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EXECUTIVE SUMMARY

The MF sector in Pakistan, while a late starter, is less far behind the sector in other
countries in South and South-East Asia than might be apparent at first glance. Indeed,
despite the fact that the mainstream MF sector in Pakistan is relatively young
compared with those of other countries in the region, it is definitely in the same
league as many of them in terms of key measurements, such as the number of
beneficiaries and the average size of loans.

In some areas, such as the range of types of service providers, Pakistan is actually
ahead of many comparable countries. There are still some serious issues to be
addressed, in areas such as access, sustainability and efficiency. Perhaps the most
urgent and difficult area to address is that of financial sustainability.

The findings of this PSIA report on this point conform with a recent study by Stephens,
Tazi et al.(2006) and merit quotation at some length (pages 69-73):

‘Future growth, however, is significantly compromised by the sector's high
dependence on subsidized funds to cover costs and maintain operations. To
ensure the sustainability of the industry, Pakistani MFIs should build on their
exceptionally low cost structures and consider re-pricing their products and
services to enhance their financial revenues and become self-sufficient. ...

‘One alarming feature of current sector growth is that it is being led by
unsustainable institutions that are heavily subsidized. The poor require regular
and reliable access to financial services, but the majority of MFIs are unable to
generate sufficient revenues to cover their cost of operations. ...

‘Moreover, the asset side of the balance sheet shows that MFIs are using their
assets inefficiently. ... There are several reasons why MFIs do not optimally
utilize their resources. Across the country, microfinance is regarded as a
charitable activity. Institutions thus charge exceptionally low interest rates and
do not regard their credit operations as a significant means to raise revenue. ...

‘The challenge to MFI profitability in Pakistan thus appears to stem from a
charitable vision of microfinance that has adverse effects on product pricing,
asset allocation and credit risk throughout the sector. MFIs are averse to
charging sustainable interest rates since these are perceived as usurious and
counter to the movement's mission of alleviating poverty. Microfinance
providers thus wind up on a low cost low yield curve, running heavily subsidized
programs.’

Also, and of particular relevance to this PSIA, the MF sector has yet to demonstrate its
potential in terms of its social and poverty impact.

These issues, however, are characteristic of an early-stage MF sector. The PSIA
supports the view that the MF sector in Pakistan is now in a position to consolidate the



gains it has made during the years since the passing of the MF Ordinance in 2001, and is
ready to embark on a major expansion in size and scope, given the right conditions.

In terms of size, our analysis confirms the views of the providers covered in the case
studies, that there is scope for a major expansion in the number of beneficiaries in the
next decade, from hundreds of thousands to millions.

In terms of scope of services, the case studies and the surveys demonstrate that
providers and users share similar aspirations - for example, for more access to savings
and insurance products, and for more flexibility in microcredit.

So what will “the right conditions’ be? How can MF policies be maintained or adapted
to provide the conditions for expansion of the MF sector and to maximise its social and
poverty impact?

The broad conditions required for this expansion, at the highest level, are obviously
macroeconomic stability, and continued development of the banking sector.

At the MF sector level, the analysis supports the consensus of the current providers
that the sector is ready for take-off, that the GOP’s catalytic role in the ‘start-up’
phase has been a success, and that it is now time for the GOP to step back and let the
MF industry evolve under its own momentum. The GOP no longer needs to be a
provider of MF services, nor the main financier of those services, not does it need to
take an interventionist approach to the scope and nature of the services provided by
NGOs, MFIs and banks. The time has also come when the role of subsidies needs to be
changed to ensure that any future subsidies are used to build the efficiency and
financial sustainability of the institutions. The key role of MF policies at this stage of
the development of the sector is to provide an enabling environment in which the
sector can grow.

It would therefore be appropriate for consideration to be given to a number of policy
options aimed at liberalising regulations and restrictions that were useful in the early
stages of MF development, but that are now in danger of creating an artificial
segmentation of the sector that might inhibit its growth. Particular consideration might
be given to the following issues:

e regulating by function or institution ? - Currently, MF providers are regulated,
or not regulated, according to what kind of institution they are (bank, MFI, NGO
etc). Consideration might be given to regulating MFPs according to the kind of
service provided (MF loans, deposits, transfers etc). This would mean, for
example, that the regulation of MF services provided by MFIs under the
Ordinance would be the same as, or comparable to, the regulation of the same
services provided by commercial banks.

e tax structures - currently, an NGO would be penalised by becoming a deposit
taking MFI under the ordinance, as it would have to pay corporation tax; this
would also have a detrimental effect on the interest rates that NGOs would
need to charge. However, favourable fiscal treatment to NGO MFPss could cut
across the norms of fiscal policy in Pakistan, undermine the principle of
regulation according to function rather than institution and prevent MF services



being offered on a level playing field. - Tax is a complicated issue, but would
nevertheless merit further consideration by GoP.

e the use of subsidies - It is a necessary condition for rapid growth in the next
stage of development that microfinance services will be provided by
institutions that are fully financially sustainable, or can become fully
sustainable in a very short time. That requirement is undermined by subsidies
that are passed straight to the borrower in the form of lower interest rates,
and/or by subsidies that are used by MFIs to avoid the need to leverage lending
services in order to build adequate capital. Any subsidies planned for the next
few years, therefore, need to be very carefully designed to ensure that they
are used purely for capacity building, or for building the MF infrastructure at
the macro- and meso- level, and not used to maintain non-sustainable services
and institutions.

e poverty monitoring and evaluation - the recent literature suggests that MF
providers that make poverty reduction an explicit goal and make poverty
reduction a part of their organisational culture are far more effective at
reaching poor households than those providers that do not. The same literature
also suggests that MF institutions underspend on monitoring and evaluation and
this failure whiling cutting costs in the short-run does so at the expense of long-
term social and economic goals.!

e restrictions on loan size - after five years of experience, the loan limit of Rs
100,000 on MF credit under the Ordinance needs to be re-examined. The MFPs
argue that it is a disincentive to lending to MF entrepreneurs, and in particular
that it prevents an MFI from developing a relationship with a growing
enterprise: as a microenterprise grows and requires larger loans, it moves
outside the scope of MFIs, but its borrowing requirements are not yet large
enough to interest normal commercial banks. If that is indeed the case, it
would represent a significance constraint on the Micro, Small and Medium
Enterprise (MSME) sector in Pakistan.

e the definition of eligible borrowers - The same re-examination is advisable in
relation to the MFIO definition of eligible borrowers as ‘poor persons’, defined
as ‘persons who have meagre means of subsistence and whose total income or
receipt during a year is less than the minimum taxable limit set out in the law
relating to income-tax.” The poverty line defined in the PRSP is significantly
lower than the MFIO’s poverty line. Amongst other things, this leads MFIs to
believe they are more poverty focused than they are in practice.

e interest rates - Throughout this PSIA, evidence has been cited from around the
world as well as from Pakistan that demonstrates that people on low incomes
continue to take out loans either from the informal or formal sector even at
interest rates that, in different circumstances, might be regarded as very high.
The large increases in output that result from investment at low levels of
capital intensity generate the large increases in revenue that in turn can help

! Morduch and Haley, op.cit..
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repay investment loans at high interest rates. Access to credit is therefore
usually much more important to people on low incomes than the costs of
credit.

Given the need - also demonstrated in this PSIA - for MFPs to become
financially sustainable, it would be advisable to consider allowing the market to
determine interest rates by removing explicit or implicit caps on interest rates.

e services to ROSCAs, using the example of NABARD? - Given the prevalence of
ROSCAs in Pakistan, there is merit in considering ways in which the formal
financial sector can better serve the informal. Indeed, as the case of NABARD in
India demonstrates, such mechanisms can, in the right circumstances, support
very rapid expansion of MF services. It would be useful for Pakistan to study the
NABARD case to establish whether there is scope for facilitating a similar
linkage between self-help groups and the banking sector, within or outside the
MFP structure.
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CHAPTER 1: INTRODUCTION

1.1 Purpose of this study

In 2000 and 2001 the Government of Pakistan (GOP) took clear steps to use
microfinance (MF) policy to address poverty. Five years on, the Ministry of Finance in
conjunction with the UK Department for International Development (DFID), have
commissioned this Poverty and Social Impact Assessment (PSIA)® to understand:

o how MF service levels and financial sustainability have evolved;

e how access to MF services has changed and how financial services may have
impacted on the poor and other socioeconomic groups (e.g. the rural
population, women);

e the issues that might need to be addressed by future developments in policy.

The timing of the study is opportune for four reasons: firstly, Pakistan is currently
completing the design of the second Poverty Reduction Strategy Paper (PRSP2).

Secondly, experience around the world suggests that after 5 years of operation it is
reasonable to expect that a new MF policy should have delivered results. The
regulatory environment should have become established and within this new
environment MF providers (MFPs) should have emerged to deliver services to the poor.

Thirdly, the apparently small size of the MF sector in 2005 (approximately 450,000
active clients served by only four main providers) has raised concerns that there may
be structural problems that are impeding the growth of the sector. A PSIA might
therefore help in diagnosing and addressing such problems.

Fourthly, the financial support that has underpinned the development of some of the
main MFPs (e.g. Asian Development Bank, World Bank, DFID) will be reviewed in a few
years, and these reviews will need to take into account the performance of the sector
as a whole, as well as the prospects of the MF sector in achieving goals for growth,
sustainability and poverty.

1.2 Background

1.2.1 PSIAs

Poverty and Social Impact Assessment is a new name for an old activity. PSIAs are
simply analytical exercises that attempt to understand the likely poverty and social
impact of particular policy choices. PSIAs often draw on a wide range of analytical

2 Terms of reference for the study can be found in Annex A.



tools and data sources in attempting to understand policy impact. These tools range
from those that are highly qualitative and participatory, to those that are quantitative
and often driven by economic theory.

The scope and content of PSIAs are usually driven by the policy agenda of the day and
the time frame in which the studies need to be completed. Some recent PSIAs have
been very substantial and resource intensive and have lasted a couple of years.
However, most recent PSIAs have lasted a few weeks or months, and have used
relatively limited resources to provide policy makers with a quick review of the main
policy choices and their consequences. This current PSIA fits into the latter category.

A large number of PSIAs have been undertaken since 2002/03, when new poverty-
focused lending instruments encouraged their use. Since then PSIAs have been
undertaken on a wide range of policies. These include: macroeconomic policies (e.g.
the poverty impact of policy on the size of the fiscal deficit); fiscal policy (e.g. the
impact of fuel taxes); pubic investment policy (e.g. the impact of alternative public
investment plans in agriculture); pricing policy (e.g. agricultural subsidisation); and
sector policy (e.g. water and irrigation).

