainty to encourage providers to
invest the necessary capital in a new offering. 

How are developed and developing countries different or similar?
Developing countries have the opportunity to accelerate through certain phases

in the deployment of infrastructure that already have occurred in developed coun-
tries. For example, as cash becomes widely available at the point of sale at a mer-
chant’s premises, the need to deploy ATMs may be significantly reduced. Devel-
oping countries may even move ahead of developed countries in the use of
m-banking because of the demand created by lack of competing earlier-generation
alternatives. In some developing countries, it is even possible that electronic money
issued by telcos (in the form of prepaid airtime balances) will become widely used
as a medium of exchange.

The rollout of new electronic retail payments infrastructure is changing access
to financial services in developed and developing countries alike. The new deploy-
ments have the potential to significantly improve access, and there is some evi-
dence that some—for example, correspondent banks in Brazil—already are being
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used by low-income people. Even there, some caution is warranted since the over-
whelming usage to date has been for payments only, not wider forms of financial
services such as savings or credit, although these too are starting to grow.

In general, there are still large gaps in current understanding of the use of new
payment infrastructure, such as the factors influencing the choice of payment
instruments by consumers in general and unbanked consumers in particular.
Research on these questions has significantly accelerated in developed countries in
recent years. The answers in developing countries may be quite different, since
the range of choices is less. However, financial products that are “safe, fast, con-
venient, and cheap,” in the words of Sarpeshkar, are likely to be well received
everywhere.

In the sense used here, infrastructure has meant the use of ICT to support new
models of distribution of financial services. However, the term may be used at a
still more basic level. Arguably, basic financial infrastructure today includes the
provision of acceptable unique identifiers such as national identity numbers or,
failing that, some other form of unique identifier that advances in biometric tech-
nology have made possible. Increased demand for unique identification from gov-
ernments for national security purposes is likely to accelerate the process of adopt-
ing national identification systems in countries currently without them and of
stabilizing biometric recognition technology so that it will become more reliable
for use in financial transactions.

But there is a still deeper possible meaning of infrastructure. As bank accounts
become more widespread, they themselves become basic infrastructure: for pay-
ments from person to person and even from government to person and certainly
for access to enhanced financial services such as savings, insurance, and credit,
whether or not from the same provider. For example, the electronic transaction
record provided by a basic bank account may be used for credit scoring to assess
and price risk when a customer has no collateral for a loan. Such advantages are
the basis of the growing debate over whether a special role for the state is justified
in mandating or supporting provision of basic banking services. 

One should at least raise the question of whether a basic bank account, enabled
by ICT, has not itself become a part of the infrastructure of modern society. If so,
it is especially important that cost-effective models of deployment of infrastruc-
ture be found to enable its rollout on a sustainable basis. To date, governments
often have effectively subsidized the provision of basic financial services through
the operations of state-owned retail institutions such as post banks. However,
even postal infrastructure may be operated privately for financial services, as in the
case of Banco Bradesco in Brazil today. The role of the state in the retail financial
system has declined in many countries over the past decade. As shown in the
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paper presented by Kempson at the conference, governments in developed coun-
tries have taken other approaches toward the provision of basic bank accounts—
imposing universal service obligations, for example, which require banks to open
new accounts for all who ask for them.37

In developing countries, where the majority of people currently are unbanked,
such universal obligations may be too costly for the banking system to bear. But
by reducing cost per transaction, the deployment of new generations of ICT tech-
nology, including EFT POS and m-banking, makes it more feasible and therefore
likely that the functionality of formal financial services will be extended to more
people than ever before in the years to come.
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143

Government Policies to
Expand Financial Access

7

This conference brought together a wide range of experts on promot-
ing financial access, including through nongovernmental organizations, the

for-profit sector, and governments. This chapter provides a systematic framework
for understanding government policy. In doing so, it draws in part on presen-
tations from two panels at the conference, made by academic experts, nonprofit
practitioners, representatives of international organizations, and government pol-
icymakers.1 Given the breadth of the topic area and the number of presentations,
the chapter does not extensively summarize each paper, but it does refer to the
presentations in the course of discussing government strategies. The central theme
of the chapter, consistent with the themes of the conference, from the opening
remarks by Raghu Rajan to the closing remarks by this author, is that a focus on
microfinance institutions is not enough.2 Microfinance is a function, not an insti-
tution, and the role of government policy is to develop financial systems that
broadly serve society, including the poor.3

michael s. barr
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Domestic financial policies can help to deepen domestic financial markets,
thereby contributing broadly to economic growth, which can under some cir-
cumstances contribute to poverty alleviation.4 Credit constraints, for example,
affect the poor more deeply than they do the rich, who can rely on relationships
and assets in the face of information-poor and legally weak markets. Removal of
credit constraints through broad financial and legal reforms, enforcement of cred-
itor rights, and the like could therefore contribute to the ability of all households,
including poor households, to access credit. That in turn could help poor house-
holds leverage their labor into asset accumulation and other goals; they also might
benefit indirectly from economic growth more generally as a result of financial
and legal reforms that contribute to financial deepening. World Bank research
suggests that financial development does help to reduce income inequality.5

Despite the potential for financial development to contribute to poverty alle-
viation, it does not necessarily do so. As a theoretical matter, financial develop-
ment can be structured to benefit the rich more than the poor, and as a practical
matter that is often the case.6 Moreover, financial sector growth without the
appropriate legal and regulatory structures can lead to financial crises that harm
the poor the most.7 In addition, many financial systems remain closed clubs, in
which those with access and assets can obtain financial services and those without
cannot. In countries with weak legal and financial infrastructure, it is quite diffi-
cult for financial institutions to reach out to serve the general population because
it is more difficult to monitor and enforce credit and other financial contracts; at
the same time, elites who benefit from the current financial structure in such
countries often block reforms that would broaden the financial base.8 Even where
financial reforms are undertaken, poor households are a special challenge because
of the difficulty of overcoming the high fixed costs of financial intermediation
given small-scale transactions or loans; the difficulty of finding functional substi-
tutes for collateral; and the necessity of finding means of proving creditworthiness
besides traditional measures of income, assets, prior loan history, and bank ac-
count ownership. How can the financial sector overcome these problems?

Microfinance can be seen as part of the solution.9 Increasingly, microfinance
institutions and other types of institutions are providing the range of financial ser-
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vices that low-income households need. There is increasing recognition that im-
proving access to finance for poor households may provide positive benefits in
terms of reduced costs and improved real financial outcomes for low-income
households. Better financial services may help households to weather shocks to
consumption, for example, or help them to accumulate savings.

Which dimensions of access should be cause for concern? High-cost financial
services, barriers to saving, lack of insurance, and credit constraints may contribute
to poverty and other socioeconomic problems. Low-income individuals often lack
access to financial services from banks and therefore turn to much more expensive,
alternative providers of financial services. Lack of access to credit and insurance
leaves many low-income individuals vulnerable to emergencies that may endanger
their financial stability. The lack of longer-term savings may undermine their abil-
ity to invest in human capital, purchase a home, and build assets. More generally,
heavy reliance on alternative financial services providers is costly. Taken together,
these barriers to financial access contribute to the conditions that keep households
in poverty. 

Financial services, savings, credit, and insurance are interrelated. Financial ser-
vices such as bank accounts can provide a gateway to saving or serve as an obsta-
cle to saving, depending on the structure and pricing of products and services.
Saving both assists in asset accumulation and operates as a form of self-insurance.
Insurance smoothes income and consumption and protects savings and income
against catastrophic shocks, but it also acts as a substitute for savings and thus
provides incentives not to save. Credit can assist asset accumulation, smooth in-
come and consumption, and provide insurance against income shocks, but im-
prudent borrowing can destroy asset creation and block access to savings vehicles
such as bank accounts.

Financial access problems might arise in a variety of contexts, related to house-
hold needs for credit, savings, payments, and insurance. As noted at the World
Bank–Brookings conference “Access to Finance: Building Inclusive Financial Sys-
tems,” many low-income households need access to efficient, low-cost means to
receive income, store its value, and make payments; access to a ready mechanism for
saving, both as a cushion against short-term emergencies and for longer-term goals,
including asset building; access to insurance with respect to life’s key risks; and
access to credit on reasonable terms. Increasingly, a range of financial service
providers are beginning to offer these microfinance functions. As noted in this vol-
ume, microfinance is emerging as an effective private sector response to client needs,
and it may be able to reach scale and perhaps also achieve self-sustainability, at least
in some contexts for some institutions, over the long term.
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What, then, is the role of government in financial access? Broadly speaking, one
goal of domestic financial reforms can be to help extend the reach of financial
markets to include lower-income households. Reforms could encompass both
broad-based legal and financial initiatives that serve to create a strong backbone
and enabling environment for financial sector development, as, for example,
through capital requirements and competent prudential supervision of depository
institutions, as well as targeted initiatives designed to increase the likelihood that
the financial sector will extend deeper into the income base.10

In the past, government policies had focused on directed lending through state-
owned banks. Those policies generally failed. (See chapter 5 of this volume.)
Government-owned banks usually lacked market discipline and expertise and
often sacrificed financial soundness in favor of the short-term political benefits of
expansive lending. Many such institutions suffered from cronyism and corrup-
tion. Large sums of public resources often were expended, and many countries
offered long-running, nontransparent public subsidies. Empirical evidence sug-
gests that government-owned banking in general is associated with weaker finan-
cial systems and lower levels of growth.11 This chapter takes that analysis of devel-
opment history as a given and argues that the failures of government-owned
banking suggest a different approach. Governments do have an important role to
play in financial access, but not as direct providers of financial services. Rather,
government policy can help enable the private sector to serve the poor.

