Annex 2

Financial markets and the poor.

Introduction and summary

Past interventions in financial markets provide many lessons, both positive and negative, for pro-poor market development.  For at least forty years, governments have rightly acted on the basis that effectively functioning financial markets are fundamental to the prospects for successful development.  Unfortunately public actions to intervene in markets and develop institutions have had very mixed results in bringing about improvements in the operations of financial markets and in ensuring that the poor, and in particular the poorest, benefit. Early public policy interventions largely ignored the poverty dimensions. Later interventions have included numerous actions which could claim some  pro-poor objective but with generally very disappointing outcomes. Main examples are control of interest rates at low nominal and real levels and proactive state sponsorship of small scale rural credit programmes.  For the future, the building of pro-poor financial markets in a more efficient manner remains a major challenge of governments and development agencies wishing to reduce poverty.  

Financial markets are understood as encompassing a diversity of institutions from the small-scale local to the formal commercial sector, and increasingly NGOs and non-bank financial institutions.  They provide a variety of functions including those of savings mobilization, the provision of credit and other intermediation functions, money transmission, and payment. The distinction between classes of financial market largely hinges around the degrees of regulation which relate to them, formal markets being the most well regulated and controlled.

Importance of financial markets to the poor

At the macro-economic and sectoral levels, well-functioning financial markets are essential to broad-based income growth through their role in mobilising scarce capital from domestic and foreign sources;  ensuring its allocation to efficient uses; and thereby intermediating the process of structural change which is at the core of the development and productivity-enhancing process  At the level of individual livelihoods, financial markets play potentially critical functions: they can be  a principal means for the poor to get access to financial assets; through facilitating saving, they are one means of reducing the vulnerability associated with uneven and unpredictable year-to-year changes in circumstances; and they can help convert illiquid assets into liquid ones in the event of emergencies. But since they frequently fail to discharge these functions with any real effectiveness, their improvement is rightly seen as a key element of the pro-poor agenda. 

In the literature, there are naturally differences of view as to the relative importance of financial markets in poverty reduction, and as to the effectiveness of alternative approaches.  Hulme and Mosley (1996)
 conclude that ‘credit is potentially a prime weapon against rural (and urban) poverty’.  Among the weapons that are generally feasible (they take the view that land reform is often not practicable) ‘credit is the only one which places a tangible capital asset in the hands of the poor…’ (p.202). However, Adams, Graham and von Pischke (1984)
, in an analysis that contributed to a change in international development practice, took the view that, at least as then practised, programmes to intervene in financial markets through providing credit for the poor were ineffective or damaging. These views are potentially reconcilable. The theory that credit can help the poor can be perfectly sound but the practical policy responses to this insight may have been defective.

Past approaches

The dilemma faced after independence in Africa and much of Asia from the 1950s onwards was that, while improved financial services and increased amounts of capital at national and household levels were considered essential for development, the formal pre-existing private banking system did not seem able to respond (Brownbridge and Harvey 1998).  Banks lent to large-scale formal businesses, often urban-based and owned by ethnic minorities.  To the extent that lending reached rural areas, it served primarily agri-business and estate agriculture. In the early post-independence years that lending was firmly rooted in the needs of colonial agriculture and mining. It was certainly not for the poor, nor for women, nor for small-scale enterprises. The informal financial sectors, insofar as they were recognised at all, were seen as exploitative. It was commonplace in the early literature to advocate policies to create new institutions to mitigate these biases.