1.2.2 Microfinance — some background

Providing loans and banking services to poorer households in both rural and urban areas
is not an entirely new idea. As early as the 1960s both Agricultural Banks and
Development Banks were tasked with providing subsidised loans in order to stimulate
the uptake of fertilisers, pesticides, high yielding seeds and agricultural machinery.
Most careful evaluations of these development banks show that these efforts largely
failed to achieve their goals, and above all failed to improve the livelihoods of the
poor.

There were a number of reasons for this failure. Firstly, in the absence of real market
tests (i.e. projects with the highest potential returns are favoured for investment over
projects with low returns) credit was given to those with influence and power, and not
necessarily to those investing in high-return projects - the result was failed
investments and non-performing loans. Secondly, with seemingly unlimited supplies of
finance, the development banks failed to develop savings products and deposit-taking
activities and thus failed to provide this important service for the poor and to become
self-sustainable; thirdly, the arrival of cheap credit tended to squeeze informal sector
suppliers and so reduce overall access to the financial services that the poor in
particular relied upon. Finally, politicians were often tempted to pressurise banks to
write off bad debts. The outcome was poorly developed and managed organisations
that failed most tests of financial sustainability, and more widely failed to play their
part in promoting growth and reducing poverty.

When the poor were not able to save or borrow money, or indeed to insure themselves
against risks, through formal sources, they relied on the informal sector to help them
do this. Friends and family would often provide cash to deal with emergencies and to
finance investments. Outside of friends and family, Rotating Savings and Credit



Associations (ROSCAs)?, landlords, employers and local moneylenders could provide
opportunities for savings, for credit and for insurance.*

However, whilst local knowledge helps to ensure that lenders are well informed of the
risks of a loan, and whilst local peer support / pressure can help to ensure that loans
are repaid, the informal sector suffers a number of drawbacks. These include limited
sources of capital, high transaction costs, and covariant risks that threaten loan
repayments and risk drawing down of savings.

MF attempts to provide solutions to the problems both of the development banks and
of informal financial markets. MFPs use the benefits of large scale to reduce costs,
manage risks and access capital, but they also use innovative contracting and close
engagement with clients and their communities to mimic the strengths of informal
financial markets, i.e. improved information on clients and their enterprises; the
means to support borrowers and enforce contracts.

1.3 OQutline of this PSIA

The study is structured into six further chapters. The following chapter (Chapter 2)
provides a series of conceptual frameworks for understanding the impact of MF policy
on MFPs and on poverty. These conceptual frameworks are interwoven with a
discussion of the international literature.

In Chapter 3 the recent evolution of MF policy in Pakistan is outlined.

Chapter 4 describes how the MF sector has developed in recent years. In this chapter
the structure of market is outlined in order to understand the roles that government;
wholesalers, Apex organisations and donors; retailers and consumers have played in the
recent past. Seven detailed case studies of major MFPs (one of the three main ‘tools’
used in this PSIA) are used to understand the performance of the sector and in
particular to attempt to explain the reasons for the apparent small size of the sector.

In Chapter 5 a range of quantitative survey tools is used to understand questions about
access and impact. In particular, the results of a small survey of 100 households that
was conducted as part of this PSIA are used to understand the impact of MF services on
their living standards. In addition, an analysis of national household surveys conducted
in 2001 and 2002 is used to provide further evidence of financial services behaviour.
Recent impact evaluations that have been undertaken for two of the major MFPs are
also reviewed.

Chapter 6 draws some conclusions about the impact of MF policy: on the size of the
market and the coverage of MF provision; on the range of services that are provided,;
on the potential for growth in the MF market and the constraints to that growth; and
directly and indirectly on poverty. The implications for policy are reviewed. This
chapter pays particular attention to the role that policy might play in: improving both

% ROSCAs are more commonly referred to in Pakistan as ‘committees’ or Bisis or Kustunas.

* See Briefing Note Hurrell, Alex (2006) ‘Note on a low-bid ‘boli’ committee - an insurance ROSCA
from Pakistan’.
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access to MF services and the range of services provided; increasing the access of the
poor to MF services.

A separate note discusses options for the future of PSIAs.




CHAPTER 2: CONCEPTUAL FRAMEWORK AND
INTERNATIONAL EVIDENCE

In this chapter we attempt to provide a way of thinking about MF (and financial
services more generally) and the way that it can impact directly and indirectly on the
poor. We start the chapter with some definitions; we follow by briefly outlining the
role of finance in economic growth and its indirect ability to reduce poverty; we then
discuss the measurement of access to financial services; from there we go on to discuss
how financial services can help the poor and non-poor to manage risk and vulnerability,
and how the mobilisation of savings and credit can support income growth of the poor.

In the final section of this chapter we discuss the classification and operation of formal
and informal MFPs. We then discuss the concepts of ‘financial’ and ‘operational’
sustainability for MFPs. If MF is to have a real impact on poverty levels in Pakistan then
MF services will have to be provided on a scale that is many times larger than present
levels. Whilst government can provide an appropriate policy and regulatory
environment, and donor money and philanthropy can provide some of the early support
necessary to help MFPs develop their organisations, in the long run 'strong microfinance
institutions need to charge enough to cover their costs. Cost recovery is not an end in
itself. Rather, it is the only way to reach scale and impact beyond the limited levels
that donors can fund.' (CGAP, 2004a)

To illustrate the current international consensus on MF issues, we have reproduced in
Annex B the Key Principles of Microfinance developed and endorsed by the Consultative
Group to Assist the Poor (CGAP) and its 31 member donors, and further endorsed by the
Group of Eight leaders at the G8 Summit at Sea Island on 10 June 2004, and in Annex C
the Statement of the Advisors Group to the UN International Year of Microcredit, 2005.

2.1 Definitions

2.1.1 Microfinance

There are many definitions of MF, but perhaps the most concise and useful for the
purposes of this PSIA is the definition offered by the CGAP:

‘Microfinance is the supply of loans, savings, and other basic financial services
to the poor.”’

People living in poverty, like everyone else, need a diverse range of financial
instruments to run their businesses, build assets, stabilise consumption, and shield

® CGAP website, www.cgap.org/about/faq01.html. CGAP is a consortium of 31 public and private
development agencies established as a global resource centre for MF standards, operational tools,
training and advisory services.



themselves against risks. Financial services needed by the poor include working capital
loans, consumer credit, savings, pensions, insurance, and money transfer services. Thus
it important to recognise that microfinance covers a wide range of services that
includes, but is by no means confined to, microcredit, which is the provision of credit
for the poor (see section 2.2.3 below).

2.1.2 Poverty

For the purposes of this study we follow the GOP’s own operational definition of
poverty, i.e. the poor are those whose per capita monthly incomes fall below Rs 909 at
2005 prices.®

National surveys, such as the Pakistan Integrated Household Survey (PIHS) and more
recently the Pakistan Living Standards Measurement (PLSM) survey, show that
individuals with monthly expenditure levels at or above the poverty line consume
enough calories to meet national nutritional standards. Individuals with expenditure at
these levels are also able to purchase basic non-food items (clothing, shelter, etc.)
necessary to sustain life. The poor, whose monthly expenditure falls below the poverty
line, are those who have inadequate access to food and non-food consumption.

When this study refers to “the poor’ it means those with a per capita consumption level
below the government’s poverty line.

2.2 Poverty: credit, savings, insurance, financial services

2.2.1 Financial sector and economic growth

There is now widespread evidence that deeper and larger banking systems run parallel
with economic growth and that a dynamic MF sector can augment this effect but not
substitute for it (Peachey and Roe, 2006). Indeed it is the financial system that helps to
mobilise the enormous volumes of capital necessary for economic growth by moving
the funds of savers to the needs of entrepreneurs.

2.2.2 Financial sector development, access and poverty reduction

Although the link between financial sector depth and poverty reduction is now widely
accepted, the extent to which access to financial services directly impacts on the poor,
and the mechanisms through which this impact occurs, are still imperfectly
understood. The key question was summed up by the World Bank’s Brazil access survey
team as follows: ‘It is increasingly accepted that greater financial system depth and
soundness contributes to broad-based economic growth with poverty reduction. ... But

® Following the PIHS of 2001/02 the GOP announced a poverty line of Rs 748.6 per capita per month.
The inflation rate between PIHS 2001/02 and Pakistan Social and Living Standards Measurement
Survey (PSLM) 2004/05 has been calculated as 21.46%. Thus the poverty line for 2004/05 is inflated as
follows: Rs 748.6*1.2146 = 909.25.



beyond the association of financial depth and stability with growth and crisis
prevention, can the financial system also accelerate the reduction of poverty through
targeted interventions designed to broaden the distribution of financial services?’’

The discussion in the literature to date of the role of the financial sector might be
summarised (albeit in a brutally simplified form)® as follows:

o financial depth is a major contributor to economic growth (King and Levine,
1993; Levine, Loayza and Beck, 2000; Levine, 2005)°;

e the poor benefit as much as the rich from economic growth (Dollar and Kraay,
2002);

e some are sceptical about whether financial depth is in itself pro-poor, or in
itself reduces inequality (Greenwood and Jovanovic, 1990);

e but an increasing number of studies in recent years are concluding that:

o financial depth contributes to lower inequality (Li, Squire and Zou,
1998; Clarke, Xu and Zou, 2003);

o financial depth contributes to lower poverty (Honahan, 2004a);

o financial development has a positive impact on changes in inequality
and changes in poverty; it is a causal factor in pro-poor growth (Beck,
Demirgic-Kunt and Levine, 2004);

e the studies to date say a lot about the causality and its direction, but relatively
little about the mechanisms through which financial sector development (FSD)
contributes to lower poverty and inequality;

0 some point to the alleviation of credit constraints for poorer households
(Li, Squire and Zou, 1998; Clarke, Xu and Zou, 2003);

0 others place more weight on the impact on firms (Beck, Demirgligc-Kunt
and Levine, 2004; Beck, Demirglic-Kunt, Laeven and Levine, 2004);

0 others emphasis the economic effects of the legal, regulatory and
informational infrastructure (Honahan, 2004b);

" World Bank, 2004. The work of the Brazil survey has now been published, as Anjali Kumar et al.,
Access to Financial Services in Brazil (World Bank, 2005a), a comprehensive and authoritative study.