Consistent with the approaches outlined here, Henriette Keijzer’s presentation
at the 2006 conference focused on the United Nation’s “Blue Book” (entitled
Building Inclusive Financial Sectors for Development).12 The Blue Book suggests
that countries should develop a “coherent government policy stance fostering a
competitive and fair financial sector.” She argued that such a policy includes
sound macroeconomic policies to promote stability; a regulatory framework that
permits all types of institutions to serve low-income households; recognition that
the private sector should lead; development of a strong supervisory capacity; and
a deepening of a financial infrastructure that “increases risk mitigation, trans-
parency and efficiency, reduces costs, and enhances innovation.” The Blue Book
suggests, however, that there remains significant debate over interest rate ceilings,
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subsidized lending, and other matters. Thus the Blue Book suggests a range of
options for governments to pursue in different national circumstances. To explore
these options, the Blue Book suggests that governments conduct detailed finan-
cial sector assessments, including gathering data on household access to finance,
an assessment of the legal framework and financial infrastructure requirements,
and an honest evaluation of human and institutional capacity and constraints.

This chapter analyzes the role of government policy in financial access, begin-
ning with an analysis of the central problems that government policies ought to
address. The chapter then explores different models of government policy:

—Creating a strong legal, financial, and technological backbone and enabling
environment for a well-functioning financial system

—Prohibiting conduct among providers of financial services that fosters social
and economic exclusion based on certain characteristics, such as race, gender, and
ethnicity

—Requiring disclosure of financial sector information to increase market effi-
ciency or to reinforce other legal or social norms

—Affirmatively obligating the financial sector to serve low-income households
by offering basic bank accounts or adopting appropriate lending standards

—Regulating prices, products, or services directly
—Providing a range of subsidies—programmatic, risk-sharing, tax, and the

like—to encourage the financial sector to serve low-income households
—Promoting positive household financial behaviors, such as saving, through

opt-out rules and other institutional mechanisms
—Encouraging changes in bank practices through legislation underpinning

voluntary codes, enforced through industry or government monitoring.
The chapter then discusses the trade-offs inherent in these approaches and

concludes with directions for both future policy and further research.

Defining the Problem 

The determinants of financial development and its role in economic growth and
poverty alleviation have beguiled researchers and policymakers for some time.
This chapter does not purport to evaluate such research in any depth; it intends
only to suggest a typology for understanding the topic and to encapsulate some
important lessons. The topic can cover a range of issues, from helping to expand
the economy in the developing world in order to promote poverty alleviation to
developing initiatives designed specifically to broaden the access of poor house-
holds in the developed and developing worlds to financial services. Each of the

government policies to expand financial access 147

07-0839-1-CH 07  8/29/07  2:41 PM  Page 147



problems and potential solutions might be arrayed along parameters relating to
constraints on supply and demand in financial services.13

Legal Infrastructure 

Weak legal infrastructure can undermine financial development in a variety of
ways. For example, weak contract enforcement and the lack of an independent
judiciary or a functioning system of justice drive up the cost of private monitor-
ing and enforcement and make it difficult for parties to enter into any arm’s-
length transaction. Weak property rights can make it hard for borrowers to offer
collateral, thus restricting the supply of credit. Ineffectual creditor rights and
secured lending laws or badly designed bankruptcy systems can undermine the
willingness of lenders to lend because they will not be able to collect debts at a rea-
sonable cost in the event of nonpayment. In sum, a functioning legal system—
not just the right laws—may be essential for broad-based economic growth.

Financial Regulatory Infrastructure 

In addition to a functioning legal system, financial development requires the partic-
ulars of a functioning financial system. That requirement obligates the government
to avoid certain things, such as lowering productivity and economic growth by
directly owning and managing the banking system, reinforcing crony capitalism by
lending to elites and insiders on preferential terms, imposing excessive interest rate
controls that choke off credit unnecessarily, and taking bribes or kickbacks for pro-
viding government services, among other actions. Having a sound financial infra-
structure also requires governments to do many things right: for example, having a
sound domestic system of financial intermediation through depository institutions
requires skilled prudential supervision, a system of honest accounting and financial
disclosure, enforcement of rules regarding corporate governance, and enforcement of
capital adequacy and other essential banking laws. It may require government poli-
cies that enforce open competition or, at least, eliminate barriers to it. On occasion,
where network or information externalities are strongly present, as in payment sys-
tems or credit bureaus, it may also mean government sponsorship or encouragement
of the development of such payment system or credit reporting networks. 

Market Failures in Credit Markets 

Even when countries have well-functioning legal and financial systems, market
failures can limit access to finance for portions of society. Information asymme-
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tries, in which lenders lack sufficient information to fully distinguish creditwor-
thy from uncreditworthy borrowers, can result in credit rationing of creditworthy
borrowers.14 Information externalities, which exist when creditors cannot fully
recoup the costs of gathering information about creditworthy borrowers because
other lenders can use the information generated to lend, can undermine lending
incentives and cause credit constraints.15 That is true particularly in “thin” mar-
kets, which have few transactions, because the efficiency of bank lending is in part
a function of “market thickness.”16 Incomplete markets can remain stalled, lack-
ing sufficient volume and liquidity to attract new entrants.17 Problems of collec-
tive action exacerbate information externalities and may delay entry into devel-
oping markets.18 Agency costs, including the costs of monitoring and control, can
make it difficult to align the corporate interest in profitable lending with the
behavior of loan agents if the agents have other interests, such as, for example, a
desire not to serve socially excluded classes of households. The social benefits of
private lending may exceed the private benefits: for example, expanding lending
to homeowners can improve adjacent property values, yet private lenders will
take into account only private benefits in making their lending decisions.19 Net-
work externalities intrinsic to payment systems—such as the electronic infra-
structure for retail transactions—may prevent their broad adoption by the private
sector despite societal benefits.20

Of course, the presence of market failures is an insufficient determinant of
policy. The government may be ill equipped to intervene and may choose strate-
gies that make the problem worse or whose costs exceed the value of their bene-
fits. Government agencies might not possess the information needed to regulate
effectively, or they may not be able to induce the private sector to respond as they
wish; the bureaucracy might not faithfully execute the laws; or the political
process might lead the legislature to create laws that improperly favor the regu-
lated entities or some other preferred groups.21 A proposed government policy
might make sense, but that does not tell policymakers whether it ought in fact to
be pursued in any given context.
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Banking Exclusion 

While levels of access and barriers to entering the banking system vary widely across
countries in the developed and developing world, some common barriers exist.22

First, regular checking accounts may not make economic sense for many low-
income families. Consumers who cannot meet account balance minimums often
pay high monthly fees. In addition, nearly all banks levy high charges for bounced
checks or overdrafts, charges that low-income families with little or no savings face
a high risk of paying and can ill afford. Moreover, banks hold checks for days before
crediting the deposit of funds; for low-income customers, the wait may not be prac-
tical. These features of traditional bank accounts are key drivers in keeping the
unbanked out of the banking system in both worlds.23 Banks have weak incentives
to offer bank accounts that are tailored to low-income households, because they do
not anticipate that the poor will accumulate large enough savings to offset the fixed
cost of account provision. Thus a focus of policy has been on reducing the costs of
account provision through technology and at times through subsidy. 

A second barrier comes from the difficulties that many unbanked persons
have in qualifying for conventional bank accounts because of past problems with
the banking system. Most banks will not open a regular checking account for an
individual who has written too many checks with insufficient funds or failed to
pay overdraft fees. While some individuals with past account problems undoubt-
edly pose high risks, many people could responsibly use no-overdraft bank ac-
counts. By eliminating the possibility of overdraft associated with conventional
checking, debit card accounts could help consumers avoid high fees and help
banks avoid the risk of nonpayment. Debit card accounts also are less costly for
banks to offer. 

Third, while many communities contain adequate numbers of banks, in some
low-income neighborhoods in the developed world and in many communities in
the developing world, banks are not readily accessible. Fourth, for some low-
income households, lack of financial education is a significant barrier to personal
financial stability. Fifth, immigrants in some countries may have difficulty sup-
plying the documentation required to open an account either because they lack
documentation or may be reluctant to supply it because they fear that deposito-
ries will police immigration laws. As Jennifer Isern pointed out in the conference,
documentation requirements may be made stricter by the “know your customer”
rules and other bank security provisions that governments have strengthened to
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combat money laundering and terrorist financing.24 Isern argues that these re-
quirements can result in higher costs and restrictive requirements for serving poor
households. Documentation requirements can dissuade prospective customers
from moving into the mainstream banking system, or they can simply be impos-
sible for poor households in many countries to meet. The higher costs associated
with compliance with the new requirements make the profitability hurdles for
financial institutions more difficult to meet in serving poor clientele. Isern sug-
gests that countries adopt more flexible approaches that balance security concerns
with the particular needs of low-income clientele. In her judgment, by focusing
on higher-risk transactions, governments can more efficiently target enforcement
resources, while permitting financial institutions to accept a broader range of doc-
umentation for account opening. Isern points to South Africa’s success with docu-
mentation for the Mzansi account, as well as the decision of the Financial Services
Authority in the United Kingdom to provide guidance to banks on more flexible
use of documentation to ensure that any uncertainty surrounding documentation
requirements did not dissuade banks from serving the poor.