The first wave of reforms in the 1960s and 1970s was designed to deal with these shortcomings.   While there was variation between countries, most post-independence governments, with the active support of development agencies, adopted strategies based on active intervention in the markets.  These were designed to supplement capital available from local savings, and to direct investible resources towards so-called “priority” areas ---  administratively-determined. While there was disparity between countries in the intensity of the resulting financial repression, policy reforms often included: nationalisation of commercial banks; the creation of new and more populist commercial banks (e.g. all three countries in East Africa); the establishment of state-owned development finance institutions (DFIs --- generally dependent on concessional funds from donors); administrative controls over interest rates (designed to hold rates below market clearing levels); and the general re-direction of most capital funds for re-allocation via the state
.  At the same time, informal sectors were ignored, or actively discouraged through regulations designed to discourage usury. In few, if any, cases did the institutional separation of informal and formal sectors break down, although this period did see the beginning of NGO support for semi-formal finance institutions, and of indigenous non-bank institutions.  

The more active the financial repression, the more disastrous was the result of these reforms. Negative real interest rates resulted in sub-optimal levels of intermediated savings and its effective intermediation to investment; politicised banks became part of crony patronage arrangements; DFIs remained subsidy and donor-dependent; most services did not reach the poor, let alone the poorest; little progress was made in allocating capital to efficient uses, and savings, investment and growth were undermined. The resulting financial losses often remained hidden for long periods because of poor accounting and regulation but rose inexorably in many cases to destabilise macro-economic management. Many newly-created financial institutions --- pension funds as well as banks --- were badly if not dishonestly managed and this also resulted in significant losses to the household savers who placed their funds in this way.

Pro-poor financial markets – the Indirect Approach

The extremely poor record of financial sector development in the early post-independence years has led to a new conventional wisdom (or at least a Washington consensus) that no one - poor or rich - gains any benefit from a malfunctioning financial system. Hence the sine qua non of a pro-poor financial market policy since 1980 has been that of getting the financial sector as a whole working with improved efficiency. This greater efficiency in turn is expected to result in improved overall productivity, faster growth and so a greater prospect of removing more people from poverty.

The wave of reforms associated with this part of the logic began during the 1980s and early 1990s as part of a wider response to economic crisis in Africa and elsewhere, with financial sector reforms following on from economy-wide stabilisation and structural adjustment.  These reforms resulted from a wider reassessment of the role of government which led to more selective interventions, and from mounting evidence of the poor performance of many aid-funded projects intended to support DFIs.  Governments increasingly  allowed interest rates to rise to positive real levels, sought to strengthen regulatory systems (which were woefully weak in many instances) and undertook micro-economic reform of state-owned financial institutions including a good deal of re-privatisation.  

The effects of the reforms, which in many countries were undertaken in unstable macro-economic circumstances, have been mixed – perhaps not surprisingly
.  Some of the greatest distortions in what were the most repressed financial markets have been addressed; where fiscal deficits are under greater control, governments have become less prone to monopolising domestic savings; some regulatory regimes have been strengthened (a development of increasing importance given the growth of non-bank institutions); and the operations of some wayward state and private institutions have been brought under control. However, the attention paid during this period to wider economic management reforms arguably led to the marginalisation of the interests of low-income groups and small businesses.  A case can be made that the closure or contraction of DFIs reduced the levels of services available, especially to rural areas; in practice, however, few of the poor had had prior access to the services provided by these organisations. Equally, temporarily high real interest rates undoubtedly damaged production activity in some countries including some which provided employment and income to low income groups. The main lesson learned in that there is no easy route from a state of financial repression to one of generally liberal financial markets.

Pro-poor financial markets – the Direct Approach

The Micro-Finance Revolution.  From the perspective of pro-poor financial markets, perhaps the most encouraging trend during the 1980s and 1990s has been the growth of diversity among semi-formal intermediaries, notably: specialised financial institutions serving low-income clients and supporting community level action; and non-bank financial institutions, often indigenously-owned.  Bangladesh and the Grameen Bank is the pioneer in the area providing financial and other supporting services to millions of poor, if not the very poorest, clients. But that same tendency has emerged on a very large scale also in Latin America and parts of Asia. The movement has gone global with local approaches being tried in many countries, given momentum by the achievements of some of the pathbreakers. These institutional developments have often served in their second and subsequent stages to connect small scale local initiatives with larger formal banks and other financial institutions possibly even in richer countries. This has brought larger blocs of money to bear on uses which remain essentially local in nature.  The extent of the phenomenon (reflected in the 1997 Micro-Credit Summit in Washington) is such that there is a danger of it being seen as a panacea for poverty.  Within Bangladesh itself, the movement continues to diversify, with the Bangladesh Rural Action Committee (BRAC) recently becoming the first NGO to be granted a banking licence.  