8 This summary is based on Stone (2005).

® The applicability of the findings of King and Levine’s seminal 1993 study to developments since 1990
has recently been challenged by Rousseau and Wachtel (2005), who also cite a number of other
challenges to the current consensus on the finance-growth relationship. They conclude that a more
nuanced approach is required under which ‘the systematic study of the financial development
experiences of individual countries becomes all the more critical as the next step in furthering our
understanding of the nexus.” This does not, however, negate the point for the purposes of this PSIA:
indeed, it reinforces the case for assessments such as this one.



e for any sector, including finance, measuring impact on poverty requires a
sector-specific approach that distinguishes between: (a) impact on growth in
general; (b) impact specifically on pro-poor growth; and (c) direct impact on
poor communities and households (EME, 2004);

e those who emphasise the growth impact of FSD (like the second two sub-bullets
above), when they deal at all with access, tend to focus on the access of firms;

¢ those who emphasise the direct pro-poor impact of FSD (like the first sub-bullet
above), when they deal with access, tend to focus on the access of households;

e there is, however, a certain blurring - it is not always clear whether the focus
of specific studies is on access by firms or access by households, perhaps
because access is not their primary interest and / or microenterprises are
virtually indistinguishable from households;

e there are some interesting studies which throw light on the direct impact of
FSD on poverty, especially on the correlation between access to credit and
child labour (Deheejia and Gatti, 2002; Beegle, Deheejia and Gatti, 2003);

e there is also a considerable body of work done in the USA which shows or
postulates positive links in the USA between access to financial services and
poverty alleviation, asset building and equality (see citations in Solo et al.,
2005).

Apart from such specific studies, however, the literature throws insufficient light on
the role of access in poverty reduction, especially in low-income countries. As the
World Bank puts it: ‘It stands to reason that being excluded from direct access to
finance must represent a barrier to prosperity for the poor, and to growth and
productivity improvement for micro and small-scale enterprises. But the evidence that
could guide public policy initiatives remains thin and tentative largely due to
inadequate data sources.’

2.2.3 Access to financial services

If access to financial services is important for predicting the pro-poor impact of
financial sector development, then how can we think about and measure access? This is
particularly important if we are (at least conceptually) to understand whether MF
services have reached the poor in Pakistan during the last 5 years.

A recent note (World Bank, 2005a) offers a useful route into the problem. It suggests
four questions that it is important to address:

¢ Should a distinction be made between usage of financial services and access to
financial services? - ‘people might have access to financial services but may not
wish to use them’, ‘people might have access to financial services but might be
excluded because they are a credit risk’;

e Should access be measured in terms of financial institutions, financial services
or specific financial products?
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e How should a distinction be made between low and high levels of access?
e For whom should access be measured, the household or the individual?

The note proposes a set of indicators that provide a broad overview of those who have
access to what financial services. The indicators place a given population along a
continuum of access depending on the usage of formal, semi-formal and informal
financial services, and those excluded from the use of financial services. Figure 2.1
shows a system that allows the population access to financial services to be
characterised by four core indicators:

e ‘the banked’, i.e. the proportion of the adult population that uses a bank or
bank-type institution;

e ‘the formally included’, i.e. the first two segments in the figure that show the
proportion of the adult population that uses financial services provided by
banks and by other formal financial service providers (e.g. MFPs);

e ‘the financially served’, i.e. the first three segments, or those who are either
formally served plus those who use only informal financial service providers;

o ‘the financially excluded’, i.e. those who are either voluntarily or involuntarily
excluded.

Figure 2.1 One way of thinking about ‘access’ the ‘Access Strand’
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Source: Indicators of financial access: household surveys (World Bank, 2005)

2.2.4 Impact of financial services on the poor

All households, regardless of their income levels, at some points will want to transfer

the ability to purchase goods and services across time and / or space. This transfer of
purchasing ability may be facilitated using either formal financial services or via other
informal mechanisms. For example, any household making or receiving remittances is

effectively transferring purchasing ability from “here’ to “there’ or vice versa. This




POVERTY AND SOCIAL IMPACT ASSESSMENT: PAKISTAN MICROFINANCE POLICY

transfer may be effected through formal methods, e.g. a money transfer service, or
informally, e.g. carried by hand to the recipient.

Similarly, a household may want to transfer spending across time, for example to deal
with an emergency or take advantage of an investment opportunity, shifting financial
resources from ‘now’ to ‘then’ or vice versa. It can do so using either formal saving, or
saving services offered by banks or MFPs, or use informal methods such as participating
in a committee or taking a loan from family or friends.

2.2.4.1 Some evidence: households, financial services and markets —
how households behave

A vivid insight into how households behave in relation to financial services has been
provided by Stuart Rutherford in his groundbreaking essay The Poor and their Money
(Rutherford, 2000). One of his key points is that financial services are used by the poor
principally to enable them to cope with times when they need exceptionally large sums
of money for:

o life-cycle events (e.g. childbirth, marriages, funerals);
e emergencies (e.g. sickness, injury, earthquakes, wars);

e investment opportunities (e.g. investment in existing or new business, buying
land or other productive assets).

Rutherford demonstrates that, from this perspective, saving (in the conventional
sense), borrowing, and revolving savings schemes such as ROSCAs are in reality all
forms of savings - what Rutherford calls saving up, saving down and saving through,
respectively, as described in Box 2.1.

The exception to this characterisation of financial intermediation for the poor as
essentially the facilitation of savings, as Rutherford acknowledges, is the provision of
transaction services, particularly in relation to remittances.*® These services are also
important for the poor, and have been investigated as part of this PSIA.

0 For the relationship between remittances and growth, see Guiliano and Arranz (2005).



Box 2.1 Savings as the core of financial services for the poor (Rutherford)

‘Financial services for poor people exist to then get hold of usefully large sums of cash
on the many occasions when they need the cash or have an opportunity to invest it.

Assets (stocks) can be sold to raise cash, but this method is limited by the fact that the
poor hold few assets.

Mortgaging or pawning assets (exchanging them temporarily for cash) is an important
financial service for the poor, but once again it is limited by the poors' lack of assets.

The only reliable and sustainable way of raising lump sums of cash is to find a way of
building them from one's capacity to save small amounts from time to time, here
referred to as basic personal financial intermediation, which may involve:

e Saving up: where you accumulate savings first and take the resulting lump sum
later (savings as traditionally understood);

e Saving down: where you take the lump sum first as an advance (or loan) against
future savings (e.g. borrowings or advances from relatives and friends,
moneylenders or microfinance institutions (MFIs));

e Saving through: where you take a lump sum at the time it is needed in exchange
for a continuous stream of savings (e.g. the normal use of ROSCAs, or insurance
policies when they are available to the poor); or

e some combination of all three.

In each case, saving is the essential ingredient, and the devices and services are the
ways of converting savings into usefully large lump sums.

That is why the poor need to save.’

Source: Rutherford (2000, p.10).

Rutherford and others have provided extensive evidence for this framework through
fieldwork conducted in the form of financial diaries (Rutherford, 2002; Sinha and
Patole, 2002; Ruthven and Kumar, 2002).ll The findings of this diary research are used
to give a perspective on our findings in Pakistan in Chapters 5 and 6, below.

This framework also illustrates why microcredit is perceived by the poor as part of the
spectrum of possible financial services, and why microcredit is judged by the poor in
terms of its relationship with the borrower’s potential stream of savings to pay the
loan. In that context, when poor people who need a lump sum do not borrow money, it

11 An extensive financial diaries project has also been undertaken, SALDRU in South Africa, as
reported in www.financialdiaries.com. See the summary in SALDRU (2005).




is usually because they do not have access to a loan rather than because they cannot
afford the repayments. There is a considerable body of evidence that ‘The poor
generally consider ongoing access to credit more important than the actual cost of
credit.” (Helms and Reille, 2004).* The conclusions of the CGAP study on this point are
summarised in Box 2.2. The issue of MFI costs and interest rates is further discussed in
section 2.3.2, below.

Box 2.2 How can poor people afford such high interest rates?

‘The poor generally consider ongoing access to credit more important than the actual
cost of the credit. Impact studies show that clients benefit from MF loans. They also
show that MF clients can and do repay such loans - in many cases returning to borrow
again. High repayment rates and repeat borrowing testify to the positive benefit that
clients derive from microcredit. Further, high repayment indicates that the loans are
affordable (if not, their inability to repay would show up in default rates).

‘Because the absolute amount is small, microcredit interest costs are generally
affordable compared to the income streams and total business costs of poor clients,
particularly those of non-agricultural microenterpreneurs. A study in the Dominican
Republic, Colombia, and Chile, for example, found that even a 6% monthly interest
rate represented only 0.4-3.4% of a microentrepreneur’s total business costs. Returns
on certain tiny businesses, especially commercial traders, are also higher per unit of
capital than those on large businesses. Research in India, Kenya, and the Philippines
found that the average annual return on investments in microenterprises ranged from
117% to 847%.

The higher costs of microcredit have not necessarily excluded poor customers. Data
from the Microfinance Information eXchange (MIX) indicate that leading MFIs have
succeeded in reaching large numbers of poor clients precisely because they have been
allowed to charge interest rates that reflect their true costs, including the costs of
growth. In 2004, the MIX analysed MFIs reaching poor clients (defined as microlenders
with an average balance per borrower of less than either 20% of GDP per capita or
US$150). MFIs serving this lower-end market with interest rates that covered their
costs reached six times as many borrowers as their non-sustainable peers also serving
that market.’

Source: Helms and Reille (2004).

12 For an overview of the evidence and a discussion of access relative to price, see also Christen et
al., (1995) and Robinson (2001).
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2.3 Markets for financial services

2.3.1 Informal and formal markets

In order to measure the impact of MF policies in Pakistan, it is important to identify
the whole range of financial services provided to the poor, since MFPs covered by the
policy framework are only part of a wide spectrum of informal and formal financial
services available to or used by the poor. It is clear that in all developing countries
traditional or informal providers are a major, if not the major, source of financial
services used by the poor.™ The informal services described by Rutherford (2000)
undoubtedly provide important financial services, but there can be a big difference
between the range, quality and price of these services and those which are provided
by, for example, a commercial bank. In between these two extremes is a wide variety
of types of provider, differing in the degree of formality and in the range and quality of
the services provided (World Bank, 2005a).

Figure 2.1 Where the poor get financial services

The informal sector:
ROSCAs
Money lenders
Store credit etc

Banks &
Near-Banks

There is no single definition of the dividing line between ‘formal’ and ‘informal’
financial services. A criterion favoured by the World Bank (2005a) defines:

o formal services as those in which the provider has a legal status (whether
because incorporated as a firm, or as a recognised cooperative or charity); and

e informal services as the rest;

1% see Stone (2005), section 5.2 for a discussion of the evidence from household surveys on the extent
of informal financial services, and Annex G for a comparison of the results from 25 household surveys.
See also Qadir (2005), pp. 5ff for a comparison of the size of the informal market in Pakistan with
that of other Asian countries.