Legal and Financial Infrastructure Reforms 

It has long been thought that legal institutions and good governance are impor-
tant for economic development. Stale discussions about the importance of law in
development from a generation ago have largely given way to richly textured
debates about what forms of law, of law enforcement, and of public administra-
tion and other institutions might improve economic growth and for whom.25

Unfortunately, however, legal institutions often are quite difficult to change. Part
of the problem may stem from the fact that the meaning of “legal institution”
encompasses the basic structures of society itself—its norms, values, and social
order—which are not directly amenable to change. Part of the problem may stem
from the fact that legal reform has political and economic distributional conse-
quences and that elites often block reform for that reason. Part of the problem
may stem from the fact that societies lack the competencies required to effectu-
ate reforms and govern, even if policy changes are forthcoming. And part of the
problem may stem from the fact that it is often quite difficult to prescribe reforms
that would be effective across a wide range of countries. Furthermore, when
reform efforts are initiated from outside, they may be seen as especially lacking in
normative legitimacy and thus may be more inclined to fail.26
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Still, there is agreement that a functioning legal and financial regulatory system
is a bedrock requirement for a sound financial system and economic growth.27

Legal reforms with respect to property rights, contract enforcement, functioning
and independent courts, and basic competence and honesty in governance play a
major role in financial development. Such broad reforms cannot be fully explored
in this chapter, but a few basic observations are in order.

As Ken Dam argued in his presentation to the conference and has subse-
quently expanded into a brilliant book, functioning credit markets require a func-
tioning legal system, including a system of enforcement of secured credit and
bankruptcy.28 Having enforceable secured credit laws permits lenders to engage in
arm’s-length transactions with borrowers who have collateral. Commercial law
provides creditors with rights that can be enforced against collateral, through
both self-help and the aid of courts, under circumstances of nonpayment far short
of the bankruptcy of the debtor. Dam demonstrates that secured credit systems
often are weak in the developing world with regard to real estate and other assets
that businesses often need to pledge to obtain credit, such as machinery and
moveable property generally. Dam also shows the importance of having credit
registries in which security interests can be recorded. 

A legal system also needs reasonable bankruptcy laws that permit creditors to
recover debts when appropriate within a reasonable time. Dam demonstrates that
in many developing countries, weak bankruptcy laws, delays in the justice system,
lack of an independent judiciary, and corruption all work to make bankruptcy
systems unworkable. In such countries, lenders cannot recover when loans go bad,
so they will not make many loans to the private sector in the first place. Lower lev-
els of credit mean that fewer new businesses enter the market. Moreover, Dam
argues, an efficient bankruptcy system facilitates efficient exit of failing businesses
from the market, improving overall productivity in the economy. In countries lack-
ing an effective judiciary, having a bankruptcy system that puts great discretionary
power in the hands of the courts may be counterproductive, and Dam urges that
alternatives be pursued that rely more on workouts led by the private sector.

With respect to the financial sector more specifically, prudential supervision
and capital regulation can play a significant part in facilitating access to financial
services while maintaining a stable banking and financial system.29 Again,
although broad treatment of prudential matters is beyond the scope of the chap-
ter, it may be useful to analyze the prudential supervision issues that may also arise
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with respect to microfinance institutions. Microfinance institutions have pre-
sented challenges to developing country regulatory systems. Because microfinance
institutions come in a range of organizational types and sizes and offer a wide
variety of different services, regulatory schemes need to be flexible, adaptive, and
appropriately tailored to different contexts.30

With regard to deposit taking, microfinance institutions are broadly catego-
rized in two groups. For a long time some microfinance institutions have required
cash balances to be maintained by borrowers as a form of collateral, earnest
money, or a demonstration of ability to repay. Other institutions have served
more broadly to mobilize the savings of poor communities as an end in itself or
as a source of funding for credit provision and other operations. As microfinance
institutions increasingly look to diversify their sources of funding through retail
deposit taking, there has been a concomitant rise in interest in the most appro-
priate ways to supervise and regulate microfinance institutions. Such distinct
approaches to lending present challenges for governments in creating fledgling
regulatory regimes.

As an initial matter, microfinance regulation, at least in terms of prudential
supervision, generally ought to be reserved for institutions that take retail deposits
besides the small deposits of earnest money that some of them collect from their
borrowers.31 Moreover, small rural microfinance institutions, even those that ac-
cept small levels of deposits, would be difficult to supervise effectively in many
countries; such institutions may be better off left unregulated, if the regulations
cannot be tailored to be reasonably cost effective for both regulators and the insti-
tutions. If regulatory costs make such institutions nonviable, depositors may be
forced to invest their savings in higher-risk mechanisms (such as livestock) or to
keep cash under their mattress.32 The volatility, geographic and sector concentra-
tion, fast growth, and low capital of many microfinance institutions may mean
that regulators would need to require high capital adequacy ratios for deposit-
taking institutions.33 Because prudential regulation is hard to do well, donors,
international financial institutions, and microfinance institutions ought to think
about strategies that would delay the need for governments to implement such
regulation, while long-range planning is undertaken on effective approaches. For
example, microfinance organizations could choose not to fund themselves directly
with deposits but to serve as deposit takers for supervised depositories that could
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then lend to microfinance institutions more cheaply, or the depositories could pay
fees in exchange for deposit funds. Donors could also encourage microfinance
institutions to adopt risk-mitigation measures, such as pooled loan loss funds.34

The challenges of extending supervision to large numbers of often quite small
microfinance institutions would be enormous, given the ineffectiveness of normal
supervisory tools. For example, capital calls would be more difficult, given that
equity may consist entirely of donor grants, and stop-lending orders would
undermine repayment in programs that rely on graduated loan ladders as an
incentive for repayment.35 Moreover, many developing countries with scarce gov-
ernment capacity will have difficulties implementing the new Basel II capital stan-
dards even for the largest commercial institutions, let alone for the microfinance
sector.36 Therefore, developing nations should be cautious about extending super-
vision beyond commercial banking and similar formally regulated depository
organizations, perhaps including only large microfinance institutions that take re-
tail deposits. A number of large microfinance institutions already are regulated
banks, credit unions, or other licensed entities. The main challenge for regulators
will be to adapt prudential supervision to the particular risks and risk-mitigation
techniques of microfinance.37

In addition to prudential supervision, countries increasingly are focusing on the
need to establish sound credit registries. Credit bureaus can help foster financial
deepening by reducing information asymmetries, permitting low-income con-
sumers without physical collateral to develop “reputation collateral.”38 Because the
private returns to banks from information sharing are lower than the social returns,
particularly in thin (developing) markets and because the elites who are current
customers of banks benefit from a closed system,39 it often is difficult for many
countries to develop wholly voluntary functioning credit reporting systems. In a
number of developing countries, public credit bureaus were created in the 1990s
only after massive economic shocks to the financial system or, conversely, only
after long periods of economic stability, during which the lack of credit bureaus
may have delayed rapid growth.40
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Moreover, good credit bureaus are hard to build. In many countries, one needs
to worry about corruption, erosion of privacy, lack of complete and accurate
credit information, and technical capacity as well as fragmented availability of
credit information and restrictions on what type of institution may use the data.41

In the United States, credit bureaus were built up voluntarily over a very long
time.42 Whether choosing a private- or government-sponsored path to creating or
strengthening credit bureaus, countries need to ensure that the full range of finan-
cial institutions have access to the credit data; that the full range of borrowers are
included in the system, including microfinance borrowers; and that both positive
and negative credit histories are recorded in the systems.43

The conference highlighted a number of examples of countries engaging in
wide-ranging legal and financial regulatory reform. For example, Colombian
Treasury official Cesar Prado in his presentation analyzed the key barriers to
financial access in Colombia: high costs because of a legal framework that requires
financial institutions to operate through branches, high costs associated with
small transactions, a legal ceiling on interest rates, a lack of reliable information
on potential borrowers, and costly security measures.44 He outlined the key new
policy framework adopted by the Colombian government to promote financial
inclusion. In particular, Prado described recent regulatory initiatives by the gov-
ernment to open up competition in the banking sector to make it easier for banks
to serve the poor.

Prado noted specifically that the government plans to permit banks to offer
their services through correspondents and argued that similar strategies by Brazil,
Peru, and India have been successful. He suggested that permitting correspon-
dents to act on behalf of banks in account opening, bill payment, remittances,
and other services will help build new retail networks. Prado pointed out that the
Colombian lottery had more than 5,000 point-of-sale terminals in more than
400 communities and that utilities were already being paid through this delivery
channel.