Hulme and Mosley’s review of the poverty impact of micro-finance institutions found that they ‘generally had positive effects on employment and technology, but those varied according to income group: poorer borrowers, being risk-averse and having fewer opportunities, were disinclined to invest income from a successful project either in a new technology or in hiring labour from outside the family, though they frequently increased inputs of labour from, and payments to, persons within the family, and this turned out to be an important channel of poverty reduction.  Also the worst-off, in particular agricultural labourers, were not well represented even among borrowers from the case study institutions, and these groups still find it difficult to borrow from any source, a predicament referred to by Osmani (1989) as the exclusion problem.  Material poverty, indeed, appears to have fallen amongst all but one of the borrower samples they examined, and there is some evidence that those using group organisation reduced the social isolation of women borrowers.  But the schemes they examined did not substantially reduce the vulnerability of borrower groups to sudden falls in income and produced few benefits for the poorest or ‘core poor’.’ (Hulme and Mosley 1996, p. 201).

This finding reminds us of a fundamental point made in the body of the paper. This is that even pro-poor financial sector initiatives are likely to have certain pre-requisites for fully successful operation. Where the opportunities available to the poor through asset ownership (e.g. land, education) are very low, or where their empowerment (e.g. the ability to control the use of their assets) is low, then financially-engineered solutions to poverty seem less likely to achieve their goals. 

The scaling-up of the micro including the NGOs’ financial services in response to their apparent promise as a means of reducing poverty also raises numerous problems  of accountability and effectiveness. At first glance,  the state should set up a strong regulatory system in order to reduce the abuses which might otherwise arise But can it do this effectively given the very low scale of many of the micro institutions and the associated high unit cost of their supervision? Clearly the success of cooperative local financial institutions such as credit unions derives in large part from the high levels of compliance they achieve because of the close knowledge each member has of fellow members. This keeps both administration costs and loan-losses at a low level. Regulatory burdens on these institutions cannot be imposed without undermining this advantage to some degree. The evidence on the whole is that community-sensitive (including poverty-sensitive) lending can co-exist in this environment with the commercial success of the financial institution. What is much more difficult is to graft the social and poverty-sensitivity of lending on to more formal financial institutions which do not have the low costs associated with high levels of local knowledge and also carry large cost burdens associated with regulation.

Some of the same issues can be seen in relation to other semi-formal and informal institutions that have emerged in African and elsewhere in responses to the inadequacies and gaps in formal banks and non-bank financial institutions.  There are many examples of institutions that have grown rapidly in countries with weaker regulatory regimes, and, in some cases, by-pass the high costs of regulatory compliance with banking laws (the fringe bank institutions in Kenya in the 1970s and 1980s and the Islamic banks in Egypt at the same time are prominent examples).  Their proliferation owes much to the fact that start-up requirements have been low, and gaps in fragmented markets have created a potential clientele unserved because they are unable to satisfy the requirements of the established banks, but requiring more substantial services than can be provided by the informal sector.  However, many of these new semi-formal institutions are fragile, with frequent bankruptcies and shaky security for depositors. Nonetheless, where regulation has been strengthened, there are signs that some of these organisations may achieve new combinations of risks and returns, and of information costs and contract enforcement, which may establish a lasting role in serving poorer clients --- but by no means the poorest.   

Future priorities for governments and DFID

In seeking to reduce poverty, the high priority given to financial markets is entirely warranted.  They are crucial to the prospects for enhanced access by the poor to assets and livelihoods. 