¢ within the formal sector a further distinction is made between broad spectrum
intermediaries (such as banks), providing a range of depository, lending and
payments services, and the rest, or specialised providers.

An alternative taxonomy, also widely used, was proposed by Joanna Ledgerwood
(1999). It was adopted by the Asian Development Bank (ADB) in their review of the
commercialisation of MF in South and South-East Asia (Charitonenko, Campion and
Fernando, 2004). This classification recognises:

o formal institutions, defined as those that are subject not only to general laws
and regulations, but also to banking regulation and supervision;

o semi-formal institutions, which are formal in the sense of being registered
entities subject to all relevant general laws, including commercial laws, but
informal insofar as they are, with few exceptions, not under banking regulation
and supervision;

o informal providers, to which neither special banking laws nor general
commercial laws apply.

Neither of these classifications is perfectly suitable for application in Pakistan, mainly
because in both cases MFIs under the Microfinance Institutions Ordinance 2000 would
fall under the same category as non-governmental organisations (NGOs) that provide
MF services. In the first case they would both be defined as ‘specialised formal
providers’, and in the second as ‘semi-formal institutions’. As we shall see in Chapter
4, there are important differences between MFIs under the Ordinance and other
providers of MF services; most significantly, those that are not MFIs are not authorised
to take deposits. For the purposes of this PSIA, therefore, the range of MFPs is
classified as shown in Table 2.1

Table 2.1  Classification of microfinance providers (MFPS)

Examples
Formal Full service, broad spectrum Bank of Khyber
Full service MF specialists First Microfinance Bank

Restricted service MF broad spectrum  National Rural Support Programme (NRSP)

Restricted service MF specialists Khashf Foundation
Apex institutions Pakistan Poverty Alleviation Fund (PPAF)
Informal Community-based services ROSCAs, Accumulating Savings and Credit

Associations (ASCAs)
Commercial services Moneylenders, stores

Family and friends Mr and Mrs Hassan of Mingora

Source: PSIA authors
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2.3.2 Sustainability of microfinance providers

One of the central purposes of this PSIA is to understand whether MF policy has helped
to promote institutions that will be able sustainably to provide MF services on a scale
that is able to have an impact on the poor.

2.3.2.1 Operational and financial sustainability

The *“financial sustainability’ of an MFP refers to the ability of the organisation to cover
both the costs of operations and the costs of capital from its revenues. The
‘operational sustainability’ of an MFP refers to the ability of the organisation to cover
its operating costs but not its capital costs from its own revenues.

Many MFP providers receive subsidies and subventions from government, donors and
philanthropists. These subsidies will often cover the costs of capital and, in the early
years of MFP organisational development, will often cover a proportion of operating
costs.

Reliance on donors and even reliance on depositors for sources of capital can severely
limit the opportunities for growth and limit the scope of services provided to poor
people. Increasingly, the larger MFPs rely on capital markets to provide the quantity of
capital that they require, at a low cost, and at a speed necessary to transform
themselves from ‘niche’ players into providers of a national level service.™

2.3.2.2 The cost of microfinance services

MFPs supply financial services that generally involve lending small amounts of money to
large numbers of clients. On a like for like basis, the comparative cost structure of
MFPs is likely to be considerably higher than that of commercial banks. For example, a
single loan of Rs 100,000 issued by a commercial bank is likely to incur considerably
lower administrative and management costs than the numerous separate transactions
that an MFP will incur in lending the same Rs 100,000.

2.3.2.3 The cost of financial sustainability

An entry point to understanding the structure of an MFP’s costs is the calculation of the
interest charged to borrowers.

The simplified formula for calculating interest rates for financial sustainability (GCAP,
2002b) is:

AE+LL+CF+K-II
1-LL

Where:




R is the effective annualised interest rate

AE is administrative expenses

LL is loan losses

CF is the cost of funds

K is the desired capitalisation rate, and

1 is investment income.

MFPs use a wide variety of contracting methods, business operations and client
engagement to contain costs. Ultimately these costs are reflected in the interest rates
that they charge to customers.

2.3.2.4 Theissue of high interest rates

As mentioned in Box 2.2, above, there is a considerable body of theory and a large
body of evidence that demonstrates that poor people with very limited access to
capital are often willing and able to pay interest rates on loans that a larger business
would be unable to afford.

In economics the theory of ‘diminishing marginal returns to capital’ suggests that, at
low levels of capital, production or output can increase significantly. At higher levels
of capital the increase in output will decline. Thus a mechanised food mixer can
significantly increase the output of a food stall if it replaces hand mixing and a sewing
machine the output of a tailor where hand sewing was used previously. Whilst a second
food mixer or sewing machine could still increase output, this percentage increase is
unlikely to be as large as when the first mixer or sewing machine is purchased.

The large increases in output that result from investment at low levels of capital
intensity generate the large increases in revenue that in turn can help repay
investment loans. At higher levels of capitalisation, increases in output and revenues
tend to diminish and therefore only lower levels of interest can be afforded.

Moving beyond theory to the evidence, large amounts of evidence from around the
world and also from Pakistan demonstrate that people on low incomes continue to take
out loans either from the informal or formal markets with interests rates that, in
different circumstances, might be regarded as very high. The international evidence is
summarised in Honahan (2004b).*® For Pakistan the evidence is brought together in
Adnan Qadir’s Study of Informal Finance Markets in Vietnam (2005). The point is also
illustrated by the estimate by the State Bank of Pakistan that the return on the
purchase of a motorised tricycle in Karachi is about 170%: in such a case, an operator
who borrows to buy a tricycle is relatively insensitive to 5-10% differences in interest
rates - access to the loan is more important than its cost, within the range of current
interest rates.

4 The importance of financial sustainability is stressed in Principle 4 of the Key Principles of
Microfinance in Annex B, and in paragraphs 23 and 26 of the Statement of the Advisors Group to the
UN International year of Microcredit in Annex C.

15 For specific examples, see also Harper (1998) and Hossain and Diaz (1999).
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Indeed the results from the small survey conducted as part of this PSIA show clearly
why it might be that the poor - when using credit to finance small-scale investment -
are prepared to pay high interest rates, i.e. rates of return are very high (see below).

2.3.2.5 How interest rates can be reduced

High rates of interest on investment or consumption loans are not desirable in
themselves, and are no substitute for efficient and effective MF service delivery.

Returning to the simple model of interest rates (section 2.3.2.3), it is clear that
interest rates can be reduced only by reducing administrative expenses (AE), loan
losses (LL), the cost of funds (CF) or the capitalisation rate (K) or increasing income
from the investment of capital that is not used in mainstream operations (). For
example, the group lending arrangements that have been discussed above enable MFPs
to reduce AEs and LLs. Sourcing capital funds from donors or from the money markets
can help to reduce the CF. However, in a regulated MF sector, K is determined by
government policy, and below a government determined level of capitalisation, it is
not a cost that can be controlled by the MFP.
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CHAPTER 3: THE EVOLUTION OF
MICROFINANCE POLICY IN PAKISTAN

3.1 The context — the financial sector and poverty reduction

MF policy in Pakistan combines the GOP's approach to financial sector reform with the
principles of the Poverty Reduction Strategy. It is therefore necessary to describe those
two elements in order to understand the evolution of MF policy.

3.1.1 Structural reform and the financial sector

Structural reforms in Pakistan’s economy, and particularly in the financial sector, were
initiated in the early 1990s and consolidated after 1999. These reforms were
characterised by:

e greater openness and liberalisation - these became the hallmark of the
economy, allowing for further competition and more open policies attracting
foreign and local investment;

e privatisation of state-owned enterprises, in particular of four of the five main
public sector banks, was a key pillar in this strategy. It has resulted in visible
improvements in the nature, form, scale and depth of the financial sector and
in financial intermediation;

e at the same time, the State Bank of Pakistan, the central bank, which had been
under the control of the Ministry of Finance, was given a much greater degree
of autonomy;

e there has been a parallel and related reform of the regulatory environment,
including:

0 improvement in the quality of capital adequacy requirements and
prudential regulations;

0 improvements in the corporate governance of banks;

o0 the establishment and expansion of credit agencies (with rating being
made compulsory for banks).

These reforms of the financial sector are further discussed in section 4.3, below.

3.1.2 The poverty reduction strategy

A consultative process to deal with the persistent problem of poverty was initiated by
the GOP in 1999, at around the same time as discussions were launched about the
reform of the MF sector and the finance sector environment. The Interim Poverty



Reduction Strategy Paper (I-PRSP,) published in November 2001, is ‘a comprehensive
strategy, which links social and poverty related expenditures with the attainment of
key social and human development outcomes. The I-PRSP is a concerted effort aimed
at pooling poverty reduction efforts at the federal, provincial, and district levels,
across various ministries, departments, and divisions, to ensure realisation of desired
outcomes by focusing on key success drivers.’*®

In the I-PRSP the GOP expressed its view that, ‘access to credit is the surest way of
empowering the poor and improving their income generating opportunities’ and that
‘international experience has shown that micro-credit can be an important instrument
in improving the income generating capabilities of the poor’."” Similarly, the GOP’s
main partner in developing the Microfinance Sector Development Programme (section
3.2.2 below), the Asian Development Bank, expressed the view in its assessment of the
sector in Pakistan, that the ‘poverty reduction potential of micro-finance [was] widely
recognised at the policy level and among the development community’ (ADB, 2000).
The Finance Minister of Pakistan, in 2000, stated that MF was a ‘critical element’ in
poverty reduction, a view ‘shared by both the Government and ADB’.*® The Governor of
the State Bank of Pakistan in 2003, stated that MF needs to be placed in the ‘overall
context of the efforts the State Bank in expanding the outreach of financial services
and help the goal of poverty alleviation in the country’ (State Bank of Pakistan, 2003).

In the last of its four pillars to reduce poverty in Pakistan, ‘Targeting the Poor and the
Vulnerable’, the GOPs PRSP of 2003 sees the expansion of MF facilities as a major goal
in this regard. The GOP through its PRSP believes that MF ‘is fast emerging as a viable
tool to address the question of poverty reduction’ (PRSP, 2003).

3.2 Microfinance sector policy

3.2.1 Early developments in the sector

The first generation of MF services in Pakistan, in the late 1980s and 1990s, comprised:

¢ some small and localised NGOs providing credit to groups of borrowers;

e the Aga Khan Rural Support Programme (AKRSP) in the northern region in the
country;

e other Rural Support Programmes (RSPs).

The RSPs, which constituted the main mechanism and approach to MF during the 1980s
and part of the 1990s, made a major contribution to the MF sector by accessing lines of

18 |_PRSP (2001), Foreword.
17 Op. cit., section 4.3.2.