Prado also noted that the government was considering lifting in whole or in
part current interest rate ceilings that make it uneconomical for banks to make
loans under $500. Colombia also planned to strengthen creditor rights, focusing
in particular on secured lending, as Dam suggested; to reform its financial tax laws;
and to strengthen credit bureau reporting and consumer credit-reporting rights as
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a way of deepening access to credit. Prado argued that the government’s role is to
create an enabling environment that permits a broad range of institutions, bank-
ing and nonbanking, to serve the poor.

Government Policies Targeting Financial Exclusion 

The previous section suggests the types of government policies required to
ensure an adequate enabling environment for the financial sector generally,
including policies to foster the goal of expanding access to essential financial ser-
vices for the poor. The following discussion concerns government policies that
target financial exclusion directly. Negative prohibitions, disclosure, affirmative
obligation, product regulation, subsidy, opt-out rules, and voluntary regimes are
considered in turn.

Negative Prohibition 

In countries with a history of social exclusion based on race, gender, ethnicity, or
other factors, governments have sometimes sought to ban private sector practices
that further entrench exclusion. Although competition itself may help to dimin-
ish discrimination over the long run, biased lending can persist even in compet-
itive markets.45 Antidiscrimination laws are enacted to provide a stronger impe-
tus, through legal sanctions, for ending discrimination and to develop social
norms against such practices. Antidiscrimination laws might be thought of as
being of two types: those that ban discrimination based solely on animus and
those that also ban discrimination based on standards that on their face are neu-
tral but that adversely affect socially excluded classes and are not based on busi-
ness necessity. 

In the United States, for example, the Equal Credit Opportunity Act bans dis-
crimination of both types. Empirical evidence suggests that antidiscrimination
laws can help to reduce noneconomic barriers to the provision of financial services
where they are rooted in stereotypes or bias.46 However, since such laws focus on
racial, ethnic, or gender discrimination rather than on the goal of economic
advancement, they often have difficulty getting at hierarchical socioeconomic
problems that are highly correlated with social exclusion. Moreover, litigation is
costly, and often the expertise and information needed to evaluate whether

156 michael s. barr

45. See Becker (1971) for discussion on competition to diminish discrimination; for discussion on
biased lending, see Ross and Yinger (2002); Ayres (2001).

46. Barr (2005a).

07-0839-1-CH 07  8/29/07  2:41 PM  Page 156



lenders have discriminated is difficult to obtain, especially when borrowers need
to rely on a proprietary credit rating analysis to prove their claim.47

Disclosure 

There are two types of disclosure regimes: consumer-oriented disclosures and
public-oriented disclosures. Consumer-oriented disclosures are designed to im-
prove consumers’ ability to shop for products and services. The theory is that the
information available in credit markets is imperfect and that disclosures lower the
cost of acquiring more information and help consumers negotiate better; that in
turn leads to more competition and a more efficient market.48 In the United
States, the Truth in Lending Act embodies this approach. Under the act, creditors
have to reveal in a conspicuous and clear manner the annual percentage interest
rate of the credit and the key costs of credit. 

Two essential problems arise with a disclosure regime of this sort. First, behav-
ioral economics teaches the weakness of relying on consumer understanding to
influence consumer behavior; second, many transactions in the financial market-
place involve both complicated legal rules and complicated product structures
that even financially sophisticated parties do not fully understand. If consumers
are unlikely to understand a financial transaction and in any event are unlikely to
behave fully rationally even in the face of disclosed information, then relying on
disclosure alone may be an ineffectual response to information asymmetries.
Empirical evidence suggests that consumers do have a hard time understanding
credit disclosures, and research in behavioral economics confirms that often con-
sumers do not act on available information.49

A second type of disclosure regime uses disclosure to reveal information more
generally to the market, the general public, the media, and regulators. Such dis-
closures are not necessarily designed to improve consumer decisionmaking but to
further the enforcement of other laws or to communicate social norms. For exam-
ple, in the United States, the Home Mortgage Disclosure Act requires creditors to
reveal information publicly regarding the race, ethnicity, gender, and income of
borrowers as well as applicants for a loan who were turned down. The underly-
ing premise is that financial institutions should not base lending decisions on fac-
tors other than creditworthiness, loan terms, and property values, and that pub-
licly revealing loan decisions helps outsiders evaluate whether creditors have in
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fact based their lending decisions solely on those criteria. Public disclosure of this
type relies on market reactions, media reporting, consumer and community
group activism, legislative oversight, engagement of financial regulators, and other
public pressures to alter private sector behavior. 

The effectiveness of a public disclosure strategy rests not only on the ability to
enforce the disclosure requirement through public remedy or private sanction
but also on the other laws and social norms that the law is meant to reinforce and
on the strength of the groups and institutions that informally work toward com-
pliance with those norms. In principle, a wholly voluntary public disclosure
regime could work, if there were a sufficient social sanction (or private sector
group sanction) for failure to comply. However, public approbation alone is
unlikely to be sufficient to change corporate conduct unless shareholders and cus-
tomers have a definite view of exactly what the norm entails and care enough
about it to penalize a firm for noncompliance. Such an approach also puts great
weight on aligning the interests (and values) of managers and employees of the
firm with the societal goal; therefore, internal corporate incentive structures
would need to reward those who helped the firm meet its goals with respect to the
lending activity being publicly disclosed.

A public disclosure strategy could also risk overenforcement of a social norm
or enforcement of a norm other than the one intended. For example, if public dis-
closure data do not contain information about the creditworthiness of applicants
or borrowers, relying solely on those data to assess whether a firm is complying
with a norm against discrimination might result in claims of discrimination
where none existed. Similarly, if the data do not provide any context for assessing
creditors’ ability to lend in low-income communities, creditors might face undue
pressure to make unsound loans, when a better understanding of market context
would suggest otherwise.

Affirmative Obligation 

In some contexts, governments have gone beyond disclosure requirements and neg-
ative prohibitions on discrimination to impose affirmative obligations on financial
institutions to serve specific market segments. In theory, affirmative requirements
can help to overcome market failures—for example, by helping overcome collective
action problems from information externalities in thin markets. By essentially
requiring higher levels of competition, such requirements help markets gain liquid-
ity and volume. Some governments have required financial institutions to provide
basic bank accounts to the public. Other jurisdictions have required creditors to
seek to serve all creditworthy borrowers in their communities, regardless of the
income level of the household or community in which they live.
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For example, in the United States, the Community Reinvestment Act of 1977
(CRA) encourages federally insured banks and thrift institutions to meet the credit
needs of the entire communities that they serve, including low- and moderate-
income areas, consistent with safe and sound banking practices. Federal banking
agencies periodically examine and rate banks and thrifts on their CRA perfor-
mance and make their evaluations and ratings public. Banks and thrifts have an
incentive to seek high ratings because regulators consider their CRA record in
determining whether to approve any application they make for a “deposit facility,”
which includes mergers with or acquisitions of other depository institutions. Such
applications provide the public with an opportunity to comment on the CRA per-
formance of the institution. 

CRA promotes market thickness and solves the problem of underproduction
due to externalities by encouraging the banks and thrifts to lend anyway. Under
CRA, free riders cannot exploit collective action problems because each bank is,
in effect, required to participate in the market. Thus CRA is a form of “precom-
mitment” device that overcomes coordination problems.50 Banks know that there
will be liquidity and volume because other lenders will be looking for lending
opportunities in these markets.

Over time, the thicker the market, the less each incremental loan will produce
significant information externalities. With lower information externalities, lenders
face less of a disincentive to lend because they can capture a larger share of the ben-
efits. Furthermore, as lenders obtain information about creditworthy low-income
borrowers and develop expertise in lending to those borrowers, the transaction
costs associated with overcoming information asymmetries decrease. With lower
information asymmetries, loan prices can be reduced so that they become com-
mensurate with measurable risk, and thus adverse selection and moral hazard pose
less of a problem to reaching further into the market in low-income communities.

In addition, CRA encourages banks to support community organizations by
giving banks consideration for loans, investments, and services to community
development organizations that strengthen and revitalize local communities.
Banks need strong institutions in local communities to reduce the risk and
increase the effectiveness of their lending operations; stronger institutions, in
turn, reinforce the effectiveness of CRA in overcoming market failures. Commu-
nity-based organizations play roles analogous to those of real estate brokers, devel-
opers, and neighborhood associations by stabilizing and improving housing stock,
revitalizing local business districts, providing financial counseling, and helping to
match creditworthy borrowers with willing banks. Finally, better functioning
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credit markets increase access to homeownership for low-income borrowers,
which can increase property values for adjacent neighborhoods.51

Experience over the last decade suggests that CRA has been effective in help-
ing to overcome market failures in low-income communities.52 For example,
lenders have formed multibank community development corporations and loan
consortia and partnered with third parties to reduce risk, overcome collective
action problems, and share the costs and benefits of developing information
about low-income markets.53 Banks have invested in locally based community
development financial institutions (CDFI) to develop specialized market knowl-
edge, share risk, and explore new market opportunities. They have engaged in
marketing programs to target specific communities and experimented with more
flexible underwriting and specialized servicing techniques to determine whether
a broader range of applications could be approved without undue risk. Banks also
have funded credit counseling to improve the creditworthiness of potential bor-
rowers. Many larger institutions have developed specialized units within their
organizations that focus on the needs of low- and moderate-income communities.
These units help overcome agency costs by keeping the organization focused on
expanding its lending to low-income and minority populations and by sharing
expertise on how to do so. 