· The first priority is to complete the task of creating a sound and functional overall financial system. This can support productivity enhancement and growth and in this way will indirectly assist the poor. In the process some new financial products and services of importance to the poor may also arise. 

· Beyond this the myriad gaps in the provision of financial services of all types and for the poor need to be addressed by judicious interventions directly targeted in that direction. But this has to be done with great caution since the past record in this area is mostly one of failure rather than success. The key is to go with the grain of proven community and cooperative developments rather than trying to displace these.

· Ensuring that financial markets are pro-poor involves both policy change to minimise distortions and, importantly, an agenda of institution-building in public, private and NGO sectors.  Deregulation alone is far from enough and can be seriously anti-poor at least in the initial or transition phases  

· The enabling framework for pro-poor financial markets is incomplete, both at the macro-economic level where stability is a pre-requisite for sound banking, and in regulation.  The experience that financial sector reforms cannot work in a dysfunctional wider context has clear policy and institutional sequencing implications, inter alia: large and sustained budget deficits reduce the availability of funds for other uses; interest rate deregulation has been ‘entirely helpful’ to micro-finance development (Hulme and Mosley); and capacity limitations in many central banks and ministries of finance hinder development of the regulatory framework.

· Financial sector reforms must form part of a wider approach.  Lack of effective demand for financial services, resulting from other constraints which undermine the profitability of economic activity, is often a reason for a weak financial sector. In the case of the poorest members of the society, very limited opportunities and degrees of empowerment will act as serious constraints on the poverty-reduction achievable from financial sector reform narrowly conceived.

· At the governance level, reducing the use of the financial sector for the purposes of patronage is a major and long-term task

· Given the extent of market failures in financial markets, a defensible case can be made for carefully judged subsidies provided that they provide incentives towards improved performance of the institutions involved and greater economic efficiency of the clients

· An important thrust of future financial sector reforms must be to reduce the fragmentation of the formal and informal which has hitherto excluded the poor from mainstream capital markets and lower-cost capital

· The growing diversity of financial institutions, in particular the non-bank financial institutions and NGOs, offers real prospects of widening participation in financial markets, at the same time as it underlines the crucial importance of governments being capable of effective regulation of very small units and at low cost.

· There are a host of positive lessons from the past which need to be taken into account in promoting pro-poor financial markets: ‘What has now been established beyond all doubt, however, is that the option of lending at the bottom end of the capital market exists, and is not a financial black hole, if design is correctly done and the accompanying policy environment is not actively adverse’ (Hulme and Mosley, p.206).  

· Some of the factors contributing to success in micro-finance are: at the ‘financial’ level, ‘market-determined interest rates, the availability of savings and insurance facilities, intensive loan collection, and incentives for borrowers and agency staff are positively associated with high performance.’ (ibid. p.200).

A major challenge for the future is to provide financial services not just to the poor, but to the poorest.  While the great difficulties involved should not be overlooked, promising approaches do exist, and should be further encouraged and supported.  Overall, the task is not just to create a financial system based on sound banking principles, crucial as that is, but simultaneously to create space and incentives for a diversity of actors to offer sustainable services to the poor.  There is no alternative to strong and accountable government using its powers, not for ill-judged interventions as so often occurred in the past, but to create the basis for a sound relationship between private and public sectors

� ‘Finance against Poverty’.


� Title…


� A good example is E.T.Nevin, Capital Funds in Underdeveloped Countries, ……1975(?)


� This is discussed in much greater detail in World Bank, World Development Report, 1989 [check date and title]


� There is an inevitable transition problem. Many years of financial repression coupled with high or repressed inflation is bound to be associated with a period of unrealistically high real rates of interest once the liberalisation eventually begins.


� Some of the transition problems are discussed in an African context in Alan Roe and Nii Sowa, “From Direct to Indirect Monetary Controls in Africa”, Journal of African Economies, 1997