18 Development policy letter on MSDP by the Finance Minister to the President of the ADB, 4
November 2001, cited in Khushhali Bank, 2005



credit from commercial banks to provide microcredit to low-income people living in
rural areas. Alternatively, the Orangi Pilot Project (OPP) developed an individual
lending methodology adapted to urban low-income areas, by targeting entrepreneurs in
the Karachi region.

3.2.2 Microfinance Sector Development Programme (MSDP)

In developing the financial sector reforms described in section 3.1.1, above, the GOP
recognised that it would also need to take a fresh look at Pakistan’s financial sector to
find new ways of reaching clients, especially the poor and those involved in the
dynamic Small and Medium Enterprise (SME) sector. With the growing privatisation and
liberalisation of the financial sector, and with the recognition that the private sector
also needs to play a role in Pakistan’s Poverty Reduction Strategy (as summarised in
section 3.1.2), a set of reforms were developed with the help of private sector banks
and non-bank institutions. These reforms were articulated in 2000 in the MSDP, in
which the public and the private sector were expected to play important roles
independently, as well as in the form of public-private partnerships.

The main aims of the MSDP were to:

e create a conducive policy environment allowing new actors to emerge and to
allow greater space to existing actors;

o develop appropriate financial infrastructure;

e promote and strengthen MFlIs;

e develop linkages with NGOs and community organisations;
e invest in building social capital;

e mitigate the risks faced by poor households;

e develop institutions which would enhance the capacity and efficiency of those
involved in the sector.

3.2.3 Microfinance Institutions Ordinance 2001

As an outcome of the MSDP, a number of interventions have been made in the MF
sector over the last 6 years. Perhaps the most important and overriding consequence
has been that MF has been given recognition as a separate entity in the financial
sector, and a conscious attempt has been made to build an environment in which
existing and new players and institutions can move forward.

The Microfinance Institutions Ordinance 2001 was promulgated by the GOP to support
the development of the MF sector by introducing the concept of a ‘microfinance
institution” (MFI),defined as ‘a company that accepts deposits from the public for the
purpose of providing microfinance services.” (Article 2(j)) Under this ordinance, MFIs
were to be created with the necessary amount of capital, to offer MF services,
including savings deposits, to the general public (see Box 3.1, below, on MFIs and
MFPs).



Box 3.1 Note on terminology: MFIs and MFPs

In many countries, the term ‘microfinance institution’ is used to designate any
institution that provides MF services. Under the Microfinance Institutions Ordinance
2001, however, the term is restricted to ‘a company that accepts deposits from the
public for the purpose of providing MF services.” The Ordinance prescribes that ‘No
person other than a licensed MFI shall use with its name the words “Microfinance
Bank™, “MFB”, “Microfinance Institution”, “MFI”’ or derivatives of any words or letters
which suggest that it is a microfinance institution.’ (Article 5(2)).

For the purposes of this PSIA, therefore, we have distinguished between:
MFI a microfinance institution licensed under the Ordinance
and

MFP  a microfinance provider: any institution that provides microfinance services
(which includes MFIs)

The Ordinance specifies the functions, capital requirements, ownership structure, and
terms and conditions for the establishment, disclosure requirements and winding up
procedure for MFIs. In order to regulate the establishment, business and operation of
MFls, the Ordinance allows for the establishment of three types of MFIs according to
their operation limits and geographical scale. MFIs are granted licences differentiated
on the basis of them being all-Pakistan, provincial or district, with the minimum paid
up capital for these three types of institutions being Rs 500 million, Rs 250 million and
Rs 100 million, respectively.

The Preamble of the Ordinance, in line with the Government’s policies, states that the
MFIs will focus on “financial and infrastructural support to poor persons, particularly
poor women, for mitigating poverty and promoting social welfare and economic justice
through community building and social mobilisation’ (MFIO, 2001, Preamble) The
functions and powers of the MFIs in accordance with the State Bank’s prudential
regulations, are meant to ‘render assistance to microenterprises and provide MF
services in a sustainable manner to poor persons, preferably poor women, with a view
to alleviating poverty.” (MFIO, 2001, Art. 6(1)).

The Ordinance defines a ‘poor person’ as follows:
‘ “poor persons” means persons who have meagre means of subsistence and

whose total income or receipts during a year is less than the minimum

applicable taxable limit set out in the law relating to income tax’

(Article 2(k)).




The rules set for the per-person exposure limit state that while granting any MF
facilities to poor persons MF banks must ensure that the total exposure of such a
person from the bank and MFI, does not exceed Rs 100,000 in aggregate.

Since the nature and operation of the MF sector and MFIs are considered to be
different from the mainstream banking sector, the State Bank of Pakistan (SBP) has
issued a separate set of prudential regulations for MFls under the Ordinance.

3.2.4 Implementation of the policy

In promulgating the Ordinance, the Government has emphasised the need to develop
sustainable MFIs that can help create social capital and include risk mitigation as an
important instrument to protect against uncertainty. In line with the Government’s
overall policies applied to other sectors as well, it has continued to encourage private-
public partnerships, the most visible manifestation of which is setting up of the
Khushhali Bank, Pakistan’s first licensed MFI, which has taken the lead in retailing MF
services across Pakistan. In addition, the government has also encouraged the private
sector to set up MF banks, with the result that three MF banks became operational
during 2001-04. More recent applications for setting up MF banks have also been
received by the SBP and are under process for licensing.

The GOP also restructured a number of Development Finance Institutions (DFIs), closed
the Federal Bank of Cooperatives and reorganised the Agricultural Development Bank
of Pakistan and re-launched it as the Zarai Taraqgiati Bank.

Along with the Ministry of Finance, the SBP too, has played a key role in the evolution
of MF policy in Pakistan since 1999. A Microfinance Support Division was established at
the SBP, in order to improve the environment in which the new and existing MFls were
to function. The SBP has adopted a regulatory regime of a “facilitator, guide and
problem solver’ As explained in section 3.2.1 above, the SBP does not prescribe for
MFIs the same onerous regulations which prevail for other financial institutions and has
‘a light regulatory oversight’ and is ‘learning together with the practitioners and
adapting [itself] to the changing circumstances’ (SBP, 2003). It has a Consultative
Group drawn from the representatives of stakeholders who guide the State Bank in the
development of regulations and prudential norms.

The SBP is also encouraging the provision of credit to small and medium entrepreneurs
through a newly set up SME Bank, to small farmers through a newly restructured Zarai
Taragiati Bank and Cooperative Banks, and to women entrepreneurs, individuals and
small firms through the First Women’s Bank. The SBP considers this to be the “only
durable basis through which the poor can benefit from the financial sector of the
country” (SBP, 2003). Moreover, it also sees complementarities between MF and other
elements of poverty alleviation, such as investment, infrastructure, the social services
and capacity building, and feels that these should be built into the overall MF
programme. The previous Governor of the Bank argued that ‘income generation by the
poor cannot take place only through availability of credit if there is no infrastructure,
or markets for selling their produce’ (SBP, 2003).



Clearly, the focus and emphasis on the development of MF in Pakistan since proactive
intervention began in 1999 has been poverty alleviation. Pronouncements by the GOP
since 1999 on both subjects reflect this close association, and both are now integrated
into annually announced broader economic, growth and poverty alleviation policies.
The annual publication of the Ministry of Finance, the Pakistan Economic Survey and
the SBP’s Annual Report, both contain views and information about MF (and of course
poverty) and show that MF has increasingly become accommodated and mainstreamed
into the GOP’s overall economic programme and strategy, particularly as a poverty
alleviation tool.

3.3 Donors

The Asian Development Bank’s support for the MSDP has already been mentioned in
section 3.2.2, above. The MF sector in Pakistan has been given support by numerous
other multilateral and bilateral donors, as it seen by them to be a means of poverty
alleviation and of gender empowerment.

Hence, for example, a Lahore-based NGO, Kashf, which has been doing both, has been
supported by DFID following a successful 2-year initial pilot phase, where DFID has
provided support of £3.2 million over 5 years to the project. While Kashf is seen to be
one of the most dynamic and creative, as well financially sustainable, MFIs in Pakistan,
this funding from donors is sure to have played a critical role in the organisation
achieving noticeable success.

Other donors have also been involved in supporting MF and poverty alleviation
programmes related to it. For example, the Pakistan Poverty Alleviation Fund (PPAF)
was established in 2000 as a not-for-profit private company sponsored by the GOP and
funded by the GOP and the World Bank. It was inspired by the success in Bangladesh of
Palli Karma-Sahayak Foundation (PKSF), which has a more narrow focus on MF. The
PPAF was established to help the poor by enabling them to gain access to resources for
their productive self-employment, to encourage them to undertake activities of income
generation and poverty alleviation, and for enhancing their quality of life. As an Apex
fund, PPAF disburses soft loans to a myriad of MF organisations in Pakistan. It also
provides grants on a cost-sharing basis for development of small-scale community
infrastructure, and strengthens development and MFIs by supporting their capacity
building activities. The resource base of PPAF consists of an endowment from the GOP
of Rs 500 million, and a World Bank credit of US$ 90 million. Half of the World Bank
funds are to be used for microcredit and enterprise development.

When it was set up in 2000, Pakistan’s first MF bank, Khushhali Bank was owned by
three public sector banks, 11 private sector and two international banks. The Khushhali
Bank received access to a credit line of $68 million from the Asian Development Bank.
The First Microfinance Bank Limited was set up after the promulgation of the
Microfinance Institutions Ordinance of 2001 and is sponsored by AKRSP, the Aga Khan
Fund for Economic Development, Geneva, and the International Finance Corporation.

With the help of donors the GOP also set up four funds during 2001 making more than
$70 million available for sustainable MF services. The Microfinance Social
Development Fund, worth $40 million, was set up to finance social mobilisation and to



support communities’ capacity building expenses of licensed MFIs. The Community
Investment Fund totalling $20 million was created to help community-based
organisations to develop projects of ‘mutual interest’ by providing grants. The Risk
Mitigation Fund (RMF) and the Deposit Protection Fund (DPF) were established to
mitigate the risk of indebtedness and loss of deposited money of the poor. The RMF is
meant to reduce the fear of indebtedness by protecting poor borrowers in case of
failed enterprises or loss of income-generating assets due to unforeseen circumstances;
the DMF mitigates the risk of depositors of regulated MFIs as they are to be paid from
this fund in the case of the liquidation of any MFI.