A positive lending cycle has begun in many communities. Once lenders know
that others are making loans to a community, they face less liquidity risk, gather
information more quickly, and produce positive information externalities. Econo-
metric studies have found evidence that CRA improved access to home mortgage
credit for low-income borrowers during the 1990s, when CRA regulations were
amended to focus on performance, regulatory agencies stepped up the seriousness
of their CRA reviews, and bank merger activity increased.54 CRA lending appears
to be reasonably sound. Most banks find such lending to be as profitable as other
lending, but a significant minority faces somewhat higher costs and weaker per-
formance.55 Although the evidence regarding the performance and profitability of
CRA lending is open to conflicting interpretations, it is on balance consistent
with the theory that CRA helps overcome market failures and discrimination.

However, there are real costs and dangers involved in pursuing the affirmative
obligation approach. Even in countries with a strong “rule of law” tradition, regu-
latory discretion can add significant costs to implementation. Moreover, in coun-
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tries with significant corruption, government incompetence, or lack of transparency,
bureaucratic discretion in implementing the kind of policies discussed above could
result in greater bureaucratic power and serious problems with inefficiency, bribery,
and kickbacks. Furthermore, a “command and control” approach to affirmative
obligation, requiring firms to provide specific products and services, might stifle
market innovation. In addition, in many countries, affirmative obligation has been
used not to expand access to finance for marginal households but to reinforce crony
capitalism through preferential lending to favored political, economic, or social
groups. Moreover, directed lending programs, even when undertaken to advance
the interests of socially excluded classes, often have been pursued in a heavy-handed
way by governments—which may, for example, use quotas to allocate credit,
thereby forcing creditors to make unsound loans in a weak market context to un-
creditworthy borrowers. No one is helped in the long run by an approach that
requires the abandonment of sound lending practices. Bank failures, implosions of
government loan funds, defaults, and foreclosures cause real harm to the financial
sector and to the real economy.

Product Regulation 

In many countries, governments historically have sought to delineate the terms
and conditions of financial service products. Usury laws are the most common
form of such restrictions. In economic terms, one might argue in favor of usury
laws to block the granting of credit at high interest rates because the implied
default rates would pose unacceptable social externalities. The concern with usury
laws is that they often result in credit constraints on poor (or even middle-
income) households that could otherwise afford, and benefit from, credit. Micro-
finance providers have become increasingly concerned about usury limits because
they need to rely on interest rates that are relatively high (but still lower than those
of most informal money lenders) to cover the fixed costs of financial intermedia-
tion involving small loans.

Another type of product regulation seeks to exclude certain types of loan terms
or sales practices. Such restrictions often have two intertwined motivations. On
one hand, restrictions on loan terms can enhance price disclosure and competi-
tion by focusing borrowers and creditors on the price of credit rather than on
other features of the loan that consumers may ill understand. On the other hand,
product restrictions may be thought of as a substantive judgment that certain
loan terms are inherently unreasonable. In either event, product restrictions are
based on the notion that consumers cannot fully understand or act in their own
best interests in the face of confusing terms or transactions or deceptive sales prac-
tices; moreover, in this view competition alone is insufficient to drive out such
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practices. In the United States, for example, Congress enacted the Home Own-
ership and Equity Protection Act to respond to unscrupulous practices in the
subprime home equity mortgage market. For certain “high cost” loans, the act
restricts loan terms (such as prepayment penalties and balloon payments) and
requires enhanced disclosures. Many states in the United States have passed sim-
ilar antipredatory lending laws.

Product restrictions would tend to drive more of the cost of the loan into the
annual percentage interest rate because lenders cannot use prohibited mortgage
terms to cover costs. With more of the cost of the mortgage reflected in the rate,
it is easier for consumers to understand the costs of the loan and to compare
costs. Creditors would then tend to compete more on price and less on other fac-
tors as to which consumers have difficulty making and acting on informed
choices. However, such product regulations may diminish financial access and
harm product competition and innovation to serve low-income households. Gov-
ernments may easily err by restricting products that would be advantageous or
creating new consumer confusion in the form of complicated rules regarding
product regulation. For that reason, as discussed below, there is new interest in the
possibility of establishing default (opt-in and opt-out) regimes rather than requir-
ing or prohibiting certain financial products and services.

Subsidy 

One alternative to government regulation of the types described above is to rely
on subsidies, either to the private sector or to households. At some level, subsidies
can become substitutes for regulation. If the government pays private sector par-
ticipants a sufficient amount, for example, they will look harder for creditworthy
borrowers in low-income communities in the same way that they would under a
regulatory regime. However, developing such a subsidy regime is not without dif-
ficulties. Officials would need to determine whether they could provide the
amount of subsidy necessary to have the desired effect without generating unde-
sirable windfalls to recipients. In principle, subsidies should be used “to make
marginal private costs equal marginal social costs, and to make marginal private
benefits equal to marginal social benefits.”56 In practice, that is hard to do. Sub-
stantively, it is hard to get private market actors to respond to government subsi-
dies unless the subsidies are robust. Politically, it is hard to prevent the subsidies
from becoming too robust. Previous experience suggests both that sufficient
incentives are hard to create and that windfalls would be difficult to control if the
incentives are sufficient. 
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Subsidies can be paid in a variety of ways: through government-sponsored en-
terprises and government risk-sharing systems, through supply-side investments,
and through the tax system and other means. Some of the trade-offs involved in
these various approaches are analyzed below.

government-sponsored enterprises and risk-sharing mechanisms.
Bernd Balkenhol suggested in his contribution to the conference that in princi-
ple risk-sharing mechanisms can be designed to induce creditors to provide loans
to creditworthy borrowers who are not accurately described by traditional mea-
sures of creditworthiness.57 According to this theory, risk-sharing schemes permit
lenders to familiarize themselves with low-income clientele, thus lowering infor-
mation asymmetries, which are a barrier to credit provision, and reducing infor-
mation externalities that occur when lending provides information to the mar-
ketplace about creditworthy borrowers—information whose benefits do not fully
accrue to the creditor making the loan. By engaging the private sector in reduc-
ing information asymmetries and externalities, risk-sharing schemes can operate
more efficiently, in principle, than can government-provided credit or regulation.
As Balkenhol points out, however, risk sharing may increase moral hazard and ad-
verse selection and may decrease market incentives for efficient credit provision. 

Balkenhol describes four types of ownership and governance of guarantee funds
and mutual guarantee associations designed to provide risk sharing: public guar-
antee funds, private funds, joint ventures of private and public entities, and mutual
associations. Even the fully private funds in his models have some government
engagement, often including subsidies for capitalization, user fees, loss provision,
or operations. Balkenhol’s review of the experience under the European Mutual
Guarantee Association, a large public-private joint association in Italy, and a wide
variety of public and private programs suggests that effectiveness depends on align-
ing the incentives of banks, borrowers, and guarantors; transparency; low levels of
leverage; sound pricing; and a variety of contextual factors. Balkenhol suggests
caution in transferring developed country models to the developing world. 

Implicit and explicit risk-sharing subsidies are pervasive in the U.S. home
mortgage market.58 Subsidies to home mortgage credit include government insur-
ance through the Federal Housing Administration (FHA) and Ginnie Mae (the
Government National Mortgage Association) as well as through government-
sponsored enterprises (GSEs), including Fannie Mae (the Federal National Mort-
gage Association), Freddie Mac (the Federal Home Loan Mortgage Corporation),
and the Federal Home Loan Bank (FHLB) system. 
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FHA, which operates within the federal government, insures home mortgage
loans made by private lenders in the event of default. FHA tends to serve first-
time, minority, or low-income borrowers, although at times it competes with
conventional lenders. Ginnie Mae, also within the government, provides a credit
enhancement to pools of FHA loans and places them for sale on the secondary
market. The housing GSEs—Fannie Mae, Freddie Mac, and the FHLBs—are
private institutions with government charters, created to provide liquidity to the
home mortgage market. Fannie Mae and Freddie Mac issue debt to buy and hold
mortgages in portfolio and insure mortgage-backed securities issued to investors.
The FHLBs were created to provide short-term loans to thrifts in order to stabi-
lize mortgage lending in local markets. The GSEs benefit from their relationships
with the federal government in a variety of ways; most important, they benefit
from an implicit guarantee that the federal government will intervene in the event
of financial collapse.

Government subsidies can generate windfalls for GSE shareholders and others.
GSE subsidies are not transparent, making it difficult for the public to weigh their
costs and benefits. In addition, the subsidy programs are not designed solely to
overcome the market’s failure to provide access to credit for low- and moderate-
income borrowers; therefore, some subsidy likely goes to generalized housing con-
sumption. FHA subsidies are transparent because the costs appear in the federal
budget. However, the cost of transparency is direct taxpayer liability for the FHA.
FHA may not have the management capacity and technical expertise to manage
risk as effectively as private market participants. It is certainly possible to design
subsidies far better than the ones that the United States has, but past experience
advises caution. It is difficult to design general subsidies that are effective, that
generate little windfall for recipients, and that protect taxpayers. 

payment system sponsorship. As discussed more fully by David Porteous
in chapter 6 of this volume, expanding access to electronic or wireless payment sys-
tems and distribution networks is critical to banking poor households. More wide-
spread adoption of these technologies would make electronic banking services
more attractive to the unbanked and at the same time make it less expensive and
less risky for financial institutions to expand access to the poor. Direct deposit of
income is available at low cost to employers, and it provides immediate access to
funds for employees. Online debit withdrawal at ATMs, at the point of sale, or
over cellphone networks provides a low-cost, convenient means to purchase goods
and services without the cost of paper-based systems or the risk of overdrafts. Auto-
matic bill payment and online, cellphone, or other forms of payment also could
improve the efficiency of the payment system for low-income households.
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Yet research, development, and deployment of these technologies may be lower
than is socially optimal. Payment systems carry high fixed costs, and they are
characterized by positive network externalities.59 If many buyers and sellers adopt
a given payment system, all users will be better off; however, because public ben-
efits to all users of the payment system exceed private benefits to each individual
deciding whether to use the system, this mode of payment may not be adopted
or may be adopted more slowly than is socially optimal. For that reason, govern-
ments have in many countries sponsored payment systems. A risk of government
sponsorship, however, is that a government will choose to sponsor an inefficient
technology, helping to lock in a network that does not deliver socially optimal
benefits. Government sponsorship also might diminish competition and innova-
tion in payment systems. In other contexts, private parties or associations with
sufficient market power have subsidized the network and provided for common
rules; the concern there is whether such network sponsorship results in anticom-
petitive conduct that reduces social welfare.60 It may be fruitful, therefore, to
explore government subsidies to the sector that would foster innovation and
deployment in payment systems without locking in one technology through sole
sponsorship. Competition in payment systems would mean some greater ineffi-
ciencies and cost, but it would likely bring greater innovation.

targeted supply-side subsidies. In addition to subsidies to the secondary
markets or to banks and thrifts, subsidies to specialized community development
lenders can be an important means of expanding the reach of these lenders as well
as banks and thrifts. Appropriately designed subsidies can, in principle, help to
overcome market failures and improve social welfare at a reasonable cost.

One prominent U.S. example of a targeted subsidy is the Treasury Depart-
ment’s Community Development Financial Institutions (CDFI) Fund, established
in 1994. The CDFI fund, which was designed to create a national network of
financial institutions focused on low-income communities, has provided more
than $800 million to locally based, private sector CDFIs as well as to mainstream
banks and thrifts. The fund’s investments have helped recipients increase their cap-
italization, develop stronger infrastructure and operations, and expand their reach.
The small size and scale of CDFIs suggests, however, that it would be inefficient
to switch from relying on the banking system to relying on a system based solely
on such specialized lenders; rather, CDFIs work in partnership with banks and
thrifts in serving low-income communities. In addition, CDFI funding is subject
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to the vagaries of the appropriations process, and it may be hard for community-
based institutions to rely on such sources of funding over time. Moreover, govern-
ment funding may crowd out private sector funding for such institutions and may
diminish CDFIs’ exercise of market discipline in reaching their goals.

Such targeted community development finance programs also exist in the devel-
oping world. For example, at the conference, Prado noted that the Colombian gov-
ernment had recently decided to create a small “Fund of Opportunities” along a
similar model. South Africa developed an apex fund to provide financial support to
the burgeoning microfinance field in that country. Yet Marié Kirsten argued that
the experience in South Africa with its apex fund may suggest caution.61

Another means of expanding access to basic banking services would be to pro-
vide a tax credit to financial institutions to offer a low-cost, electronic bank
account. The tax credit would cover the costs to open an account and to sustain
the account on its own cost structure thereafter.62 In principle, an in-kind supply-
side subsidy of this kind could be an efficient means of expanding access to bank-
ing services. The supply of low-cost electronic bank accounts is likely to be char-
acterized by a single fixed cost for start-up and low marginal costs for additional
accounts. Thus, after provision of the tax credit, supply is likely to be highly elas-
tic. Moreover, the danger is quite small that subsidies for low-cost banking ac-
counts would provide a windfall to banks, because few would offer such accounts
without the tax credit. Given that network externalities may slow the adoption of
technologies that would better serve the poor, the tax credits are less likely to
result in windfalls than to permit market participants to internalize network
externalities. The tax credit is likely to generate consumption externalities that
benefit society broadly because the fixed investment leads to a new form of low-
cost electronic banking accounts. Such accounts would reduce the cost to con-
sumers of cashing income checks, facilitate saving, and provide a means to pay
bills into the future.

In sum, governments should consider targeted subsidies as one strategy for
expanding access. Yet it is difficult to design such subsidies in a way that targets
recipients well, avoids windfalls to the private sector, and deals with the incentive
problems of adverse selection and moral hazard. Open-ended government guar-
antees expose taxpayers to serious liability. The lack of a level playing field for sub-
sidized and nonsubsidized entities also can create real problems for competition
and innovation. Subsidies also raise the problem of crony capitalism by favoring
entrenched elites, and they can reduce market pressure on the private sector to
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operate efficiently and soundly. Consideration of all these factors suggests the
need, if subsidies are considered, to focus on transparency, targeting, and subsi-
dies that are structured to align private sector incentives with the public pur-
pose—both in risk mitigation and in expanded access. Risk-sharing mechanisms
and subsidies can be designed with those principles in mind.

Opt-Out Rules and Other Lessons from Behavioral Economics 

Increasingly, countries are beginning to look to other models of government pol-
icy that lie between the relatively passive disclosure laws and the more intrusive
forms of government regulation. One promising area for future policy develop-
ment builds on new empirical analysis from behavioral economics. For example,
research suggests that individual choices regarding saving are profoundly affected
by psychology: mental accounting, starting points, endowment effects, and other
psychological frames of mind.63 Default rules are critical in determining whether
and how much individuals will save.64 By using default rules, governments might
encourage welfare-enhancing behavior without prohibiting other market choices.

Behavioral insights may help governments to think more critically about the
institutional contexts within which consumer choices are made. A theory of reg-
ulating that incorporates behavioral economics might suggest policies that would
help to change behavior by using institutional and contextual cues and other
techniques to alter consumer attitudes, beliefs, and understanding.65 Other regu-
latory techniques would focus on the ways in which default rules can change
behavior directly.66 For example, some countries have used opt-out rules to
encourage positive behavior in a variety of areas, from organ donation to retire-
ment contributions. If employers are required to enroll workers in automatic
retirement plans unless the worker affirmatively opts out of participating, enroll-
ment rates will be much higher, and net savings may increase.

Similar types of policies can be pursued across a range of financial service
products and services that reach lower-income households.67 For example,
employers could be required to deposit worker income checks directly into a
low-cost bank account with an automatic savings plan, unless the employee opts
out of the arrangement. Governments could provide for making tax refund and
benefit payments into a direct deposit account with savings features, again,
unless the beneficiary opts out. In the credit arena, borrowers could be provided
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with a basic, easy-to-understand credit product with a realistic payment plan,
unless they opt out. 

Such opt-out rules have the potential to help encourage positive saving and
credit behaviors without strong government intervention. This approach does,
however, have key problems. Default rules may be too weak, particularly in the
face of market pressures that may favor something other than the default opt-out
rule. Opt-out rules do not in and of themselves encourage the financial services
sector to provide the services that poor households need if such products are too
expensive to offer to low-income households; governments may have to provide
subsidies to encourage sufficient supply. For low-income households, opt-out
rules would likely need to be combined with public subsidy to provide meaning-
ful access or to generate savings at levels that would matter in their lives.

Tightly linked to advances in behavioral economics, Michael Sherraden’s pre-
sentation focused on the role of government policy in helping low-income house-
holds increase their savings rate and their asset holdings.68 Sherraden’s pioneering
work on asset-development policy in the United States has confirmed that poor
households can and do save.69 Sherraden shows that “individual development
accounts” can encourage low-income households to save for such goals as educa-
tion, small business development, and homeownership. In particular, Sherraden
demonstrated that institutional constructs—incentives, expectations, making sav-
ing easy, and other factors—meaningfully contribute to household decisionmak-
ing to save. Sherraden’s institutional design experiments complement pathbreak-
ing work in behavioral economics demonstrating that default-rules, framing, and
heuristics—not simply incentives—have powerful influence on consumer behav-
ior. Despite Sherraden’s finding that low-income households could save if given
the appropriate opportunities to do so, government policy on asset development
has historically focused on rewarding saving by middle- and upper-income house-
holds.70 Sherraden has helped change that, with important successes, for example,
in the United Kingdom with the development of the Child Trust Fund, which is
a universal, progressive matched savings program for every child starting at birth. 