In 2003, the Swiss Government and the Swiss Agency for Development Cooperation
(SDC) launched the Financial Sector Strengthening Programme (FSSP). The SDC
initiative was launched to address problems which accrue due to the lack of adequate
human and institutional capacity, the shortage of local expertise and due to weak
coordination among the various stakeholders, factors that are seen to inhibit the
growth of the MF sector in Pakistan. The Pakistan Microfinance Network, a network of
organisations engaged in retail MF and dedicated to improving the outreach and
sustainability of MF in Pakistan, receives funds for its publications and activities from
DFID, the SDC under the FSSP, and the Aga Khan Foundation, Pakistan,

The USAID / Pakistan Economic Growth programme, began in 2003 and while it is
national in scope, has a greater focus on the provinces of Balochistan and Sindh. Its
current 2003-07 programme provides an estimated $3.2 million towards Access to
Microfinance, where the programme component includes the following: expanding MF
services to previously neglected areas of Balochistan and Sindh; more than 105,000
loans worth $18 million have been disbursed with USAID support; the target is to
disburse more than 430,000 loans by 2008; and in 2005, the programme was to expand
into the Federally Administered Tribal Areas (FATA). In its Innovation in Microfinance
programme worth an estimated $3.5 million, USAID was to: provide support to four
local MFPs (mostly NGOs) and design and deliver MF products tailored to their
communities; expand the availability of micro-leasing in Karachi and Lahore; and, has
disbursed more than $2 million so far with a 100% repayment rate. USAID is supporting
Khushhali Bank’s expansion into Balochistan and rural Sindh provinces and USAID is
helping PPAF diversify into new MF products.

According to the Year of Microcredit Synthesis Paper on Pakistan, Pakistan would have
borrowed approximately $500 million from the Asian Development Bank and the World
Bank alone for direct investment in the MF sector in the period 1999-2008.
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CHAPTER 4:THE EVOLUTION OF
MICROFINANCE IN PAKISTAN, 2000-2005

4.1 Introduction

In this chapter and the following chapter we aim to provide the evidence on which we
base the conclusions outlined in Chapter 6. Our starting point for this chapter is the
premise that in order for MF to play the poverty reduction role outlined for it in the
PRSP then the sector will need to grow substantially from its current size, and this
growth will largely need to be achieved through financially sustainable organisations
that have only limited and discreet reliance on subsidies.

In this chapter we use data analysis from secondary sources to examine the reasons
that explain the apparent small size of the sector; we examine the levels of financial
and operational sustainability of some of the key MFIs; and we use a series of seven key
informant interviews with seven MFPs to understand the structural constraints - if any -
for further growth and poverty focus.

In the following chapter (Chapter 5) we use survey evidence and secondary evaluation
reports to understand whether existing MF services are firstly, reaching the poor, and
secondly, having an impact on the incomes of the beneficiaries.

4.2 The macroeconomic context

In order to understand the size and structure of the MF sector we need first to
understand a little of the macro-economic and wider finance sector performance. It is
generally more difficult for MF services to grow if either the macro-economy is not
performing or the wider finance sector is dysfunctional, or both.

Table 4.1, below, shows the growth performance of key sectors over nearly six
decades. Pakistan has had, for the most part, high growth for much of this period, and
particularly in the 1960s and 1980s. The decade of the 1990s, however, was Pakistan’s
worst in many regards, in contrast to the remarkable recovery seen since 2002.
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Table4.1  Growth rates in Pakistan, 1950-2005 (%)

GDP Agriculture Manufacturing Services
1950s 3.1 1.6 n/a n/a
1960s 6.8 5.1 9.9 6.7
1970s 4.8 2.4 5.5 6.3
1980s 6.5 5.4 8.2 6.7
1990s 4.6 4.4 5.8 4.6
1999/2000 3.6 0.4 7.0 4.8
2000/01 2.2 -2.7 8.2 4.8
2001702 3.4 -0.1 5.0 4.1
2002/03 5.1 4.1 7.7 5.3
2003704 6.4 2.2 14.1 6.0
2004/05 8.4 7.6 12.5 7.9

Source: GOP, Pakistan Economic Survey, various issues, Islamabad.

The recovery since 2002 has been characterised by consistent and substantial
improvement in each of past three financial years:

e the growth rate for the last financial year, 2004/05, was 8.4%, the highest since
1991/92;

e foreign exchange reserves have risen to their highest levels in recent years and
continue to stay high;

e export levels set new records every year, exceeding the targets set by the GOP;

e investment, which had been a poor performer towards the end of the 1990s,
has now reached levels comparable with those of the 1980s and early 1990s.

These gains are the result of a number of inter-related factors, including:

e areform process characterised by increasing liberalisation and openness;
e the privatisation programme;

e better management and more diligent use of resources;

e substantial debt rescheduling after 2001 that has increased the scope for fiscal
flexibility;
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e recent developments in the financial sector - in terms of greater scrutiny of
formal and informal remittances - that have helped foreign reserves to grow to
around 10 months of imports, thus helping Pakistan’s currency to avoid the
volatile depreciations of the 1990s.

4.3 Financial sector and banking reforms

A programme of financial sector reforms was initiated in Pakistan in the 1990s, in
order:

‘to create a level playing field for financial institutions and markets for
instilling competition, strengthening their governance and supervision, and
adopting a market-based indirect system of monetary, exchange and credit
management for better allocation of financial resources. Reforms covered
seven important areas: financial liberalization, institutional strengthening,
domestic debt, monetary management, banking law, foreign exchange and
capital market’ (State Bank of Pakistan, 2002). *°

The banking sector was liberalised by permitting private banks to operate and compete
with nationalised commercial banks; the process of privatising public sector banks was
initiated; the loan recovery process was streamlined by issuing clear guidelines for loan
classification and requiring banks to submit regular reports on recoveries; a number of
state-owned banks and Development Finance Institutions were downsized and
restructured through golden handshake and branch closure programmes in the latter
half of the 1990s. Prudential measures were strengthened to ensure capital adequacy
and disclosure of financial data reflecting the true condition of banks. The SBP was also
given considerable autonomy in this decade. A summary by the SBP of the reform
programme is reproduced in Box 4.1.

19 Most of this section is drawn from State Bank of Pakistan (2002), subsequent SBP annual Financial
Sector Assessments and SBP’s Annual Reports.



Box 4.1Banking sector reforms in Pakistan

*‘Since Nationalised Commercial Banks (NCBs) had focused more on increasing their
branch network to far-flung areas of the country, their efficiency began to decline with
rising cost and oversized workforce. These, together with growing non-performing loans
rapidly offset the initial benefits of nationalisation. The more important concern was
the increase in intermediation costs that translated into lower returns on deposits and
higher lending rates. The resulting stress on their profitability made it clear that
without a significant restructuring, these banks would continue to pose systemic risks
to the financial system. Keeping this in view, NCBs were asked to prepare restructuring
plans to rationalise their work strength and size.

‘In September 1997, three NCBs, two specialised banks and two privatised banks
introduced various separation schemes for employees besides chalking out plans for
branch closure. With the help of golden handshake schemes, in a two-year period,
these banks were able to reduce the size of their workforce from 99,954 to 81,079 as
on end December 1999. In terms of branch closure program, an earlier criterion, which
ensured that no area was rendered un-banked, was changed and banks were allowed to
close their branches entirely on commercial considerations. This resulted in a reduction
of 718 branches from end June 1997 (8,673 branches) to end June 2000 (7,955
branches).

‘Banking sector was liberalised by permitting private banks to operate and compete
with nationalised commercial banks. Competition was promoted by privatisation of MCB
and ABL. Initially at the start of 1990s, 10 new banks were permitted to operate, of
which eight started functioning. A couple of new banks joined later in the private
sector. Governance of financial institutions was strengthened by insertion of new
sections in Banking Companies Ordinance, 1962. Loan recovery process was streamlined
by issuing clear guidelines for loan classification and requiring banks to submit regular
reports on recoveries. A number of state-owned banks and Development Finance
Institutions (DFIs) were downsized and restructured through golden handshake and
branch closure programmes in later half of 1990s. Prudential measures were
strengthened at the same time to ensure capital adequacy and disclosure of financial
data reflecting true conditions of banks. (p 2)

‘During 1990s, a number of amendments were made in the SBP Act, 1956; the Banking
Companies Ordinance, 1962; the Banks (Nationalization) Act, 1974; the Banking
Companies (Recovery of Loans) Ordinance, 1979 and the Banking Tribunals Ordinance,
1984. The key objectives of these changes were: to pave the way for privatisation of
NCBs; to enhance competition by allowing private sector to establish new banks; to
increase the autonomy of SBP in formulating and implementing monetary policy; to
consolidate its role as regulator of banks and non-bank financial institutions; to
strengthen the internal governance of these institutions; and to improve the framework
for recovery of loans.’

Source: Bank of Pakistan (2002), pp. 2, 26 and 33.

Domestic debt management also underwent a significant reform processes during the
1990s. A primary market of treasury bills was established through auctions, replacing
the earlier tap system. Various monetary management measures were initiated to

dismantle the system of financial repression and establish a market-based mechanism




of monetary control. Bank-by-bank credit ceilings were abolished and replaced with a
credit deposit ratio that itself was subsequently removed. In addition to this, caps on
lending rates of banks and NBFIs were eliminated to pave the way for the
implementation of monetary policy indirectly through signals of liquidity and short-
term interest rate changes. Banking laws also underwent significant changes during the
1990s in order to provide a supportive legislative framework for the reform process.
Important amendments were made in all relevant banking laws.

The main outcomes expected from this set of reforms were:

e greater ownership by the private sector on financial institutions;
e increased financial depth, intermediation and efficiency;

e reduced interest rate spreads and reduced distortion in the term structure of
interest rates;

e better management of domestic debt in terms of cost and sustainability;
e reduced segmentation in the government debt market;

e reorientation of monetary policy from direct to indirect controls;

e enhanced efficacy of monetary transmission;

e increased effectiveness of SBP in supervising banks.

The SBP is satisfied that there has been considerable progress in achieving the
objectives of the reforms. Through privatisation, deregulation and greater incentives to
the private sector, private sector banks have begun to play a greater role in the
banking and financial sector of the country. The asset share of public sector banks has
fallen from 92.2% in 1990 to less than 40% today. Financial deepening, measured by the
ratio of Money M2 to GDP, has risen significantly over the last 25 years, from 37.6% in
1980/81, to 39.2% in 1990/-91 to 42.9% in March 2005 (GOP, 2005). The extent of
financial intermediation assessed by the currency to deposit ratio shows that the ratio
declined from 51.4% in 1990 to 34.3% in 2000, indicating substantial improvement in
intermediation.