Sherraden and his colleagues have now begun to experiment with asset-building
policies in the developing world, showing promising results in early work among
the poor in Uganda, Peru, Colombia, and elsewhere and generating interest in such
programs in Indonesia and South Korea. Sherraden suggests that the key next steps
include figuring out how to go to scale in vastly different political, economic, and
cultural environments—particularly when the formal financial sector is weak, badly
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regulated, or dishonest. Moreover, experimental research continues to yield new
insights into the institutional constructs required to promote savings in different
contexts. In an evolving amalgam of factors, Sherraden suggests that savings out-
comes are linked to access, information, incentives, facilitation, expectations, restric-
tions, security, and perhaps simplicity. Further refining these constructs through
real-world applications, both in the developed and developing world, is an impor-
tant challenge ahead. Sherraden and his colleagues are demonstrating how disci-
plined, engaged social science research can help to transform government policies to
promote the financial services poor households want and need.

Voluntary Regimes 

In some contexts, financial services trade organizations have developed voluntary
charters and codes to expand access to finance. In her presentation to the confer-
ence, Elaine Kempson described such systems in the United Kingdom, France,
Belgium, Germany, and other developed countries.71 In her judgment, the wholly
voluntary systems have had limited success because financial institutions have
weak incentives to promote the accounts on a wide scale and compliance with
voluntary codes is not aggressively monitored. She suggested that the Canadian
and U.K. approaches, under which voluntary incentives are stimulated by formal
legislation and enforced by regulatory or industry bodies, are preferable. Kemp-
son highlighted the work of the U.K. Treasury Financial Inclusion Taskforce, and
the conference also heard from the Taskforce’s Chairman, Brian Pomeroy, in a
keynote address. The Taskforce is helping to call attention to the problems of
financial exclusion in the United Kingdom and to galvanize government and pri-
vate sector responses. The high visibility of the Taskforce helps to put pressure on
financial institutions and government agencies alike to respond effectively. In
Kempson’s view, voluntary codes can work, but they need to be carefully moni-
tored and enforced by an independent body with real power, whether in industry
or in government.

William Knight, then commissioner of the Financial Consumer Agency of
Canada, echoed this view at the conference.72 He described Canada’s experience
under its Access to Basic Banking Service Regulations. Before Canada’s new leg-
islation, compliance with voluntary codes was “not impressive.” Under Cana-
dian law, consumers have a right to open a personal bank account and to have a
Canadian government check cashed for free at any bank, whether or not they are
a customer. The Canadian Financial Consumer Agency also conducts extensive
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financial education and outreach. Canada is now studying the effectiveness of
this new approach.

Marié Kirsten’s presentation at the 2006 conference described South Africa’s
experiences, with particular regard to the Financial Sector Charter of 2003, a vol-
untary arrangement among major financial services firms to expand access. The
charter sets out specific goals for improving access in key areas, including trans-
action accounts, savings products, life insurance products, investment pools, and
shorter-term risk insurance products. As part of the initiative, major banks com-
mitted to offer a low-cost basic bank account, the Mzansi account, now held by
more than 1.5 million poor South Africans.

Conclusion 

Trade-offs among regulatory regimes affecting financial access are unavoidable.
Experience suggests, moreover, that different policies ought to be pursued for dif-
ferent problems in different countries at different stages of legal and financial
development. Many policies that are effective in the developed world would not
work in the developing world, and many policies pursued in the developing world
would be misplaced in the developed world. Furthermore, the long history of the
“law and development” movement suggests the appropriateness of maintaining a
degree of humility in offering advice on the direction of government policies.

In countries with weak legal and financial infrastructure, priority perhaps
ought to be placed on removing government obstacles to private sector competi-
tion in providing microfinance to the poor. Long-term reforms of the legal and
financial regulatory environment are critical to economic growth and poverty
alleviation and should be pursued, but because they are so difficult, immediate
attention should be paid to aspects of government policy that prevent effective
delivery of microfinance, both by mainstream and by specialized providers. With
respect to long-term legal reforms, each country needs to develop systems that
rely on an honest assessment of government capacity, private sector market struc-
ture, and the potential role of nongovernmental organizations. With respect to
targeted policies to promote financial access, the trade-offs involved among the
approaches suggest the need again for a nuanced understanding of government
capacity, market context, and private sector initiative.

Cross-modal strategies—using one mode of government policy to reinforce
other norms—are one promising approach.73 For example, governments can use
public disclosure to reinforce norms in favor of equal access to credit for credit-
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worthy borrowers if affirmative obligation or negative prohibition is not likely to
be as fruitful or efficient in a particular country. As another example, govern-
ments can use opt-out policies to move markets toward more socially optimal sav-
ings and credit products rather than prohibiting disfavored products entirely.

This chapter explores the theoretical and practical bases for a range of govern-
ment policies. By analyzing the different modes of financial access policy—the
enabling environment, negative prohibition, affirmative obligation, disclosure,
subsidy, opt-out rules, and voluntary codes—the chapter provides a starting point
for assessing the trade-offs among these policies. Future research and experimen-
tation will enable policymakers to refine the trade-offs in particular cultural and
market contexts.
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Conclusion

8

The conference papers on which this volume is based and the discus-
sions that took place during the conference explored seven central themes

concerning financial inclusion:
—Building financial access is a process of gradually establishing meaningful

inclusion; it cannot be achieved in a single dimension or measured in simple
terms of “having” or “not having” access. 

—Work toward building an appropriate spectrum of indicators of access has
increased rapidly in recent years, but meaningful multicountry and multidimen-
sional measures that have more direct policy relevance still need to be developed. 

—Research is making it increasingly clear that expanded financial access can
increase growth, increase incomes of the poor, and reduce income inequality, but
the mechanisms by which it creates those effects remain uncertain.

—Microfinance institutions offer one path toward expanding financial access;
other “double bottom line” institutions, which adopt both profit-seeking and
social goals, can also help to expand access, using different designs to reach dif-
ferent market segments.

—Commercial and savings banks and other regulated depository institutions
can be part of the solution, as shown by successful, profitable models that rely on
innovations in delivery techniques and product design.

—Financial access is supported by innovation, competition, scale, and effi-
ciency in technology and payment infrastructure, but these goals may conflict and
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may be difficult to achieve simultaneously. For example, achieving scale may be
at odds with maintaining competition. Trade-offs are required, at least initially, to
launch new products and processes.

—Government policies can help foster or hinder financial access in a variety of
ways. There has been a paradigm shift in government support, away from direct
provision of access through government-run institutions or heavy subsidies and
toward newer methods that focus on the enabling environment and more tar-
geted approaches deploying a range of tools.

Moving Forward: An Action Plan 

Integrating the messages of this conference volume into a policy agenda going
forward is the concluding challenge. What is the future role of governments, pri-
vate financial institutions, international agencies, and researchers in fostering
expansion of financial access? Our proposals for action follow from the findings
listed above and together provide a framework for building inclusive financial
systems.

Map a Path toward Meaningful Inclusion in Financial Access 

First, there is a need for better monitoring and measurement of financial access
that takes account of its multidimensional nature, looking not only at whether a
member of society has access to an account in an institution or some specific
financial service but also at the appropriateness of the product for the segments
of society to be served. While researchers or international institutions may be
well placed to undertake this work, they would need the support of financial in-
stitutions and governments and their work would need to be integrated with
institutional and governmental efforts.

For too long, many policymakers and researchers have tended to view finan-
cial access as something to be achieved through a single act or measure or,
metaphorically, by flipping an “on/off” switch. We have measured financial access
by whether an individual has an account relationship or has received a loan with-
out inquiring about the nature of the account or the pricing or terms of the loan.
We have not inquired deeply enough into whether the product or service is well
designed to meet the financial needs of low-income households. Indeed, until
recently we rarely asked low-income households what financial services they actu-
ally wanted.

All that is changing, as researchers and policymakers—and financial services
providers, an important part of the picture—increasingly focus on understanding
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the financial service needs of low-income households.1 Financial access, after all, is
about the customer. When one asks whether financial access is improving, the
question should be framed in terms of what households or firms want and need
from financial services. There has been a good deal of progress in that regard. For
example, during the conference we heard about the work of the World Bank and
the FinMark Trust in conducting global or country-specific surveys of financial
access. The World Bank has become increasingly involved in survey work in a
number of countries and also in measuring access on multiple dimensions through
information provided by regulators or financial institutions. In the United States,
new survey work has been done regarding the financial needs of low-income
households.2 Financial services firms are looking to meet the needs of low-income
households in new ways because they can focus on what such households really
want from their financial service providers.

In the coming years, researchers, policymakers, and financial services providers
will have an opportunity to work together to develop household surveys and mar-
ket research designs that could enable deeper penetration into the financial service
marketplace with products that are better tailored to the needs of lower-income
households. Given that information is a public good, it would make sense for
governments and international agencies to participate in sponsoring such
research. If a market-based focus is to be maintained, private financial sector insti-
tutions also must be key partners in the effort.