In addition to the reforms described above, the banking sector in Pakistan has made
increasing use of e-banking and electronic services, with the number of on-line
branches growing more than nine-fold, from 322 in 2000 to 2,900 in 2005; similarly the
number of ATMs in the country has increased five-fold in the same period, as has the
number of credit card holders. Consumer credit specifically, and credit to the private
sector more generally, have grown sharply in the last decade or so. For example, the
total credit to the private sector in the period 1992-2002 was Rs 580 billion, whereas in
the period 2002-05, the private sector was extended credit of Rs 863 billion. As a
percentage of GDP, the net private sector credit to GDP ratio increased from 0.5% in
1999/2000 to 5.9% in 2003/04 (GOP, 2005).

The impact of the reform programme was summed up in the 2004 Financial Sector
Stability Assessment as follows:
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‘Major reforms in the financial sector have resulted in a more resilient and
efficient financial system that is better placed to absorb significant
macroeconomic shocks. ... An important achievement in the last decade has been
the transformation of a largely state-owned and weak banking system into a
healthier, primarily privately owned system. This has been facilitated by
restructuring of major banks, ongoing consolidation, strengthening of regulatory
capacity, and improvements in transparency, corporate governance, and credit
culture. As a result, quasi-fiscal responsibilities of financial institutions have
been reduced sharply. The reform efforts are reflected in improving financial
soundness indicators, greater resiliency to credit, market and liquidity risks, and
good compliance with international supervisory standards’. (FSSA, 2004)%

4.4 Structure of the microfinance sector in Pakistan

4.4.1 The formal and informal sectors

The classification of formal and informal financial services is discussed in Chapter 2,
and the classification used in this paper is shown in Table 2.1. The development of the
formal sector in Pakistan is described in Chapter 3. Estimates vary, but there is
universal agreement that the formal sector represents only a small proportion of the
financial services used by the poor in Pakistan. Household survey data can be a useful
entry point to understanding the relative size of the sector, and the following chapter
provides us with a limited entry point to this part of the debate.

4.4.2 The formal microfinance sector

So how does the MF sector in Pakistan compare with that of other countries in the
region? Comparison is difficult (see Box 4.2, but the regional comparisons in the
remainder of this subsection indicate that Pakistan fares much better than many of its
critics in Pakistan seem to think. The comparison begins with the largest area of MF -
microcredit - comparing Pakistan with other countries first in terms of the reach and
shape of microcredit, and then its efficiency and productivity. Finally, the most
important other financial service, savings and deposits, is considered.

2 The FSSA also covered the significant reform of the securities market, as well as the status of other
parts of the financial sector, including the insurance and pensions industry, where reform is less
advanced.



Box 4.2 Access to finance: the problems of international comparison

Rich sources of information exist on access to finance generally and MF in particular,
such as the excellent data sets of CGAP, the MIX Market (established by GGAP) and the
World Bank Savings Institute. These sources are particularly useful for identifying and
analysing specific characteristics of financial service provision in a single country or in
a specific institution or set of institutions.

The sources need to be treated with great caution, however, when attempting to make
broad comparisons between countries, as demonstrated by just three examples related
to the data cited in this PSIA.

As the Note to Table D.1 (Annex D) explains, the CGAP (2004b) access data include
figures for the National Savings Centres in Pakistan and the National Savings Branch of
the Ministry of Finance in India, even though these institutions cater for relatively well-
off, middle-class savers, most of whom already have access to finance also through
conventional banking sources.

There are significant differences in the microcredit figures in the MIX Market database
(used in Table 4.2) and those published by CGAP in their Occasional Paper (OP) No.8
(CGAP, 2004b). In Pakistan, for example, MIX Market shows 0.45 million borrowers and
OP No 8, 0.85 million, but this includes 0.7 million with Sonali Bank. For Nepal, MIX
shows 0.16 million borrowers and OP No 8, 0.87 million including the 0.16 million the
Agricultural Bank.

As the note to Table 4.2 explains, the MIX Market data on savings can be accessed, in
aggregated form, only for specialised MFPs, i.e. those for whom MF represents more
than 90% of their business. This excludes multi-purpose institutions like the Rural
Support Programmes in Pakistan.

It should also be noted that the institutions covered by MIX Market are self-selecting
and quite heterogeneous between countries: for example, some specialist public-
purpose bank accounts are included and others are not.

This difficulty is illustrated in the differences between the global microcredit figures
for Bangladesh and India. MIX Market shows 13.3 million in Bangladesh, and this is very
close to the OP No 8 total of 13.8 million once Sonali Bank's 3.5 million loan accounts
are taken into account. In India, however, MIX shows only 1.6 million MF borrowers
while OP No 8 shows 4 million loan accounts at MFIs, plus another 7.8 million via self
help groups and another 11.9 million via regional rural development banks. These
figures imply very different levels of penetration, and could therefore be misleading if
used uncritically in international comparisons. This point is further explored in the
discussion of Table 4.2 below.

Finally, in the course of the investigations for this paper, a number of errors have been
identified, such as double counting in the OP No 8 data (in, for example, Sri Lanka,
Thailand and Mongolia). MIX Market, based on self-reporting, is likely to have fewer
such errors, but as explained above, its drawback is that it does not capture the full
universe of MF activity.
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The problem of comparative data in regard to access to financial services is well
recognised. The Advisers Group of the UN International Year of Microcredit, the
statement reproduced in Annex C, record that: ‘From the start, we have been
particularly concerned about the lack of reliable data (except in a few cases) about
what financial services are available to poor people, and what services are actually
used by them.’

It is recognised that the best source of comparable date is likely to be household
surveys (Stone, 2005) and the World Bank are working with DFID and FinScope to
produce an agreed standard set of household survey questions (see World Bank, 2005b)

Meanwhile, such aggregate data as are available are used in this paper, but treated
with an appropriate level of caution.

4.4.3 Microcredit — reach and shape of the sector

Table 4.2 shows a number of key measurements of the reach of microcredit in
Pakistan, Bangladesh, India, Sri Lanka, Indonesia, Afghanistan, Nepal and the
Philippines, based on the data in the MIX Market database.
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Table 4.2 Microcredit providers: country comparisons

Pakistan Bangladesh India Sri Lanka Indonesia Afghanistan Nepal Philippines
Population (million) 152 140 1,080 19 218 29 25 83
Number of MFPs on MIX Market 14 49 32 8 6 9 10 24
Borrowers
Number of active borrowers 449,044 13,297,973 1,634,103 374,320 3,122,179 83,100 158,218 479,868
Mean no. of active borrowers per MFP 32,075 271,387 51,066 46,790 520,363 9,233 15,822 19,995
Active borrowers as % of population 0.30 9.50 0.15 1.97 1.43 0.29 0.63 0.58
Loans
Total gross loan portfolio (US$m) 67.587 958.909 166.503 78.360 1,817.139 9.612 17.199 55.461
Mean gross loan portfolio per MFP
(US$m) 4.828 19.570 5.203 9.795 302.857 1.068 1.720 2.311
Average loan per borrower (US$) 151 72 102 209 554 116 109 116
Concentration (as % of total)
Top 5 active borrowers (%) 88 89 64 98 95* 93 90 75
Top 5 loan portfolios (%) 80 91 73 99 99* 94 89 60

* In Indonesia, this represents a single lender: see Note 6 below.
Source: MIX Market database.

See Notes below.
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1. Concentration measures: active borrowers in top five MFPs in terms of active borrowers as percentage of
all active borrowers; gross loan portfolios of five biggest lenders as percentage of total gross loan portfolio
of all lenders.

2. Pakistan: all figures in the table are for 2004. The two leasing companies, National Leasing Company
Limited and Orix leasing, have been excluded from the table, because of the exceptional nature of their
business. If they are included then the figures are as follows:*

Number of MFPs 16
Number of active borrowers 455,092
Total loan portfolio (US$m) 77,459
Average loan per borrower (US$) 170

Concentration: top 5

Active borrowers (%) 87

Gross loan portfolios (%) 79

3. Bangladesh: all figures in the table are for 2004, apart from two MFPs that provide June 2005 figures.
Saint NGO is excluded from the table because it does not record the number of borrowers; but its gross loan
portfolio is only $8,286.

4. India: all figures in the table are for March 2005, apart from three of the four smallest MFPs, of which
two are for 2002 and one is for 2001. Eight MFPs have been excluded from the table as they do not report
their gross loan portfolios: they record a total of 46,627 borrowers. Satin Creditcare has also been excluded
from the table, because of the exceptional nature of its business. If Silk Creditcare is included then the
figures are as follows:

Number of MFPs 33
Number of active borrowers 1,638,550
Total loan portfolio (US$m) 185,935
Average loan per borrower (US$) 113

Concentration: top 5

Active borrowers 64%

Gross loan portfolios 73%

5. Sri Lanka: four MFP reports are from 2004 and four from 2005.

6. Indonesia: five MFP reports are from 2003 and one from 2002. 95% of loans and 99% pf borrowers are
concentrated in one single MFI, Bank Rakyat Indonesia

7. Afghanistan: five MFP reports are from 2004 and four from 2005. The average loan per borrower varies
significantly, between $594 for ARMP and $36 for FINCA-AFG (see Table 4.4, below).

8. Philippines: one MFP report is for 1998, one for 2002, 10 for 2003, 11 for 2004 and one for 2005.

9. Nepal: Nepal Rural Development Organization (NERUDO) has been excluded as the data are not available
on MixMarket. All reports are for 2004 apart from the smallest MFP, for which the figures are for 2001.

2L NCLC figures are for 2002.
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The first point that emerges from Table 4.2 is that despite the fact that the
mainstream MF sector in Pakistan is relatively young compared with other countries, it
is definitely in the same league as many of them.

In terms of the number of borrowers, the notable exception is Bangladesh, which is
more than twice as big as all the other countries in the sample put together (13.3
million borrowers compared with 6.3 million for the rest of the sample). Of the rest,
Pakistan has many more borrowers than Afghanistan, Nepal and Sri Lanka, a similar
number to the Philippines, though many fewer than India or Indonesia. In terms of
borrowers as a percentage of the population, however, Pakistan (0.30%) is ahead of
India (0.15%) as well as Afghanistan (0.29%), but well behind the rest.

The need to treat such comparisons with caution is emphasised in Box 4.2, above. This
is illustrated by Table 4.3, showing data for microcredit clients collected by the World
Bank for a report that is about to be published.

Table 4.3  Microcredit clients in six countries in South Asia

Country 1. Microcredit clients 2. Comparative figures
(millions) from Table 4.2

Afghanistan 0.12 0.83

Bangladesh 16.00 13.30

India 15.00 1.63

Nepal 0.50 0.16

Pakistan 0.58 0.50

Sri Lanka 2.50 0.37

South Asia 34.70 23.09

Source: Column 2 - data collected by the World Bank for a forthcoming report.