Understand the Impact of Financial Access on Growth and Poverty 

The second area for future action is that impact evaluations must continue, not only
in terms of aggregate access and its impact on poverty and inequality but also in
terms of the impact of changes in micro-level policies and in product design, which
can help shape appropriate products for different segments of society. As Raghuram
Rajan, the chief economist at the International Monetary Fund, reminded us at the
outset of the conference, those who are concerned about financial exclusion must be
willing to “fight to improve access.” Financial reforms can favor both growth and
the poor, but they do not necessarily do so. In many countries, financial reforms
have been used to entrench the power of elites rather than to open up access for
excluded households.3 In some countries, weak legal institutions keep lending
focused on those with bank relationships, and in other countries, crony capitalism
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and other modes of financial repression dominate. Corruption, excessive govern-
ment regulation, overly weak government institutions, and similar government fail-
ures can block financial development.

Economic theory suggests that financial development can contribute to eco-
nomic growth4 and that growth can contribute to poverty alleviation.5 Financial
development could contribute directly to poverty alleviation by easing credit con-
straints on the poor and indirectly by fostering economic growth that benefits the
poor. However, there is wide disagreement about whether and under what cir-
cumstances it might have those effects. Whether financial development promotes
poverty alleviation may depend in part on broader economic circumstances and
trends in a country, on financial sector structure, and on government polices
regarding legal, economic, and financial infrastructure. 

Support Sustainable Microfinance Services 

Third, sustained support to microfinance is to be valued and should be broadened
to include other institutions that adopt the double bottom line of social support
and economic viability. It should be recognized that microfinance is a form of
financial service, which can be delivered through multiple institutional forms.
There are inherent limitations to using only microfinance institutions to expand
access. The need for sustainable microfinance to evolve into or partner with other
institutional forms should be recognized from the outset. 

Microfinance encompasses the full range of financial products, which can per-
mit poor households to receive income, store value, make payments, and protect
themselves against economic risks through access to credit, savings, insurance,
and transactional services. Many microfinance institutions specialize in providing
one form of microfinance—microcredit or microcredit linked to savings mobi-
lization—but increasingly they are offering a broader array of financial products
and services to meet the needs of poor households. Moreover, different institu-
tions offer microfinance products to different segments of underserved house-
holds and firms. 

Microfinance is not provided solely by self-defined microfinance institutions
but also by a range of other providers, including in some instances commercial
banks and other regulated depository institutions. Market actors need to develop
and implement institutional structures, products, and services that meet the range
of low-income households’ financial needs. In developing regulatory policy, gov-
ernments need to be sensitive to the particular form of a microfinance institution.
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Some forms of regulatory policy in the financial sector, especially regarding
smaller players, could stifle innovation and make lending to the poor unprof-
itable. At the same time, a purely hands-off attitude toward the microfinance sec-
tor as a whole is unlikely to be appropriate, given prudential concerns associated
with institutions involved in savings mobilization and consumer protection con-
cerns regarding credit provision.

Research suggests that as microfinance grows in scale and sophistication, both
profitability and greater outreach are possible. Although many institutions continue
to struggle to achieve financial self-sustainability, a number of significant microfi-
nance providers have succeeded in reaching those on the lower rungs of the income
ladder and appear to be operating sustainably and on a relatively large scale.

Microfinance today is beginning to look like an industry, with a market struc-
ture seen elsewhere in finance, including concentration ratios, market segmenta-
tion, and market discipline. As the top microfinance institutions increasingly op-
erate sustainably and at scale, they may be able to attract increasing private
financial flows. Such private sector funding offers the prospect of expanding micro-
finance beyond what would be available through reliance on donor and govern-
ment funding and of increasing market discipline in the industry. There are down-
sides to reliance on private flows, however; for example, private funds can quickly
flow out, just as they flow in, as the financial crises of the 1990s showed. Moreover,
given the cost-intensive nature of microfinance provision and the difficulty that
many microfinance institutions have in reaching self-sustainability, it is likely that
private sector foreign capital flows will not be a panacea for microfinance funding
in the near future. 

Recognize That Commercial Banks, Thrifts, and Credit Unions 
Can Contribute 

Fourth, recent efforts of major commercial financial institutions to expand access
to the poor on a for-profit basis offer promise for the large-scale expansion of ap-
propriately adapted financial services for the poorest people. Those efforts should
be supported. Intensive investigation into multiple product features and delivery
mechanisms is needed if they are to be successful. 

In principle, regulated depository institutions can play an important role in
expanding access to finance among low-income households. Such entities often
have specialized expertise in financial institution management, and they are
exposed, to a greater or lesser extent (depending in part on government pruden-
tial policies and deposit insurance), to market discipline. They often have the
scale and scope of services to permit greater efficiencies in reaching a larger cus-
tomer base.
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In practice, however, many regulated depository institutions in many countries
serve only the elites in their societies. Even in countries where such institutions
reach a broad segment of middle-income households, regulated depository insti-
tutions often do not reach further, into low- and moderate-income households.
While broad access to financial services is certainly a major step in the right direc-
tion and far superior to having financial systems serve only the well off, in such
societies there is still much progress to be made in completing the market. 

What will be required to further encourage such institutions to serve low-
income households? Innovation—in products, cost, technology, and people—
that helps firms serve households at lower cost and risk. Such institutions need to
engage in outreach—as one of the conference panelists put it, “bringing the bank
closer to people.” Firms will need to focus on low-income clients and build inter-
nal incentive structures and specialized units within the bank to develop the
expertise needed to serve such a clientele. Taking those steps will require the com-
mitment of the most senior management to changing the corporate culture and
attitudes toward serving the poor.

Introduce Innovations in Payment Systems and Technology to Lower Costs 

Fifth, as described above, new technologies to expand financial access—through
branchless banking, mobile and other communication methods, and computer-
ized or card-based banking— should be encouraged, along with the use of tech-
nologies such as credit rating and scoring. These technologies help build the
infrastructure to support the expansion of financial access. 

New forms of electronic payment systems, in combination with new commu-
nications technologies, can help countries reach further into their populations
with financial services at lower cost and sometimes at lower risk than entailed in
the traditional form of doing business through brick-and-mortar branches, tellers,
and paper checks. Key products include electronic, debit-card-only access ac-
counts that lower the cost of transactions and can reduce the risk of overdraft.6

Increasingly international remittances can be sent using international automated
clearinghouse transfers among banks, dual-ATM cards, and similar lower-cost
electronic technology. Banks are moving toward electronic accounts that let low-
income households receive income, pay bills, store value, and save over time.

Moreover, developing countries may be able to leapfrog over older technolo-
gies and go directly to new, lower-cost forms of delivering financial access, which
might include, for example, mobile banking using cell phones as well as wireless
payment system infrastructure. How to foster innovation, efficiency, and scale in
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meeting the needs of low-income households with these new technologies re-
mains the key question. Given the societal interest in broadly expanding access to
financial services, how can governments help to sponsor newer payment system
technologies without stifling innovation? It remains essential to overcome these
challenges in the next few years in order to increase the likelihood that new tech-
nologies serve the needs of low-income households rather than further excluding
them by fostering a new technological divide.

Adopt Government Policies That Foster Sustainable Financial Access 

Finally, governments can play a proactive role in promoting the new paradigm by
building an appropriate legal and regulatory structure to enable expansion of
financial access. They also can support access by helping to create a conducive
macroeconomic environment with low inflation and low public borrowing. In
addition, governments can undertake other supportive policies that seek to har-
ness market forces in positive ways.

If financial development may foster poverty alleviation and government poli-
cies may affect the extent to which financial development serves that purpose,
what should governments do? One strategy is to view financial reforms through
the lens of microfinance clients by asking whether reforms will help financial
institutions in their country serve poor borrowers.7 Financial reforms that build
the legal, regulatory, and financial infrastructure essential to supporting savings
mobilization, credit markets, insurance, and payment systems can serve as the
backbone of a strategy to improve access to financial services. After all, as micro-
finance institutions have shown, it is not impossible—difficult, but not impossi-
ble—to mobilize efforts to serve the poor if the financial sector cannot serve the
broader society. Prudential regulation of depository institutions serves the goal of
financial stability, which is a prerequisite to sound provision of financial services
to the poor. 

Countries can go beyond these essential market reforms to focus directly on
questions of access. By using a range of strategies—disclosure, obligation, prod-
uct regulation, prohibition, subsidy or taxation, voluntary codes, and behavioral
default rules—countries can increase the likelihood that the financial sector will
serve a broad cross-section of society, including those at the bottom of the income
ladder.8 In our judgment, it is time to move beyond a sole focus on financial mar-
ket liberalization toward a deeper understanding of the role of government in
fostering financial access. A greater sensitivity to market incentives that permits
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market competition to work; more supple forms of government intervention
when needed; and a commitment to transparency may make it more likely that
government policies, when implemented, will encourage broad expansion of ac-
cess to financial services. 

Finally, let us return to where we started. If indeed we must “fight to increase
access,” then we hope that this volume contributes to our understanding of how
to do so effectively. Financial development can help lead to economic growth and
poverty reduction, but it need not do so. The actions of private sector firms, non-
governmental organizations, and governments themselves help decide whether
financial development improves the lives of the poor. In our judgment, ensuring
that financial development benefits society in general, including the poor, is
essential to ensuring that global economic integration and growth continue. At
bottom, what will it take to make globalization work for all of us? This volume
attempts to begin to answer that question.
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