These differences highlight clearly the difficulties of comparing like with like in MF.
The very large difference between column 1 and column 2 for India is almost entirely
accounted for by over 13 million loans from Self Help Groups (SHGs) supported by the
National Bank for Agricultural and Rural Development (NABARD); while in Sri Lanka,
the difference is largely accounted for by the SANASA Thrift and Credit Co-operative
Society (TCCS) network and Community Based Organizations.?? Savings and Credit Co-
operative Societies (SACCOs) also appear to account largely for the differences in
Nepal and Bangladesh. The differences in the Pakistan and Afghanistan figures appear
to arise mainly from the different reporting periods covered by the two sources. It is
difficult to establish exactly how Pakistan would compare in terms of access to finance
if its ROSCAs and other self-help groups were included in the comparison. What Table
4.3 does nevertheless illustrate is that in a like for like comparison of conventional

22 For NABARD’s work with SHGs, see www.nabard.org, Kropp and Suran (2002) and Harper (2002). For
SANASA in Sri Lanka, see Evans (2001) and www.coopscanada.coop.
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MFPs, Pakistan is in the same league table as its neighbours (except, of course, for
Bangladesh, which is like no other country in this respect).

The NABARD case in India is, of course, more than just statistically interesting. The
fact that NABARD has been able to provide a link to the formal banking sector for over
13 million people through SHGs is a matter of great interest. Given the prevalence of
ROSCAs in Pakistan, as discussed in Chapter 5 of this paper, it would clearly be useful
for Pakistan to study the NABARD case to establish whether there is scope for
facilitating a similar linkage between self-help groups and the banking sector, within or
outside the MFP structure.

A widely accepted proxy for measuring whether a MF sector is reaching low-income
borrowers is the average loan per borrower. As Table 4.2 shows, Pakistan (US$151) has
a much lower average than Indonesia ($554) or Sri Lanka ($209), but higher than the
rest (which range from $72 to $116), implying a lower level of access for poor
borrowers. But Pakistan is not far behind the leaders, as illustrated by Figure 4.1. It is
in the same league, even if currently in a lower position in the league table.

Figure 4.1 Average loan per borrower of MFPs (US$)
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Source: MIX Market (figures in Table D.3).

MIX Market has recently published a useful survey of MF in the South Asia region
(Stephens, Tazi et al., 2006), which indicates that this position has been maintained
or, indeed, improved as MF services have expanded in Pakistan. The authors write that,
‘Despite the entry of an increasing number of commercial institutions into the
microfinance sector, MFIs have continued to serve their initial target group. Over the
period studied, overall average loan balance actually declined from 36 percent of local
per capita income to 30 percent, indicating that growth in outreach was driven by
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rising client numbers rather than a shift towards higher loan sizes.’?® Further
comparisons from the MIX Market study are set out in section 4.4.4 below.

Table 4.2 also indicates that the countries in our sample vary considerably in terms of
the shape or structure of the MF sector.

e The MFPs in Bangladesh and Indonesia have on average hundreds of thousands
of borrowers, Pakistan and others have tens of thousands, whereas Afghanistan
and Nepal have 9,233 and 15,822, respectively.

e There is a similar variation in the size of the mean gross loan portfolio per MFP
ranging from $302,857 per MFP in Indonesia to $1,068 in Afghanistan, with
Pakistan ranking fifth out of the eight at $4,828.

e The MF sector is highly concentrated in all countries covered, the highest
concentration being in Indonesia where one MFP, Bank Rakyat Indonesia,
accounts for 95% of borrowers and 99% of the gross loan portfolio, and the
lowest being in India, where the top five MFPs nevertheless account for 64% of
borrowers and 73% of the gross loan portfolio. Pakistan is actually less
concentrated than most, with the top five accounting for 88% of borrowers and
80% of the loan portfolio.

The differing structures of the MF sectors in relation to credit is brought out in 4.4,
which shows the top five MFPs in each country in terms of nhumber of borrowers.

2 stephens, Tazi et al. (2006), p. 70
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Table 4.4  Top five microcredit providers in terms of number of borrowers in selected

countries

Number Number Gross loan

of Gross loan Average of portfolio Average

borrowers portfolio ($) ()] borrowers  ($) %)
Pakistan Bangladesh
Kushhali
Bank 168,105 23,541,911 140 BRAC 3,993,525 234,146,287 59
NRSP 88,401 14,298,074 162 Grameen Bank 3,700,000 337,700,855 91
Kashf 67,552 8,068,304 119 ASA 2,772,719 201,102,659 73
PRSP 54,555 6,057,269 111 Proshika 997,090 63,657,960 64
Taragee 18,194 2,593,057 143 TMSS 372,374 24,652,287 66
Total 396,807 54,558,615 Total 11,835,708 861,260,048
Mean 79,361 10,911,723 137 Mean 2,367,142 172,252,010 73
India Sri Lanka
Spandana 385,996 54,621,671 142 Sabaragamuwa 183,173 23,540,331 129
SHARE 368,996 40,218,274 109 Ruhuna 103,761 25,415,450 245
Sanghamitra 112,029 3,482,305 31 SEEDS 62,660 27,964,390 446
BASIX 89,593 13,009,883 145 WDFH 10,712 467,860 44
Bandhan 82,260 4,629,266 56 Artacharya 6,124 231,703 38
Total 1,038,874 115,961,399 Total 366,430 77,619,734
Mean 207,775 23,192,280 112 Mean 73,286 15,523,947 212
Indonesia Afghanistan
Bank Rakyat
Indonesia 3,100,853 1,720,027,773 555 BRAC - AFG 55,572 3,600,533 65
BDB 14,147 94,227,074 6,661 FMFB- Afg. 8,302 2,350,853 283
BPR AK 3,879 876,130 226 FINCA - AFG 7,716 277,890 36
BPR BMMS 1,779 237,945 134 ARMP 3,845 2,284,079 594
BPR PKT 1,263 1,007,785 798 MoFAD 1,978 120,838 61
Total 3,121,921  1,816,376,707 582 Total 77,413 8,634,193
(Averages not useful
here) Mean 15,483 1,726,839 112
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Number Number Gross loan

of Gross loan Average of portfolio Average

borrowers portfolio ($) (6)) borrowers  ($) %)
Philippines Nepal
TSPI 109,629 9,024,521 82 PGBB 36,645 4,611,116 126
KMBI 80,078 4,129,805 52 NGBB 36,242 3,255,864 90
CARD NGO 74,182 6,141,755 83 Nirdhan 36,678 3,587,302 98
NWTF 54,863 5,173,129 94 SBB 26,322 2,588,121 98
TSKI 41,588 1,756,281 42 DD Bank 10,036 1,187,516 118
Total 360,340 26,225,491 Total 145,923 15,229,919
Mean 72,068 5,245,098 73 Mean 29,185 3,045,984 104

Source: Mix Market database.

This shows just how much the shape of the industry varies within the sample, as
follows:

¢ Indonesia, with a single dominant bank;

e Bangladesh, dominated by a small number of very large providers, providing
very small loans; and Afghanistan, with a similar shape, but on a much smaller
scale;

e Pakistan, India and Sri Lanka with a wide range of providers, providing a wide
range of loan sizes;

¢ Nepal and the Philippines, with a relatively homogenous class of providers,
offering a narrower range of loan sizes.

If one looks more closely at the institutions concerned, it is noticeable that Pakistan
and Sri Lanka have a wider range than most not only in numbers of borrowers and sizes
of loan, but also in types of institution:

e the top five in Pakistan include an MFI under the Ordinance, two RSPs and two
NGOs;

e the top five in Sri Lanka include two banks, two NGOs and a non-bank financial
institution (NBFI);

e the top five in India, on the other hand, consist of four NBFIs and one NGO.

4.4.4 Microcredit — the efficiency and productivity of the sector

MIX Market has recently published a useful survey of MF in the South Asia region
(Stephens, Tazi et al., 2006) from which Figures 4.2 to 4.6, below, are extracted.

The charts give a good graphical picture of the relative position of Pakistan in the
South Asia region, and of the region in the world. The MIX Market paper gives a full



commentary on these comparisons. For the purposes of the PSIA, the following points
are highlighted:

e although Pakistan lagged behind its neighbours in terms of borrowers served by
profitable MFPs and the number of profitable MFPs (Figure 4.1), the regional
comparison indicates that it ranked close to India and Nepal in terms of the
percentage of borrower growth from profitable MFPs, and well ahead of Sri
Lanka and Afghanistan (Figure 4.2); MIX Market themselves, however, argue
that these figures give a distorted picture of developments in Pakistan, as
explained at the end of this section;

e in terms of borrowers per staff member, India led the field by very long way,
but Pakistan was only slightly behind Sri Lanka, ahead of Nepal and Bangladesh,
and well ahead of Afghanistan (Figure 4.3);

e in terms of costs per borrower (also Figure 4.3), however, Pakistan performed
significantly less well than any of its neighbours except Afghanistan;

e Pakistan’s write-off ratio (Figure 4.4) is rather higher than its neighbours, but
the difference is significantly wider in terms of the ratio of loans more than 30
days overdue, where Pakistan’s ratio, at 20%,is more than twice as high as any
neighbour. MIX Market point out, however, that due account needs to be given
to the fact that loans in Pakistan tend to be of longer duration than those in the
other countries (apart from Sri Lanka), which mitigates the discrepancy to some
extent (a six-month loan that is 30 days overdue, for example, being a less
grave matter than a one-month loan that is 30 days overdue);

o finally, and very significantly, in financial performance (measured by the
financial revenue ratio), South Asia does not perform as well as the other
regions, and Pakistan is the lowest performing country in South Asia (Figure
4.5). The problem is highlighted by the MIX Market survey, which comments:
‘the Pakistani [MF] sector posts the region's lowest returns because of a
mismatch between revenues and expenses. While cost structures are on par
with regional norms, many MFIs in this country charge exceptionally low
interest rates that are not in line with the cost of doing business’ (Stephens,
Tazi et al., 2006, p.11).

It is significant that the figures on which these charts are based are from 2003, at an
early stage of the PRSP and of the Microfinance Institutions Ordinance, 2001. The
differences between Pakistan and some of its neighbours, particularly India and
Bangladesh, are consistent with the view that Pakistan is at an earlier stage in MF
development than these countries, i.e. a late starter rather than a laggard. It is
particularly encouraging to note that Pakistan ranks third in terms of the percentage of
borrower growth coming from profitable institutions, even though the number of such
institutions is relatively very small.
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Figure 4.1 Sustainability and outreach of microcredit providers

Figure 3: Sustainability and outreach
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